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Let Them Eat Computers!

Marie Antoinnette, King Louis XV|I's cupcake, lost
her head to the guillotine during the French Revolution
She supposedly said during an earlier upheaval as Pari-
sian crowdsrioted over the price of bread, “If they have
no bread, |et them eat cake.” She'd be quite comfortable
with the Consumer Price Index’s methodol ogy that neu-
tralizesrising costsfor necessities such asfood, energy,
and healthcare by fabricating deflation in other sectors.
Thus, asfar asthe CPI isconcerned evenif it still costs
$1000 to buy adesktop compuiter, it would “fall” in price
if this year it came with another 10 gigabytes of hard
drive capacity or afaster processor. Hence, if your gro-
cery bill seems atad high, why not do your food shop-
ping at CompUSA? Sowheat if you haveto put gasinthe
tank and dinner on thetable every day? That every five-
year computer purchaseis"dropping” in price.

WEe' ve beaten on this subject for years, complaining
that the figures Washington and Wall Street relied onto
soothe concerns over inflation are misleading, perhaps
even deceptive. There arejust too many confluent basic
coststhat arerising to let anyone deny categorically that
inflation is non-existent. Indeed, Mr. Bernanke's com-
ments to congress last month clarified the Fed's posi-
tion: inflation remains the primary concern—not what
Wall Street wantsto hear.

NOINFLATION FOR
INTEREST RATES—TILL NOW

The usual response to inflation anxiety has been to
point to interest rates, which have not acted asif inflation
were on the horizon. In fact, sincelast summer theyield
curve, the difference between shorter and longer matu-
rity Treasury debt when presented in chart form, has
been negative, that is, longer-term rates were lower than
shorter-term rates, which violates a basic rule for bond
investing: therisk premium should be higher for longer-
duration debt, since longer duration meanslonger expo-
sure to risk. Effectively, lenders signal through the in-
verted yield curvethat they anticipateinterest ratesinthe
futurewill fall, usually because the economy isexpected
to slow and/or fall into recession. Indeed, economists
consider aninverted yield curve aharbinger of recession.

But last month, theyield curve uninverted itself, asthe
10-Year Note's yield bobbed up to 4.60% while the 2-
Year Noteyield stood at 4.57%. Perhapstheyield curve
isnow denying the possihility of arecession, or, perhaps
anxiety over inflation trumps concerns about economic
slowing. A slow economy and inflation normally mingle
aswell as oil and water, but it can happen, and we do
have aword for it; “stagflation.” We'll see.
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Inflation in the Shadows

WIDEN YOUR HORIZONS

While the Fed was raising rates, other central banks,
especialy Asian central banks, weren't in step. Global-
izationisnot just outsourcing manufacturing to China, it
alsoisthe global flow of cheap credit from Japan, from
China, and € sewhere to voracious borrowers, chief be-
ing us. Cheap foreign lenders have fueled any number of
U.S. markets: the trillions funneled into private equity
dealscomefrom all around the globe. A generation ago,
we called these deals “LBOs,” (leveraged buy outs),
which at least reminded us that borrowing (leverage)
underpinned them. “Private equity” sounds much more
discrete, much more dependable than playing the game
with someone else’'s money. Blackstone Group, a pre-
mier private equity house, last month announced it would
do an IPO, which either iswonderfully generous of them,
or could mark what they believe representsthe best mo-
ment to sell their sizzle to suckers, that is, you and me.

The real estate party, also financed by cheap credit,
got an extra push from relaxed, perhaps even stupid,
lending “guidelines’ that brought us no-down-payment,
interest-only, adjustable mortgages, many extended to
borrowerswho were not required to verify their incomes
or were marginally capable of servicing their debt at the
time the mortgages were signed. Risk seemed to be the
furthest thing from anyone’'s mind. It was unpatriotic
not to be a buyer.

Some are now asking as subprime lenders get vapor-
ized, wherewere the regulators? Why wasn’t something
doneto prevent just such ameltdown?Well, theregula-
tors’ mentality might have been summed up and cer-
tainly influenced by Alan Greenspan, who hel ped make
interest rates so seductive between July 2000, when Fed
Fund rates were at their zenith (6.5%) and July 2004 at
their nadir (1%) that he provided the fuel for all credit-
driven bubbles. Just five months before his Fed started
raising rates in 2004, Greenspan helpfully encouraged
lenders to come up with new, creative adjustable-rate
mortgages, since he felt that fixed-rate loans cost too
much for theinsurance they offered against rising inter-
est rates. What could he have been thinking or drinking?
It'sasif an arsonist stood outside abuilding heintended
to torch the next day and explained why fire insurance
cost too much.

In fact, the Maestro got even loopier about lending.
Eight months|ater, he encouraged ameeting of commu-
nity bankers that all was well in rea estate, and con-
gratulated them for “reach[ing] out to households with
previously unrecognized borrowing capacities,” thanks
to “improvementsin lending practices driven by infor-
mation technology” anotion hereturned toin April 2005

when rates were rising but the housing bubble was still
full: “lenders have taken advantage of credit-scoring
models and other techniques for efficiently extending
credit to abroader spectrum of consumers...Where once
more-marginal applicants would simply have been de-
nied credit, lendersare now ableto quite efficiently judge
the risk posed by individual applicants and to price that
risk appropriately.” Well, two yearslater, Mr. Greenspan's
faithintheintegrity of the subprime market turns out to
have been misplaced and mispriced. But Wall Street loved
those subprimes, which could be repackaged and sold to
investors hungry for yield. Those subprime mortgages
when bundled together could berated for risk, and then
sliced up to providevariousyigldsthat reflected different
risk levels. At the conservative end you accepted amod-
est yieldthat depended simply onreturn of principal, while
at the other end you grasped a very high yield that de-
pended on the least creditworthy’s borrowers’ ahility to
maintain principal and interest payments. Wall Street used
every part of that pig—but first put somelipstick onit.

HOW CONTAINED IS
THE SUBPRIME FIASCO?

The collapse of the subprime lendersisthe canary in
the coal mine. We got winged when Friedman, Billings,
Ramsey, which had exposure to the mortgage market,
tumbled. Most observers assert that the subprime de-
bacle is a contained event that will impact neither the
more creditworthy mortgage market nor the rest of the
economy. We're not so sure. In the Alt-A market, the
next level up from subprime, thereaready istrouble, and
for prime adjustables, problems are emerging as rates
get reset to reflect higher benchmarks. Asfor therest of
the economy, it'stoo early to tell, but Doug K ass, abear
we mentioned last month, points out that Harley-
Davidson, which likethe mortgage lenders had large ex-
posure to subprime customers, has seen its 30-day de-
linquency rate on loans march steadily upwards since
mid-2006. Harley hasincreased itsreservesto cover the
problem. The question is whether and when other con-
sumer sectors will start to feel the heat.

WHAT TO DO?

Mr. Bernanke, who inherited the consequences of Alan
Greenspan’s stimulative credit policies, late last month
shook up Wall Street when noting that his “ predominant
policy concern remainstherisk that inflation will fail to
moderate as expected.” This came after Wall Street the
week before had interpreted the most recent Federal Re-
serve statement to mean that inflation was not a threat,

(continued on page 10...)
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Circuit City just fired 3400 employees
or 8% of its workforce to cut costs.
Relentless price competition for the
hottest items, especially flat-panel
TVs, slashed margins, so management
is tightening the corporate belt.
The layoffs target neither the poorest
performing stores nor the poorest per-
forming employees. Instead, CC fired
all of its better-compensated hourly
workers, because management says
that the productivity differential be-
tween what fired workers earned and
what their cheaper replacements will
be paid isn't enough to justify retain-
ing the more experienced workers.
We consumers too focus almost ex-
clusively on cost. If Wal-Mart has that
plasma TV at a lower price, we show
no loyalty to CC. By reducing employ-
ees to a commodity ultimately valued
only by the ratio of cost to productivity,
and thus ignoring an implicit compact
between boss and worker that loyal
employees are more than machines
to be replaced should a cheaper model
be available, Circuit City succumbs to
a vicious instinct that places immedi-
ate profits over longer-term stability.
But CC is not entirely ruthless. For ex-
ample, consider how the company
treats one employee, Phil Schoonover,
who last year pocketed $2 million in
salary and bonus, and $3.3 million in
restricted stock awards, despite that
during his 2006 season as CEO, Cir-
cuit City’s share price went from
$22.65 to $18.98, and some observ-
ers think CC is using smoke and mir-
rors to hide even worse performance.
I'm sure there’s someone just as quali-
fied as Phil to run Circuit City who'd be
willing to work for less. But CCis stick-
ing with Phil. Now that's loyalty.
--Gray Emerson Cardiff

Subscription Rate: $195 per year

Holding It All Together

If you're like me, you’ ve found yourself trying to build or repair
something at home, and after investing moretimethan you anticipated,
find yoursdf frustrated because you don' t havetheright screw tofinish
thejob. It'soff to the hardware store to spend even moretimetrying to
guess which package contains what you need. Then you get home,
and discover you still don’t havetheright screw. Intheend, you spend
an hour getting to the point that requires that screw, another hour
locating theright screw, and five seconds putting it in place. All the
while, you arethinking: I’ d pay anything for that right screw, which
really meansthat you’ d happily have paid at the start of your quest a
quarter for theright screw rather than thenicked per screw you eventudly
paid. On that nugget of universal experience Fastenal (FAST—
Nasdaq) hasbuilt avery, very profitable business except they don’t
cater to do-it-yourselferslike you and me. They leavethose customers
to Home Depot. Instead, Fastenal isthe go-to guy for the construction
trades, small to medium manufacturers, and repair services, all of which
are happy to pay premium prices to get the least expensive part of
whatever they do at the moment they need it.

Fastenal hasbeen aremarkably successful company both in termsof
profitability and share price appreciation. Startingwithasinglestorein
Winona, Minnesotain 1967, Fastenal went publicin 1987, and today
operatesmorethan 2000 | ocationsalmost exclusively inNorthAmerica
Management, which characterizes itself as a bunch of “non-flashy
Midwesterners,” runsthis$1.8 billionin salescompany assimply as
that first storewasrun. Infact, Fastenal, now a$5.4 billion market
cap company, never left Winona, atown of fewer than 29,000 residents,
perched onthe Mississippi River in Minnesota' s southeast corner.

Unlike many compani es Sound Advice recommends, Fastenal has
not experienced freefall or asevere corporate setback, but the shares
havetaken ahit. Though valuationsarerelatively attractive, they are
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Sound Advice on Fastenal

definitely not rock bottom. Over
the last year, as investors worry
about aslowing economy and the
end of thehousing boom, the share
price is down 28% from its May
2006 dl-timehigh, yet thecompany
today appears just as robust as
when the share price was hit its
zenith. What we have here is a
chancetofasten ontoaremarkable
company at avery good price.

HOW TO GROW
A BUSINESS

Fastena got fromthat first store
in Winonato its 2000™ in Seattle
by followingafarly smpleformula
that it hastweaked asthe company
expanded: locate storesin small to
medium-sized metropolitan areas
with populations between 25,000
and 100,000. Place the stores in
relatively out-of-the-way areas
where rents are cheap. Put your
money intoinventory and delivery
rather than shiny shelving and eye-
catching displays. Keep the
employee headcount skinny. Don't
spend much time on sweet talking
Wall Street. Spend nothing on
advertising. Makedistribution and
logi stics core competencies.

Over time, Fastenal has
expanded into major population
areas like Seattle, and has
developed a system of hub
distribution centers scattered
strategically around the country.
Evenin mgor metropolitan regions

the company sets its barebones
stores in the same low-rent
locations: light industrial parksor
strip mallsaway from commercial
districts. Fastenal has been
remarkably successful in its
expansion. New storeson average
are profitable within 10 to 12
months. During the company’ s40-
year history, only 10 have had to
be closed. (three of thosewerere-
opened). Management believesthat
North America (U.S., Canada,
Mexico) can absorb 3500 stores,
and aimsto increase that count by
mid-teen percentages. In 2005, that
number rose by 222 (14.5%); last
year, it rose by 245 stores (14%).
Atthisrate, Fastenal will hit 3500
storesin early 2011, which leaves
skepticsto wonder what Fastenal
can do to maintain itsremarkable
growth pattern?

One strategy that has been
working sincethemid-1990sisto
add new product linesto the core
fastener business. During thefirst
three quarters in the 2007 fiscal
year, the company derived 51.7%
of salesfromitstraditional linesof
fasteners and 48.3% from new
productsthat includetools (10.9%
of salesfor 2006), cutting toolsand
abrasives (4.8%), hydraulics and
pneumatics (6.2%), janitorial
supplies(5.3%), el ectrica supplies
(8.7%), welding supplies (3.5%),
safety supplies(5.4%), and metals
(0.6%). None of these generates
the same fat margins as do

fasteners, but they contributenicely
to Fastenal as a single-stop
destination for its customers.
Nonetheless, Fastenal enjoys
50%+ gross margins, and brings
much of that down to its net
margins.

Fastenal doeshave new markets
to penetrate but they are outside of
North America, whereit hasmade
no significant effort to export its
business. Fromtoday’ sa most non-
existent foreign presence (two
stores in the Netherlands, one in
Singapore, and onein Shanghai),
the field is wide open. We see
nothing to suggest the Fastenal
mode would not travel well, but are
not surprised that as with other
decisions management is just as
deliberate in contemplating
overseas expansion asit has been
with everything el se.

Fastenal isstill focused on North
America, since even when the
North American market reaches
saturation, it believesthereisplenty
of expansion possible within that
universe of 3500 locations.

CSP AND DISTRIBUTION

At the same time Fastend is
expanding itsstorecount, itisalso
expanding stocking at someof its
existing stores under a program
dubbed Customer Service Program
2 (CSP2), which feature almost
double the inventory of standard
stores. Thisallows CSP2 storesto
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meet customers’ requirements
locdlly rather thaninvolveddiveries
fromeither local distribution hubs
or from the major hub in
Indianapolis. CSP2, begun in the
first quarter of 2005, at the end of
last year wasin placein about 200
stores, and will continueto grow.

Basic CSP Fastenal stores
opened for 10 years or more, that
is, the most mature locations, for
thefirst nine months of thisfiscal
year increased sl esby 7.8%, those
opened five years or more by
9.8%, whilethose converted under
the CSP2initiativegrew salesat a
15.8% clip, and morethantripled
therate of growth of new accounts
at non CSP2 stores opened 10
years or more (14.2% vs. 4.5%)
and double that rate compared to
5+ year stores. Early results
suggest that over thelong termthe
payoff will justify thecostsfor CSP2
formatted locations.

Fastenal is now prototyping
another variation onthe CSPmoded
that increasesinventory beyond the
CSP2 model and adds more
signage to assist customers in
assembling their own orders.

Findly, inadditiontoitsexpansve
chain of stores, Fastenal was a
relatively early adapter of Web-
based marketing inthe late 1990s
when it partnered with Internet
Business-to-Business portals to
takeitsmarketing and salesonline.
Today, www.fastenal.com provides
arobust onlineorderingand billing
system that leveragesitsstoresas
distribution points, a nice
combination of the worlds of
dotcom and brick-and-mortar.

The evolution of in-store
inventory goes hand in hand with
Fastenal’s 13 distribution hubsthat

are scattered around the United
States and Canada. These hubs
stock most of what Fastenal
customers require that cannot be
stored locally, and the national
master hub at Indianapolis
backstopsthe other hubsby having
everything in the company
catalogue.

Fastenal last year expanded the
I ndianapolisdistribution center, and
thisyear isinvesting heavily inanew
Californiahub at Modesto that for
customerswest of the Rockieswill
function as does the Indianapolis
distribution center for therest of the
country.

Regardlessof how well-stocked
thestoresare, thekey to efficiency
isFastend’sfleet of trucks. In 2006

Fastenal’s price ratios are
absolutely higher than we
are accustomed to seeing,
but Fastenal’s profit margins,

return on equity and total
capital are robust enough to
warrant ratios commonly
seen in go-go stocks.

management worked to expand the
use of itsown vehiclesrather than
rely on independent truckers not
just to reduce costs (which it did)
but also toimprovelogistics, since
delivery routes are easier to fine
tune with a dedicated fleet of
trucks. Fastenal can promise its
customersthat whatever they need
will beat their local storewithintwo
daysregardlessof wherethey are,
and most items are there the next
day. Some portion of deliveries
involveair freight.

Rising fuel pricesboosted costs,
of course, but Fastenal prefersto
contend with that expensedirectly
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rather than deal with trucking
companiesthat were quick to add
fuel surchargesasthepriceof diesdl
shot higher but dow to reducethem
when prices softened.

BALANCE SHEET

Another reflection of Fastenal's
preference for simplicity is the
bal ance sheet. Despite pouring cash
into expanding its stores and its
distribution system, management
hasdoneit all with cash flow, and
has no debt. There's no preferred
stock, and there are no pension
liabilities, since Fastenal depends
on adefined contribution program.
Over thelast year management has
tightened up its accounts
receivables collections, which has
hel ped both the balance sheet and
theincomestatement. The company
even raised the dividend, paid
semiannualy, to 42 cents.

MARGINS AND WHAT'S
BUGGING INVESTORS

L ean operationsfrom the senior
executive suite down to the
barebones storesyield marginsthat
are closer to those at Tiffany than
Home Depot. Management aims
for ab0% grossmargin (At Tiffany,
thegrossmarginis60%. At Home
Depot it's 33%.). Last year,
Fastena’sgross margin was 52%,
which translated into a 19.5%
operating margin, and an 11% net
marginon$1.8hillioninsaes.

However, over the last few
quarters margins have been under
pressure and sales growth fell
dlightly short of expectations, a
sourceof concernfor investorsthat
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was front and center during
January’sconferencecall.

Fastenal as its share price
mounted has cometo beseenasa
growth stock, and laborsunder the
same pressures as does any
growth-oriented company, sowhen
sales even hint at slowing, a
significant portion of its
shareholders can’t get out the door
quickly enough. The 28% price
drop since 2006 reflects that
skittishness.

Management initsconferencecal
had to explain why sales, which
grew at a 16.8% rate for the
previous quarter, had been
outpaced by operating and
administrative expenses and why
inventory growth had outpaced
salesgrowth.

The answers were presented
smply: CSP2 storesinvolvemore
employeesand agreater investment
in inventory. Expanding and
stocking the Indianapolismajor hub
added $25 million to capital
expenditures. Second, at year end,
Fastenal took advantage of juicy
pricing from several suppliersthat
slashed prices in order to make
their own year-end salesnumbers.
The deals were too good to pass
up, which to us suggests a
management tuned into long-term
opportunitiesrather than short-term
consequences.

Management saysit doesnot see
troubling signs in its markets.
Commercial construction remains
strong, though residential
construction obviously is weak.
Fastenal saysit makes most of its
building salesto commercia firms
rather thanresidential.

Nonetheless, the stock has
suffered. Among the 10 analysts
who follow FAST, there are nine

Holds and single Buy. That lone
anay4, at Baird, considerscurrent
valuations cheap, and believesthat
when the Index of Supply
Management (1ISM) fallsbelow 50,
asit hastwicein recent months, the
shares of suppliers to original
equipment manufacturers and to
maintenance and repair operations
outperform over the next year.

On its face this argument is
counterintuitive, sncethelSM isa
leading indicator for the economy,
andwhenit bresksbelow 50signals
aslowdown. For those of uswho
are ready to buy straw hats in
winter and companies when the
business cycle has beaten their
sharesdown, developing aninterest
in cyclical stocks when the
economy appears to be slowing
should come as second nature. The
most recent | SM report (based on
March 2007 figures) broke above
50 once more, and as we note in
thecover sory, there-invertedyidd
curve might be interpreted as
evidence that the economy isin
better shape than some
(occasiondly us) believe.

VALUATIONS

Here it gets a bit sticky for us,
sincewe are knee-jerk deep value
investors, and prefer to see
valuationsthat are absolutely low,
something that is not evident at
Fastenal. Thecurrent trailing Price
to Sales ratio stands at 27
compared to the average S& P 500
stock’s 20. However, over thelast
decade, FAST has fluctuated at
anaverage PIE of 39at itstop price
and 22 at its low. Price to Cash
Flow and Price to Sales also,
though headier than weusually see
inour recommendations, also fall
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in the lower portion of Fastenal’s
vauation history.

Apparently the company beleives
the sharesareworth accumulating.
With investors dour about
Fastenal’s immediate future, the
board of directorsisdiverting cash
flow to buy shares back. In 2005,
the board authorized a 760,000
share buyback and in June 2006
added 500,000 shares to that. As
of the end of the third quarter,
Fastenal had bought in all but
86,000 shares of the 1,260,000
already authorized at an average
price of $36.49, soin January the
company authorized the purchase
of another million shares. We
expect FAST will keep shrinking
thefloat.

SUMMARY

Fastenal’s price ratios are
absolutely higher than we are
accustomed to seeing, but
Fastend’sprofit margins, returnon
equity and total capital arerobust
enough towarrant ratioscommonly
seenin go-go stocks.

M anagement, which owns about
17% of thecommon, over thelast
couple of years has not rewarded
itself with options, and
compensationistightly determined
by performance. Earlier thisyear,
Morninsgstar named Fastena’s
CEO Will Obertonits CEO of the
Year for 2006, outpointing other
finalists such as John Chambersat
Cisco and Ken Chenault at
American Express. That honor is
more than a personal accolade.
Oberton, followinginthefootsteps
of Fastenal's founder, keeps it
simpleevenif hiscompany sports
avery richvaluation. Buy FAST up
to $39. SA
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PORTFOLIO UPDATES

Last month was a roller coaster
punctuated by one huge drop, a
coupleof smaller but still substantial
dips, and then alongrisethat brought
the Dow since the last letter to a
2.3% gain. The S& P was up 2.9%,
and the Nasdaq 3.5%. The Sound
Adviceportfolio added 3% led by a
mix of natural resources, media, and
drug shares.

Maxim Integrated, the analog and
mixed-circuit semiconductor
company recommended last month,
did not contribute, dropping 10% on
tepid news about demand for
semiconductors. First, Motorolasaid
that sales were down for its cell
phones, which means suppliers to
Motorola such as MXIM also must
be seeing slower sales. Then the
Semiconductor Industry Association
reinforced the Motorola message:
global salesin February were down
6.5% compared to the previous
month. None of this changes our
perspective that semiconductor
makers are suffering though a
cyclical glut that crimpsmargins. The
industry is in the doldrums, which
creates an extraordinary opportunity
to snare sharesin apremium company
at ordinary prices.

Something seemsto be going onwith
Tetra Tech, the environmental
remediation and water purification
company, whose stock has been
loitering inthe mid-teenslately after
aspectacular runlast year. On March
28 and March 29 TTEK traded at
triple its average daily volume, and
added respectively 4.8% and 6.4% on
zeronews. Sincethelast letter, TTEK
isup 9.8%.

Sprint Nextel continues to lose
Nextel customers that were part of
the Nextel acquisition. We believe
Sprint Nextel can reverse thistrend
as it incorporates more bells and
whistles in its service to draw new

customers content to pay for the
added services, especially those
related to the Internet. Sis rolling
out Pivot, a partnership with cable
companieslike Comcast, Cox, Time

annual meeting in New Orleansof the
American College of Cardiology. The
study concluded that for patients not
experiencing aheart attack or at very
high risk of having one medications

WANT To SEe EAcH MonNTH's Issue ASAP?
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Warner, and Advance/NewHouse, to
sell a four-bundle of mobile phone,
landline, cable entertainment, and
Internet, in 32 more cities, and is
preparing to expand the program
from consumersto small businesses.
But there was some bad news late
|ast month. The Government Services
Administration did not include Sprint
Nextel among bidders on acontract
to create a unified communications
system for the federal government
that has a potential price tag of $48
billion over ten years. Since the last
letter, S isup 0.7%. Regardless, at
the current price we can buy Sprint
and Nextel for not much more than
Sprint itself isworth. Upside in the
future will turn on Wimax that can
supercede not just Wifi but even that
last mile of wiring into homes and
businesses.

HEALTHCARE

The battle over how effective stents
are in dealing with cardiovascular
disease and heart attacks heated up
last month when amajor randomized
study’s results were released at the
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were just as effective as stents in
preventing a heart attack. The news
panicked holdersin Boston Scientific
(BSX fell 6.6% on the news), the
company that derives more of its
revenues from stents than from any
other product. However, BSX and
other stent makers never claimed
stents prevent heart attacks. Stents,
they haveawaysclaimed, ameliorate
conditions that cause angina, which
results from clogged arteries. We
think, once cardiologistsand patients
absorb the real significance of the
New Orleans presentation, stentswill
continue to play aprominent part in
treating cardiovascular issues.

There was some substantial news,
however, about acompetitor for BSX
and for Johnson & Johnson in the
drug-coated stent market. Abbot Labs
expects to market in the U.S. a
dissolving drug-coated stent. These
stents seem to be more effective than
what either BSX or INJmarkets. For
BSX this news is bhittersweet, since
thetechnology theAbbot stent relies
upon was acquired from Boston
Scientific aspart of the Guidant dedl.
The saving grace hereisthat Boston
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retains the right to use that
technology in exchange for royalty
paymentsto Abbot. The core of the
Boston Scientific story remainsthat
buying BSX today getsusboth BSX
and Guidant at what either company
commanded when timeswere good.
WEe're happy to take advantage of this
buy-one-get-one-free sale. BSX has
edged back toward $15, and is off
5.1%, while INJis off lessthan 1%.
Schering-Plough got a boost from
the New Orleans report, since it
makes a unique drug to treat high
cholesterol, and is up 8.4%. There
was other news. SGPis considering
marketing acombination of its Zetia
with Pfizer's Lipitor once Lipitor
comes off patent. Also, SGP
announced it would acquire Organon
Biosciences from Azko Nobel for
$14.4hillionin cash. Thedea would
bring new products and boost SGP's
veterinary business. Since the last
letter, SGP is up 8.4%, and even
more from when the market flinched
after the Oganon deal was
announced.

We saw asimilar shudder from Wall
Street when Perrigo recently
announced it was in agreements to
acquire two companies, both of
which areexpected to add to earnings
amost immediately. On the news,
investorsknocked it down to $16.11.
Sincethen, it srebounded to $18.22,
a 13.8% jump, and 10.8% since the
March letter..

NATURAL RESOURCES
AND FOOD

Across the board natural resources
stocks are moving higher once more
thanks to some old boosters: bad
wegther, China, geopoalitica ingtability,
refinery problems, and concernsthat
despite initial interpretations of the
Federal Reserve'smood followingits
last FOM C meeting that the Fed did
not expect inflation to be aproblem,
the Fed Chairman saysthat inflation

remains the Fed’s primary concern.
Anglo-American is up 14.6%,
though you’' d be hard pressed to find
any substantial company specific
news. | con Energy Fund, whichis
strong on energy-service companies,
added 8.2%, and EnCana, the
Canadian independent energy
company focused on natural gasand
with significant exposureto oil sands
plays, moved up 9.2%. Tr ansocean,
the premier deepwater driller, added
5.8%. Royal Dutch Shell, our
integrated multinational energy
company, isup 3%. Plum Creek is
up 2.3%. American Century Global
Gold Fund added 8.4%, but thesilver
miner, Coeur d’ Alene, isflat after it
received an adverse ruling about
disposal of mining waste from its
Kensington gold mine in Alaska.
We're willing to wait and see what
the company can do to satisfy
regulators and the courts.
Corn-based ethanol issiphoning corn
away from our diet and into our gas
tank, a trend that had pushed corn
prices above $4 abushel (it'snowin
the mid-$3s), and isseducing farmers
into planting corn instead of other
food crops. Agrium obviously has
benefited from greater demand for
fertilizer (corn needs morefertilizer
than do most other crops), and the
irony is not lost on us that we
recommended Agrium originally in
part because it had access to cheap
natural gas, the feedstock for
nitrogen-based fertilizers, and thus
was a stealth play on rising energy
prices. Now, as an input for corn, it
is playing a different stealth rolein
the energy story. AGU wasflat.
One grain-based position has been
bubbly: M olson Coor sadded another
9.9% since the March letter, and is
25% to the good for 2007. We think
investors consider beer makers a
good bet when defensive positions
beckon. Both TAP and Budweiser
have outperformed the S&P 500
going asfar back as1990, and despite
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being digtinctly thesmaller of thetwo,
Molson Coors lately has been
outperforming Bud. Therea so could
be aconsolidation wildcard at work,
though we do not suggest you take a
position in TAP in hopes that
somebody will comealong and speed
up your profit accumulation.
Safeway, which sells beer and alot
more, is doing well, suggesting that
investorsthink it will be ableto pass
on to shoppers higher food prices.
SWY added 6 %.

MEDIA

Some of our best performers last
month were companies like
Discovery Holdings, a Liberty
M edia spinoff, which announced it
wasbuying out Cox Communications
25% ownership in DISCA. Thisin
part explains the shares’ 16% jump
sincethelast | etter. Another Liberty
Media spinoff, Liberty Global, is
buying back shares, and isup 14.6%.
LBTYA hasbeentdlinglargeinvestors
that it will be doing dealstoincrease
liquidity, which sounds as if
management wants to spinoff or sell
assets. Liberty Capital, yet another
Liberty Mediaoffspring, added 3%.
TimeWar ner, which sofar thisyear
has been giving back nicegainsfrom
2006, rose 5.9% asinvestorsput into
perspective the val uation the market
isplacing on Time Warner Cable, of
which TWX sold 15% in a recent
IPO. Shares of TWX and the cable
company have been tracking each
other lower, though the 85% of the
cable company TWX retains
representsonly 40% of TWX'svalue.
Wethink investorswill seethat, and
begintovaue TWX asawhole again.
Disney has been quiet for a while,
and Comcast has given back some
of last year’s big gain, though both
nudged higher last month.Sony,
which wasflat (-0.7%) over the last
month, has had a great 2007
(+21.7%). SA
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Price/

Income With Growth nge/ Phone N AV * Yield** Buy Limit  ACTION

HRPT Properties HRP NYSE $12.48 6.73% $14.00 BUY
Senior Housing Properties NYSE $24.75 5.49% $27.00
Diversified Growth .

Agrium NYSE/TSE $39.42 0.28% $42.00

American International AIG NYSE $67.23 0.74% $75.00 BUY
Boston Scientific BSX NYSE $14.97 0.00% $17.00 BUY
Coca-Cola Enterprises CCE NYSE $20.54 1.17% $24.00 BUY
ConAgra CAG NYSE $24.73 2.91% $29.00 BUY
CSX Corporation CSX NYSE $40.96 0.98% $46.00 BUY
Disney DIS NYSE $34.91 0.89% $37.00 BUY
Dodge & Cox Intl.Fund DODFX 800-621-3979 $46.75 1.22% N/A BUY
Excelsior Value & Restructuring UMBIX 800-446-1012 $55.38 0.87% N/A BUY
Fastenal FAST NASDAQ $35.60 1.18% $39.00 BUY
Fidelity Japan Fund FIPNX 800-544-8888 $17.74 0.00% N/A BUY
Gabelli Global Telecom GABTX 800-422-3554 $24.13 0.58% N/A BUY
Getty Images GYI GYI $49.99 0.00% $56.00 BUY
Honeywell HON NYSE $47.26 1.92% $50.00 BUY
Johnson & Johnson JINJ NYSE $61.55 2.44% $69.00 BUY
Liberty Capital LCAPA NASDAQ $111.46 0.00% $118.00 BUY
Mattel MAT NYSE $29.65 2.19% $32.00 BUY
McDonald's MCD NYSE $45.78 0.50% $47.00 BUY
Molson Coors Brewing TAP NYSE $94.89 0.86% $100.00 BUY
Newell Rubbermaid NW L NYSE $31.32 2.68% $32.00 BUY
New York Times Co. NYT NYSE $23.43 2.99% $27.00 BUY
Perrigo PRGO NASDAQ $18.22 0.99% $20.00 BUY
Safeway SWY NYSE $36.32 0.64% $38.00 BUY
Sara Lee SLE NYSE $16.99 2.35% $18.00 BUY
Schering-Plough SGP NYSE $25.86 0.85% $28.00 BUY
Sony SNE NYSE $52.12 0.41% $55.00 BUY
Sprint Nextel S NYSE $19.60 0.51% $21.00 BUY
Superior Industries SUP NYSE $22.27 2.87% $24.00 BUY
Tetra Tech TTEK NASDAQ $18.71 0.00% $20.00 BUY
Third Avenue Value Fund TAVFEX 800-443-1021 $62.38 5.35% N/A BUY
United Parcel UPS NYSE $70.26 2.16% $82.00 BUY
Wal-Mart Stores WMT NYSE $48.27 1.39% $52.00 BUY
WisdomTree Dividend Top 100 Fd DTN NYSE $60.59 3.16% N/A BUY
Xerox XRX NYSE $17.34 0.00% $18.00 BUY
Energy/Natural Resources

American Cent. Gold Fund BGEIX 800-826-8323 $19.98 0.25% N/A BUY
Anglo American PLC AAUK NASDAQ $27.02 1.81% $29.00 BUY
Coeur d'Alene CDE NYSE $4.28 0.00% $5.50 BUY
EnCana ECA NYSE/TSE $52.07 1.15% $56.00 BUY
Icon Energy Fund ICENX 800-764-0442 $34.09 9.86% N/A BUY
Plum Creek Timber PCL NYSE $39.49 4.05% $41.00 BUY
Royal Dutch Petroleum RDS.A NYSE $67.04 3.65% $74.00 BUY
Transocean RIG NYSE $82.10 0.00% $86.00 BUY
Aggressive Growth

Comcast CMCSA NASDAQ $26.61 0.00% $30.00 BUY
Crescent Real Estate CEI NYSE $20.41 7.35% $22.50 BUY
Discovery Holdings DISCA Nasdaq $19.99 0.00% $22.00 BUY
Electronic Data Systems EDS NYSE $27.71 0.72% $30.00 BUY
Liberty Global LBTYA NASDAQ $34.83 0.00% $36.00 BUY
Maxim Integrated MXIM NASDAQ $29.70 1.89% $33.00 BUY
Mitsubishi UFJ Financial MTU NYSE $11.56 0.82% $16.00 BUY
The Prudent Bear Fund BEARX 800-711-1848 $5.87 1.70% N/A BUY
Symantec SYMC NASDAQ $16.92 0.59% $22.00 BUY
Time Warner TWX NYSE $21.84 1.01% $22.00 BUY
W estern Digital WDC NYSE $16.77 0.00% $20.00 BUY
*Prices as of the market close on Thursday, April 5, 2007 (Market closed on 4/5/07, Good Friday)

**Yield represents all distributions during current calendar year divided by share price.

BUY,HOLD, SELL ORLIMITINBOLD SIGNALSCHANGE INACTIONORLIMIT
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(...continued frominside front cover...)

that the economy wasdoing fine, and that there waslittle
to worry about. Bernanke added other issuesthat could
go wrong, but hismajor worry still isinflation.

If inflation isin the air, investment preferences tend
toward beneficiaries of inflation. Precious metals, tim-
ber, commoditiesin general, and real estate arethe obvi-
ous candidates. Equitiesin other countriesalso could ben-
efitif inflation isaccompanied by afalling dollar. Even
some equities herein Americaare worth overweighting,
and would include things consumers have little or no
discretion over, such as medical care, food, and other
necessities. Our portfolio is strong on such sectors, in

part because when we picked them up, the market had
priced them too cheaply when a slowing economy and/
or inflation seemed unlikely.

We're doing acceptably so far. The Sound Advice port-
folioisup 3.5% through April 5th, whicht beatsthe Dow
(+0.8%), S& P 500 (+1.8%), and the Nasdaq (+2.32%).
Wethink therest of the year will prove more profitable.
If you see an alert in red above your address that your
subscriptionisexpiring, pleasetake advantage of our gen-
erous resubscription offers. We' ve outperformed the mar-
ket for years, and expect to continue that. We hope you
stay with us.

The Sound Advice Market Indicators:

The Diffusion Index of Leading I ndicatorsgives“buy” signalswhen all five of itsleading economic indicators drop
below their respective levels of six months earlier. This reveals a softening economy and aripe atmosphere for alasting
decline in interest rates. Currently, 40% of its leading indicators are above their levels of six months earlier.

The Diffusion Index of Lagging Indicator s gives “sell” signalswhen all five of itslagging economic indicatorsrise
above their respective levels of six months earlier. This reveals a strengthening economy and inflationary pressures
ahead. Currently, 62.5% of its lagging indicators are above their levels of six months earlier.

While we recommend remaining fully invested in the Sound Advice model portfolio at al times, we use the Sound
Advice Market Indicators to influence our approach and nature of our recommendations. When “sell” signals are in
force, our recommendations are defensive in nature and we are likely to recommend taking profits more readily. Con-
versely, during “buy” signals, our recommendationswill be more aggressive. We believe that these proprietary indicators
have been important factorsin our ability to consistantly outperform the market.

The latest signal came from the Diffusion Index of Lagging Indicators, a 100% reading in October, which
constitutes a “sell” signal.

The Risk Indicator, which tracks the Supercycle, the overarching investment climate as expressed by the relative
prices of real estate and equities, remains firmly in favor of equities being overpriced versus real estate. The current
reading stands at 2.77 up from last month's 2.7.

History of the Signals
* 2003 In March, just before the surge in the market, the indicators gave a buy signal. The S&P 500 ad-
vanced more than 40%.

* 2000 In May, close to the peak of the market, the indicators signaled the end of the bull market. The
market subsequently dropped 40%.

* 1995 In March, the indicators gave a sell signal. Then in July, the gave a buy signal. The S&P rose 153%
until the next sell signal in May 2000.

next signal.

* 1987 Six weeks before the 1987 Crash, the indicators gave a sell signal.

*1981 A buy signal occurred close to the beginning of the next bull market that carried stock prices up
145%.

* 1980 A sell signal warned of that year’s bear market.

market.
* 1973 They signaled a “sell” just prior to the bear market that cut stock prices in half by October 1974.
* 1970 The indicators signaled the beginning of the new bull market.

* 1968 At thezenith of thehugebull market of the 1960s, theindicator sgavea sell signal beforea 25% decline.

*1988 In January, the indicators signaled the subsequent bull market that took stock prices up 95% until the

* 1974 With the Dow Jones trading below 700, the indicators issued a buy signal, announcing a 6-year bull
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YOUR CHOICE: A GREAT DEAL
OR THE BEST DEAL

A GREAT DEAL: With Your One Year Renewal, | Will Send You...

e lea| TheBestBargainsonWall Street Right Now! A $29.95 Value...Y OURSFREE. While

everyone elsefixated on when what drovethelast bull market , we piled up profitsfroma
THE diversegroup of stocksin companiesthat areleadersinther industriesand aretrading at
BEST pricesfar below their historical valuations. When Wall Street told you to snap up Cisco, Yahoo!
BARGAINS and JDS Uniphase on the Dip, wetold our subscribersto buy ArvinMeritor, Carnival Corpora-
ON WALL tion and Federated Department Stores. The Dip turned out to bethe Abyss, while our value
STREET stocks soared.And we have continued to outperform Wall Street asthe market recovered by

getting into neglected sectorsbeforethe herd rumbled in. Real estate, metds, energy wereall
considered " dead money" when werecommended them. Seewhat welikeright now.

REITsRebound. Is|t Too Lateto MoveIn? A $29.95 Value...YOURSFREE. Hereis REeSlNay bV le=

apocket of valueinthe market that waslong overlooked. Yields of 6%, 7% and even more

for thetaking with plenty of dividend coverage and growth to boot! They'vehad agresat run. REITS
Isthere moreto come? Hereisavery special report prepared exclusively for Sound Advice REBOUND
subscribers. You will know exactly what to look for inthebest REITs. Andwhileyou're ! f A'lETTOOO
waiting for thiscrazy market to sort itself out, you can take shelter and collect high, safe MOVE IN?
income.

Thisisagreat deal. Evenforgetting about the Special Reports, Sound Advicewill cost
you lessthan 25 centsaday — lessthan acup of coffee. But wait, it can get even better if you takemeup onmy...

BEST DEAL: With your Two Year Renewal, | will send

you both of the Special Reports mentioned above, PLUS...

A Gift (or Extension) of Sound Advice. Hereisa6-month gift

subscription of Sound Advice. Anditincludesall of theintroduc- Panic-
tory special reportsthat you receivedinitially when you sub- Pr oof
scribed, including the 124 Page Book: A Millionaire’'sGuide I nvesting
to Panic Proof I nvesting. Thisisthe book that explainsall of in the
the Sound Adviceindicators, including the Diffusion Indexesand Slock Market
tnefamousRisk Indicator, and exactly how they work so that you can Cardiff

update them yourself. You can also givethisagift toyourself. Itwill extend
your renewal by 6 months, absolutely FREE. Seethe Coupon onthe back on how to giveyoursdlf thisgift.

If youtakethe BEST DEAL , youwill receive Sound Advicefor only 16.3 centsaday. You can’t buy anything
for that. But whether you takethe Great Deal or the Best Deal, youwill receive wealth-building advicethat you
can take advantage of onyour own through no-load funds or discount brokers. The commission savingsaonewill
pay for your subscription many timesover, not to mention the astoni shing and reliable profits| am confident you
will reap, dong withinflation-proofed highincome. Joinmein hel ping you dramatically increaseyour wealth safely
inthenew bull markets starting right now.

Make your choice on the coupon on the back page, and send it in today to receive the

special discounted renewal rate. (See the coupon on the reverse side)




FREE Gift Subscription Certificate--Good Until May 1, 2007

Sound Advice / 156 Diablo Road / Suite 200 / Danville, CA 94526 / 925-838-6710 / Fax 925-838-0522

YES! | want to continueto protect my investments and build afortune the Sound Advice way.
Please renew my current subscription asindicated below:
See Page 5 For A Free Six-Month Extension for All First-Time E-Subscribers

[0 BEST DEAL! 24 more issues of Sound O Enclosed please find my check payable to:
Advice for only $165--more than half-off the Sound Advice

cover price. Plus both of the Special Reports

listed on the reverse side as well as the 6 Pleasechargemy: [J Visa [J MasterCard

Month Gift Subscription package. My Best Deal
is worth $522.35

Credit Card #:
O 12 more issues of Sound Advice for only
$99--a savings of 49% off the regular rate. Plus, — _
both of the Special Reports. This deal isworth ~ =XPiration Dae:
a total of $254.90 . .
WitH MY Two YEAR SuBscrIPTION SEND MY FREE Signature:

6 MoNTH GIFT SUBSCRIPTION TO:

(Write "To Me" to extend your own subscription.) Daytime Phone# (in case thereisaquestion about

Name your order): - -
Address F;Ii fastest Service,

. . call 1-800-825-7007
ay Sete— 2p 7 days per week, 24
Phone ) - hours per day
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