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| was talking with Steve Horwitz, my
managing editor, about how investors
develop their styles. He is a deep-value
guy, willing to buy in bad markets, which,
if you're paying attention, we have now
in spades.
Herecalled his first serious investment,
which was back in the 1980s after
Texaco lost a $10.5 billion civil judgment
(and that was when a billion dollars
meant something) to Pennzoil over
what amounted to corporate-style
alienation of affection. Steve called his
broker when TX was under $30 and
bought a thousand shares. He contin-
ued to buy TX, especially after it de-
clared defensive bankruptcy. The out-
come, of course, was exquisite. Texaco
worked out a deal with Pennzoil and
much later Texaco was bought by Chev-
ron. Today his investment is worth prob-
ably ten times what he paid. The divi-
dend aloneis a 25%yield on his original
cost basis, and he has been reinvest-
ing those dividends for 23 years.
| asked, did that turn you into a
contrarian investor? He said that he
doesn’tthink investors “develop” their
fundamental approach to investing.
They might learn new ways of under-
standing the market, but the most ba-
sic attitudes whether they be value or
growth or index neutrality, just get re-
vealed over time.
Though Sound Advice favors deep-
value investing, it is possible to make
money regardless of style. However,
what does not work is flip-flopping from
one style to another just becauseit’sin
fashion. Ultimately you have to know
who you are as an investor and stick to
that discipline, though, as right now, it
can be trying.

--Gray Emerson Cardiff
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What a Month

Like the abrupt national debate over physical infrastructure that
followed collapse of the |-95West bridgein Minneapolis, the markets
sudden consuming concern over our credit infrastructureis stunningly
belated. Just as civil engineers have warned for decades that
government at our peril preferred to build new stuff rather than maintain
existing bridges, roads, and other lessvisibleinfrastructure, financial
Cassandras had warned that cheap credit and creative financing on
both theground and theingtitutional levelswould lead not to constructive
economic growth but to unsustainabl e debt creation. The securitized-
debt debacle unfolding now in the housing market and the drying up of
junk lending to support those leveraged private buyoutsarejust the bill
for what some assumed was afree lunch.

What hit the market last week was panicky recognition that the
relatively free money and the mentality that had created the "Santa
Claus Market" are goners. A long piece in the Wall Sreet Journal on
August 7th traced the origins of that cheap credit al the way back to
how the Federal Reserve, federal regulatorsand legidators confronted
the S&L crisis in the 1980s, the Asian crisis of 1997, and the post-
bubble economy’'sdideinto recession hereinthe U.S. Just fireup the
electronic printing presses.

Even if no one at the Federal Reserve while it was pumping credit
into the U.S. economy during these various crisesknew exactly what
the unintended consequences of their actions might be, the Fed
Chairman did anticipate some blowback. It isironic that during the
housing bubbl e, which burgeoned thanksto real Fed Fund ratesthat hit
zero, none more than the Chairman himself, Alan Greenspan, spoke
more glowingly about the benefits of hislast great jolt of credit: New,
creative mortgage instruments that extended the blessings of home
ownership to those who before never dreamed of owning their own
homes. Even now, as those mortgages implode, Mr. G expresses ho
regrets, since he believes the impact his easy money policies had on
the economy prevented ashallow recess on from degpening and instead
launched aboom. Easy come, easy go.

If you want some perspective on how smashingly successful cheap
credit has been on the housing market, consider this: in 1994, the
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Bridges and Bonds

subprime market was $35 billion. In 2006, $665 billion.
And, contrary to the dewy happy-talk from Mr.
Greenspan about subprime mortgages making home
ownership possible, the majority of subprime loansit
turns out were not used to purchase homes but to
refinance them. In other words, subprimeloansallowed
strapped home owners to borrow against whatever
equity they had accumul ated.

Despite earlier clockwork assertions from Ben
Bernanke at the Fed and Henry Paulson at the Treasury
that the consequences of the subprime problem would
be “contained,” matters have escalated beyond the
mortgagelendersto banks, hedge fundsand ingtitutional
investors who hold the repackaged mortgages.Many
companies with only the most tangential ties to the
subprime messare suffering nonthel ess, and an anxious
market frets that any stock that falls must be another
subprime victim regardl ess of whether any connection
at all can bedivined.

TheFed and Treasury are now acting asif contagion,
not containment is the case. Intervention by both the
Federal Reserve and to amuch larger degreeby foreign
central banks to inject credit into the market sounds
mechancial, amost antiseptic, butinredlity itiscentral
bankers conceding that they are now the buyers of |ast
resort for themost higly rated subprime derivative debt
that no one else is willing to touch. Perhaps the
"containment” Bernanke and Paulson had in mind was
containment of that debt on the Fed's books.

WHAT IT MEANS FOR US

The $64 (add zeroes at your pleasure) question is
whether the market divewill stop here, be contained to
agarden variety 10% reversal (sincehitting itshigh on
July 19, the S& P tumbled 6.6%, the small-cap Russell
2000 dove 12.6%), somethingthat ispart of theregular
ebb and flow of a rising market but also something
investors have not experienced in four years, or
something more painful. The current damagefitsneatly
aongside similar drops in March 2004 (6%), March

2005 (6.5%) and this February (5.1%). The damage so
far seems to be a reflexive response to crises among
largeinstitutional investorswith exposureto the collapse
in securitized-mortgage debt and the simultaneous
paralysis in being able to float junk debt to finance
leveraged buyouts. It does not seem the prelude to
devastation.

Annihilation of several multi-billion dollar hedgefunds
here and abroad whose strategieswere built on owning
highly leveraged securitized mortgagesis par for such
unraveling. For stocks, however, the damage is less
expected but no less real. Credit market chaos has
forced hedge funds and institutional investors with
balanced portfolios, even those with minimal or even
no exposure to toxic subprime paper, to sell stocksthey
had bought with borrowed money not only because
renting that money is suddenly more expensive but a so
becauseit’smorerisky. Goldman Sachsnoted that those
stocksmost widely held by hedge fundshad lost 6.28%
more than the overall market since prices topped out
on July 19th. Furthermore, mutual fundsare also selling
both for strategic reasonsand to meet rising redemptions
assmall andlargeinvestorsscurry out of falling equities.
What gets sold at such times is where profits had
accumulated: energy and metalsfor instance.

Our adviceisto nibbleat good values, not runfor the
exit. For instance, American International Group,
because it has some exposure to mortgages, is suspect.
But that exposure seems modest, particlarly compared
totherest of itsbook. It has been dinged nonethel ess.
Those arethe signs of agood deal. Remember Shelby
Davis maxim that we make our best profitsduring bear
markets though we don’t know it at the time.

We're not promising that equity prices are primed
immediately to surge higher, just that for patient investors
if what was worth owning last month when we were
on top of the world is cheaper today, that is reason
enough to accumul ate those assets. Not acomfortable
strategy, | know, but over time it has been very, very
profitable. SA
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Sound Advice on Whole Foods Markets

Eat Right. Make Money

The Wall Street wheel of fortune eventually dumps
into the value bin stockswe once shunned becausetheir
high-altitude priceratios had | eft no roomfor error, and
we buy them. AIG, Wal-Mart, SBC (now AT&T),
McDonalds, Johnson & Johnson, Gillette,
Microsoft, al weretoo pricey before they got cheap.
Now we have Whole Foods Market (WFM|—
Nasdaq), which we thought too rich for our budget
when recommending Safeway in 2003. Indeed, in 2006,
just as Safeway started to reap revenue and profits
after learning how to distinguishitself from other main-
stream grocersand ultra-cheap Wal-Mart (it just needed
to upscaleitself by taking pagesfrom competitorslike
WholeFoods' playbook), and itssharestook off, Whole
Foodswent into decline.

That declinein part simply wasthe market reconsid-
ering what had been overheated enthusiasm about the
Whole Foods concept and prospects. If Safeway could
mimic some of Whole Foods' magic, maybeinvestors
needed to reprice the upstart natural foods marketer’s
prospects. Encouraging that reduced passion werethe
last few quarters when compared to analysts' expec-
tations. After the Federal Trade Commission sought to
block WFMI’sbid to buy its biggest competitor, Wild
Oats, whichwasfollowed by Whole Foods' charismatic
founder and CEO, John Mackey getting in troublefor
anonymously posting on Internet stock bulletin boards
remarks that boosted his company’s prospects and
blasted his competitors', the sharesfell aslow as $36
just three weeks ago. A perfect storm, we thought, a
great timeto recommend abel eaguered blue-chip. But
with thefirst suggestion that perhapsWhole Foodswas
recovering, the shares started to move higher despitea
declining market.

Wethink that the FTC isbeing asfoolish asMackey
wasin hisill-considered commentsand that the merger
will occur. We also believe that Whole Foods, regard-
lessof other grocers’ ahility to capturesomeof itsmagic,
isinaclassby itself and at current valuationsremains
onsde. Itasoyields1.7%

WHOLE FOODS
Mackey and hisgirlfriend started what would become

Whole Foods 29 years ago in Austin, Texas, with the
implicit—if at that timelaughable— intention of taking

on the grocery industry. With shelves stocked exclu-
sively for vegetariansin search of purefoods, that first
store opened under the name“ Safer Way,” an unsubtle
jab at mainstream grocers. However, Mackey quickly
recognized that not only did he need to cater to more
than Austin’s vegetarians but he also needed to carry
some productsthat might not meet organic purists most
exacting standards. No, they did not start selling
Twinkiesand cigarettes, but they did include some con-
ventional (= non-organic) fruits and vegetables, and
canned and frozen products. M ost importantly, Whole
Foodsintroduced prepared foods.

The major growth engine that turned WFMI into a
national presence wasthe acquisition of regional natu-
ral food grocers, most of which were less chains than
small clusters: North Carolina (2 storesin 1991), Mas-
sachusetts (5 stores in 1992), Southern California (7
storesin 1993), Atlantic coast and Chicago (22 stores
in 1993), Florida (2 storesin 1997), metropolitan De-
troit (6 storesin 1997), Massachusetts (4 storesin 1999),
Northern California (3 storesin 2000), Atlanta (3 stores
in2001), United Kingdom (7 storesin 2004). Along the
way, Whole Foods acquired wholesalers and proces-
sorsfor coffee, fish and other products aswell asdis-
tribution and preparation kitchens. Whole Foods has
acquired not just retail outlets through these acquisi-
tions but expertise from their founders and managers,
whichit happily incorporatesinto how the entire chain
operates.

As 2006 dawned, management planned to grow
through an ambitious building plan. Whole Foods had
6.4 million square feet of retail space, an increase of
10% over the previous year, and by 2010 intended to
have another six million square feet in new and ex-
panded storesthat management expectswill morethan
doublesales.

Then news broke that Whole Foods would buy its
largest competitor. Addition of Wild Oats, with 110
storesin 24 stateswould dwarf the previous additions,
though the store building and expans on program would
continue. Whole Foodsintendsto remake its competi-
tor, while gaining heft in important markets such as
Floridawhere Wild Oats has eight stores as compared
to Whole Foods' five, and the metropolitan Portland,
Oregon area where Whole Foods had a single store
compared to the six Wild Oats operates. Not surpris-
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Sound Advice on Whole Foods Markets

ingly, Wild Oats' greatest concentration of storesisin
California(32) where Whole Foods alsoismost repre-
sented (40 stores).

Wild Oatslocationsare smaller and less sophisticated
than what Whole Foods presents, and skeptics think
that will prevent Mackey getting what he expectsfrom
them. We're willing to see how he remakes the Wild
Oats stores. If the acquisition survives, Mackey cer-
tainly hasthe chanceto boost that chain’sanemic mar-
gins, which are poor not only in comparison to hisown
company’s but even to mainstream grocers. For ex-
ample, last year Whole Foods had Gross Margins of
37.7%, Operating Margins of 8.5%, and Net Margins
of 3.6%. Wild Oatscamein respectively at 32.2%, 3.6%,
and 1%. Whole Foods had aReturn on Equity of 14.5%,
whileWild Oatshit 10.7%.

BROWSE WHOLE FOODS

How does Whole Foodswork?
Consider the rollout late last
month of the 40,000 square foot
store located in the recently
opened Center at Halsted, a hub
for Chicago’s gay community,
whose high-discretionary-income
residents with an interest in health are perfect buyers
for the fresh and packaged foods. The Halsted store,
dlightly smaller than most new Whole Food Markets,
meetsthelocation profilefor those other stores: 200,000
peoplewith an emphasi son college-educated residents
within a20 minutedrive: An audiencefor whom hedlthy
food—not necessarily organic food—is enough of a
priority that they are willing to spend more for what
they perceive asaninvestment in better health.

In addition to health, Whole Foodsis selling conve-
niencetoitsbusy clienteleandisjust aswell prepared
tofill your stomach onthe spot asitistofill your pantry
at home. There's pizza, sushi, hot seafood, a carving
station, vegetarian and vegan cuisine, an espresso, cof-
fee and tea bar, a gelato stand offering more flavors
than any shop in the neighborhood, an “enomat” that
poursone-ounce servingsof 16 varieties of wineavail-
able for sale in bottles, and, of course afull range of
freshfruits, vegetables, meats, poultry, seafood, staples
and canned and frozen foods.

It'snot just the variety the store offers—you can buy
al of these things at my local Safeway—but the de-
tailed, upscale way these foods are presented. It’s not
that you can buy a pizzaat the new store. No, you get

Whole Foods’ best-of-breed repu-
tation and know-how provide a for-
midable advantage against competi-
tors... Mackey and his markets are

riding awave of public concern about
the quality of what we eat that should
carry WFMI back to faster earnings
growth and a higher stock price.

abrick-oven pizza. It'snot just that sushi isavailable.
No, you get it prepared from scratch by achef. Whole
Foods might be an even bigger threat to local restau-
rantsand take-out jointsthanit isto grocers, since pre-
pared foods have the highest profit margins. The new
Chicago store, located within acommunity center, en-
hanceshisvision of hismarketsasa“ uniquethird place,
besidesthe home and office, where people can gather,
interact and learn while at the same time discovering
themany joys of eating and sharing food.”

Rather than the adverti sed-specia sdriven model we
associate with conventional supermarkets (“ pileit high
and sell it cheap”), Whole Foods draws in shoppers
who buy selectively what fits perceived benefits, and
then might go across the street to buy the rest at a
traditional market. Hence, Whole
Foods does not need to rely on
heavy print advertising to keep
shoppers flocking to its stores.
Word of mouth works just fine.
For example, last year Whole
Foods spent just $24 million on
self-funded advertising to gener-
ate$5.6 billionin salesor 0.43%
of sales, while Safeway spent
more than triplethat percentage.
Groceriesarearelatively thin-margined business, and
every dollar siphoned off to getting customersin the
doors—and that usually means enticing them with con-
stant sales—comesright off the bottom line.

Whole Foodsis counting on wealthy countries con-
sumers willingnessto spend more onfood aspart of a
hedlthy lifestyle. Americanswhen compared to citizens
of other prosperous countriesarein aposition to spend
moreon their groceries. U.S. shoppers spend the small-
est portion of household income on food in the world
(10.1% asof 2005), whilein the United Kingdom con-
sumers spend 60% more, in Germany 30% more, and
in Canada 20% more. In fact, though healthy eating
and/or the avoidance of chemicalsand other additives
in what we eat is now emerging in this country as a
major concern (and marketing theme), Europeans dem-
onstrated the same concerns even earlier.

Criticswonder whether even if consumers are will-
ing to spend more on healthier food, arethey prepared
to pay Whole Foods' prices? Mackey knowsit. He oc-
casionally notes that his stores are derisively called
“Whole Paycheck.” But Whole Foods is working on
that too. The company puts produce and other itemson
sale, advertises those sales on a store-by-store basis
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onitswebsite, and, most importantly, has expanded its
“365" brand, a store-branded line of non-perishable
natural and organic food products, which are priced
below national brands.

SLOWING OR JUST RESTOCKING?

Whole Foods had been racking up an average annual
increase in sales of 18.2% since 1992, and over the
previous five years as the company grew year-over-
year growth remained a robust 15%. Cash flow had
increased over the company’s history at a22% annual
rate and 16% since 2000. Earnings had grown at a32%
year-over-year clip and 23% since 2000.

But the June quarter of last year WFM I disappointed
expectations based on such growth. Though quarterly
earnings were up 21% and company wide sales in-
creased 18% for the quarter, same-store salesrose only
9%, thefirst timethat had happened inthreeyears, and
suggested Whole Foods no longer could count on get-
ting grester revenuesout of itsexisting stores, and would
haveto rely on building new marketsto keep the com-
pany growing. Thefollowing quarter revealed the same
pattern. And for thefirst timeinyears, quarterly profits
were lower than in the previous year. Furthermore,
earnings for the entire year were projected to inch up
by less than 2%. Though most observers acknowl-
edged consistently higher salesand cash flow, much of
that cash flow now was making a detour from the bot-
tom line over to expanding existing storesand building
new ones. Over-expansion, of course, hasbeen deadly
for other large chains: Wal-Mart, Home Depot,
McDonald's, al were hurt by mindlessbuilding of new
stores. In Whole Foods' case, we do not believe they
have come close to saturating their markets.

WILD OATS

Whole Foods operatesin the self-described business
sector “natural foods supermarket,” which really has
very few playersbeyonditself, Wild Oats, Trader Joe's,
a privately held chain, and a disparate pack of very
small local competitors. The FTCisopposingWFMI's
acquisition of Wild Oats becauseit takestoo seriously
the notion that there really is a business segment that
consistsof “natural foods supermarkets,” and contends
the combined chainswould be anti-competitive.

In fact, the "natural food supermarket” chains that
are self-identified as such are just a variation on the
supermarket we all know except they have decided to

market themsel ves asthe placeto go for healthy foods.
Thereis absolutely nothing that prevents Safeway or
Krogersfrom challenging Whole Foodsfor thismarket
segment either by introducing similar productsto their
existing stores, which they have done, or by creating
entire storesto mirror what Whole Foods does.

When Safeway recently listed its primary competi-
torsin its major markets across the country, it men-
tioned Whole Foods and Trader Joe'sin Northern and
Southern California, where Whole Foods has 21% of
its 186 stores. Were Whole Foodsto acquire Wild Oats,
it istrue it would dominate the “natural foods super-
market” niche, but that hardly meansthe combination
would itself beyond competition. Wild Oats has 29% of
itsmarketsin California. Were the two companiescom-
bined, they would have a total of 72 existing stores
throughout the state where they havetheir biggest con-
centration of markets. Safeway at the end of 2006 un-
der itsvariousidentitiesoperated 507 storesin the state.
If Safeway considers Whole Foods and Trader Joe's
competitors, doesthat not tell anyone paying attention—
even the FTC—that “ natural foods supermarkets” are
just asegment of the supermarket business, and from
that perspective Whole Foods plus Wild Oats would
constitute merely a modest—but admittedly well fo-
cused—player?We expect the federal court now hear-
ing the FTC caseto decide in a couple of weeks. With
or without Wild Oats, Whole Foodswill dofine.

WACKY MACKEY?

John Mackey, the CEO, from the start has been a
superb albeit quirky showman not only for his stores
but also asan evangelist for healthy food. Whole Foods
isan admirable corporate citizen, and, though the com-
pany isnon-unionized, it is considered one of the 100
best companiesin American for which to work. 94%
of all options granted in 2006 were granted outside of
the senior executive suite, and senior executive sala-
ries are capped at 19 times the company’s average
annual wage. For his part, Mackey set his annual sal-
ary at $1.

When word brokein themidst of the FTC attempt to
thwart acquisition of Wild Oatsthat Mackey, under the
cloak of a screen name, for years had been dueling
online with critics of Whole Foods not only was he
embarrassed but he also found himself under SEC scru-
tiny. We doubt anything will come of this. Infact, the
mischievous online comments provide a guileless
glimpse of exactly how Mackey sees hiscompany, and
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should betaken seriously. The single best instanceisa
message he posted on June 25, 2004: “ [1] believethat
what is really happening with the stock is that some
really smart institutionsarefinally realizing what | re-
alized many years ago: Whole Foods Market isgoing
to be areally large company someday. They will hit
their $10 billion sales target by the end of the decade
(probably before then) and they won't stop there. It
will doubleto $20 billion 4 yearsafter that (18% CAGR)
and probably doubleagainfromthereto $40billionwithin
5 years of then. The entire food retailing segment is
undergoing a huge transformation. Wal-Mart isgoing
to dominate the low price side of the business and
Whole Foodsisgoing to dominate the quality/service/
healthy side of the business. Those companiesstuck in
the middle— Safeway, Kroger, & Albertsons— have
hugelabor union problemsthat aren’t going to go away,
but are likely to only get worse. The future has never
looked brighter for Whole Foodsthan it doesright now.”

Some say Mackey should give way to a more pro-
fessional CEO who can manage a huge corporation.
Wedisagree. Mackey, though quirky, has demonstrated
heknowshow to trandate vision into profits. But were
Mackey to withdraw, there is a deep reservoir of se-
nior executives to replace him, who with one excep-
tion worked their way up from store manager to the
executive suite, another reflection of why employees
arein most instancesin harmony with management.

Though Whole Foods is willing to spend to grow,
Mackey hasnot been willing to borrow todoit. Whole
Foods long-term debt amountsto lease obligationson
equipment in stores (about $300,000) and convertible
debt ($8.3 million). In short, spare change, and excep-
tional for agrocer of its market cap. Most supermar-
ketscarry significant debt levels. Safeway, for instance,
lugs around $5.2 billion in debt, roughly athird of its
market value.

Whole Foods has been using cash flow not just to
build new stores but to buy back shares, a good idea
when share prices are depressed. In 2005, it started a
$200 million buyback to be completed over thefollow-
ing four years, of which half was expended at an aver-
age price of $49.85, well above where WFMI now
trades. Another $100 million target has been set up
since then. If management thought that paying $50 a
share last year represented arational use of cash, we
can only presume that management had been snap-
ping up shares when they were $36 just three weeks

ago. Certainly the exercise price for outstanding op-
tions issued to employees ($48.82) suggests the com-
pany is motivated to bring the share price up to amore
respectablelevel.

VALUATIONS

The best mainstream grocers such as Safeway and
Krogers trade at price ratios that make WFMI look
pricey. However, if you accept our premisethat Whole
Foodsisnot just in the grocery business (and its profit
margins suggest just that), then the price ratios start to
make more sense. Safeway, whichissmaller in market
cap than Krogers but more profitable, hasagrossprofit
margin of 31.3%, an operating magin of 6.4%, and nets
1.9%. Whole Foodsgrossmarginis 37.7%, operating is
8.4%, and net is 3.6%. Those numbers arejust off the
scalefor agrocer, and look more like what casual din-
ing restaurants produce. No other U.S. grocer of com-
parable size commands such anet margin, though Winn-
Dixie, which recently emerged from bankruptcy, for the
moment comesin at 4% on net margin.

WithWhole Foods experiencing arapid returnto re-
spect since hitting $36, priceratios have risen back to-
ward their historical averages, and no longer areat their
historical average lows. Price to Sales stands just be-
low 1, Price to Cash Flow is 16.6, Price to Earnings
33.2, and Priceto Book 3.7.

SUMMARY

Whole Foods had been cast aside by its bulls disap-
pointed by afew subpar quarters. Perhapstheir skepti-
cism might pan out: Whole Foods might be outgunned
by the bigger supermarket chains. Perhaps the entire
natural/organic food movement will go the way of the
hoola-hoop. However, we are willing to wager that
WholeFoods' best-of-breed reputation and know-how
provide a formidable advantage against competitors.
Certainly the balance sheet saysit isstrong, and given
that its profitseach year steadily increaseinrelationto
fixed expenses (in 2006 the coverage was 7.5 times),
Whole Foods seems admirably managed. Mackey and
his markets are riding awave of public concern about
the quality of what we eat that should carry WFMI
back to faster earnings growth and ahigher stock price.
Wearewilling to bet a so that theWild Oats acquisition
will happen. Buy WFMI up to $48. SA
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Portfolio Updates

Pricedropswereamost universal sincethelast letter,
but less deep among the largest cap stocks. The S&P
500 was off 6.4%, however if you break down that
performance by looking at the 25 largest-cap and 25
smallest-cap names, the results present a starker

are creating a tide of acceptable images suitable for
much advertising. Their availability through online
distribution sites such as i Stochphoto lowers demand
for Getty’s higher-end, higher-margin products.
Management now believes it will earn $2.22 a share

example of how size over the last
month has mattered: The largest-cap
($186.7 billion on average) S&P
names were down only 3.8% , while
the smallest-cap ($2.1 billion on
average) names plummeted 17.7%.
The Sound Advice portfolio fit the
same pattern. Our stocks have a
median market cap of $12.7 billion
and an average cap of $40.5 billion,
which means that we own more
smaller and mid-cap than large cap
companies. On average, the prices of

WANT To SEe EAcH MoNTH's Issue ASAP?

Get an E-Subscription, and get your issue on the same day we
mail hard copies to other subscribers. Of course, you will
continue to receive midmonth and other portfolio updates as
well.

Because using the Internet saves us printing and mailing costs,
we want to share these savings with you, and will add to your
current subscription or renewal a six-month extension. No
more postal delays, no more copies mangled in the mail, no
more changing your address when you move or are traveling.
If you're interested, send us an email at
soundadvice@soundadvice-newsletter.com, and provide the
email address you want the issue to go, the name under which
you subscribe and your postal address.

positions in our portfolio were off
8.3% over the same period. Below we list the current
market cap of each position discussed.

Wearenot in the business of sugarcoating difficulties,
and as tempting as it might be, we won't start here.
Our portfolioisbuilt for long-term profits, and weabsorb
shots such as the past month’s as the price of our
discipline. During panicky runs, it'srarely agood idea
to dump even damaged stocks. Depending on how you
arewired, it might be agood time to take advantage of
others' fear. This is hardly the first time Wall Street
has shuddered.

The July recommendation, Odyssey Healthcare
($360.9 million), dropped 11% after providing modestly
lower than expected earnings. Nothing has changed
for ODSY's story. The same problems (Medicare
reimbursement levels, costs of expansion) remain as
do the same opportunities.

The portfolio’s worst performance also followed a
disappointing earnings report. Getty Images ($1.9
billion), which leases rights to use images from its
dominant library of photos and other visuals, reported
earningsanickel shy of expectationsand racked down
its projections for the year. Shares fell 35%. The
problem, says management, stemsfrom the popul arity
of cheaper images available on royalty-free discount
sites. Getty now owns the largest such provider,
i Stockphoto, and by pioneering web-based access and
distribution, Getty has opened itself to new competition.
Professional -quality digital camerasat relatively modest
pricesin the hands of semi-professional photographers

rather than the expected $2.47. We always say that as
long as the basic story line for a stock remains
unchanged, we are content patiently to buy. Inthiscase,
the threat of royalty-free imagesis changing the story.
Since we deal with the market as it is, the flattened
pricefor GY | convincesusto recommend buying these
humbl ed shares, though with alower buy limit. We are
moving Getty to our Aggressive subportfolio.

I nsituform ($432.2 million), the sewer replacement
company, aso disappointed but did it, as Odyssey, without
changing the landscape. INSU tumbled 28.3%. The
primary prablem, slow demand for sewer work, persists.
For companies like INSU that have significant fixed
costs related to maintaining equipment and retaining
trained workers, any drop in salesmagnifiesdamageto
margins and earnings. Were political |eaders and
bureaucrats responsible for infrastructure willing to
commit funds to meet existing real problems of over-
the-hill sewage and water pipes, INSU would be fine.
But that day must wait, unfortunately, for a flood of
|ocal calamities. Meanwhile, aslowdown in new home
construction removes another trigger for demand for
Insituform’s services.

Xerox ($15 billion) reported fair to good numbers
highlighted by higher salesbut did not show the expected
margingrowthinitscolor printing division. Furthermore,
salesof digital printing equipment, whichistheindustry’s
future, also faltered. At the same time, sales of black-
and-white equipment dipped, whichisno surprise, since
XRX isbanking on the expansion by color printing, which
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Sound Advice Portfolio for August 2007

Income With Growth Symbol Exchange/ Phone Yield** Buy Limit  ACTION
HRPT Properties NYSE $10.24 8.20% $11.50
Diversified Growth .

Agrium NYSE/TSE $41.45 0.27% $47.00

American International AIG NYSE $64.67 0.77% $75.00 BUY
Boston Scientific BSX NYSE $13.08 0.00% $16.00 BUY
Coca-Cola Enterprises CCE NYSE $23.68 1.01% $26.00 BUY
ConAgra CAG NYSE $25.97 2.77% $29.00 BUY
CSX Corporation CSX NYSE $47.00 0.85% $51.00 BUY
Disney DIS NYSE $33.16 0.93% $37.00 BUY
Dodge & Cox Intl.Fund DODFX 800-621-3979 $46.34 1.23% N/A BUY
Excelsior Value & Restructuring UMBIX 800-446-1012 $55.53 0.86% N/A BUY
Fastenal FAST NASDAQ $47.89 0.88% $50.00 BUY
Fidelity Japan Fund FIPNX 800-544-8888 $17.46 0.00% N/A BUY
Gabelli Global Telecom GABTX 800-422-3554 $24.51 0.57% N/A BUY
Honeywell HON NYSE $56.01 1.62% $64.00 BUY
Insituform Technologies INSU NASDAQ $15.84 0.00% $20.00 BUY
Johnson & Johnson JINJ NYSE $61.15 2.45% $69.00 BUY
Liberty Capital LCAPA NASDAQ $113.43 0.00% $130.00 BUY
Mattel MAT NYSE $23.04 2.82% $32.00 BUY
Microsoft MSFT NASDAQ $28.71 1.39% $34.00 BUY
Molson Coors Brewing TAP NYSE $82.69 0.99% $100.00 BUY
Newell Rubbermaid NWL NYSE $26.31 3.19% $32.00 BUY
New York Times Co. NYT NYSE $22.31 3.14% $27.00 BUY
Odyssey Healthcare OoDSY NASDAQ $11.00 0.00% $14.00 BUY
Perrigo PRGO NASDAQ $21.58 0.83% $23.00 BUY
Sara Lee SLE NYSE $15.53 2.58% $20.00 BUY
Schering-Plough SGP NYSE $27.26 0.81% $37.00 BUY
Sony SNE NYSE $48.00 0.45% $59.00 BUY
Sprint Nextel S NYSE $18.85 0.53% $24.00 BUY
Superior Industries SUP NYSE $21.20 3.02% $24.00 BUY
Tetra Tech TTEK NASDAQ $21.18 0.00% $26.00 BUY
Third Avenue Value Fund TAVFX 800-443-1021 $61.61 5.42% N/A BUY
United Parcel UPS NYSE $76.75 1.98% $82.00 BUY
Wal-Mart Stores WMT NYSE $46.07 1.45% $52.00 BUY
Whole Foods Markets WEMI NASDAQ $42.27 1.61% $48.00 BUY
WisdomTree Dividend Top 100 Fd DTN NYSE $58.78 3.16% N/A BUY
Xerox XRX NYSE $16.07 0.00% $21.00 BUY
Energy/Natural Resources

American Cent. Gold Fund BGEIX 800-826-8323 $18.82 0.27% N/A BUY
Anglo-American PLC*** AAUKD NASDAQ $26.74 3.66% $36.00 BUY
Coeur d'Alene CDE NYSE $4.09 0.00% $4.00 BUY
EnCana ECA NYSE/TSE $59.90 1.00% $75.00 BUY
Icon Energy Fund ICENX 800-764-0442 $37.06 9.07% N/A BUY
Plum Creek Timber PCL NYSE $41.26 3.88% $46.00 BUY
Royal Dutch Petroleum RDS.A NYSE $74.13 3.30% $87.00 BUY
Transocean RIG NYSE $100.77 0.00% $112.00 BUY
Comcast CMCSA NASDAQ $25.44 0.00% $30.00 BUY
Discovery Holdings DISCA Nasdaq $24.57 0.00% $27.00 BUY
Electronic Data Systems EDS NYSE $23.13 0.86% $30.00 BUY
Getty Images GYI GYI $31.62 0.00% $42.00 BUY
Liberty Global LBTYA NASDAQ $40.62 0.00% $50.00 BUY
Maxim Integrated MXIM NASDAQ $30.79 1.89% $38.00 BUY
Mitsubishi UFJ Financial MTU NYSE $9.95 0.95% $16.00 BUY
The Prudent Bear Fund BEARX 800-711-1848 $6.02 1.66% N/A BUY
Symantec SYMC NASDAQ $17.87 0.56% $22.00 BUY
Time Warner TWX NYSE $18.62 1.18% $24.00 BUY
W estern Digital WDC NYSE $20.33 0.00% $25.00 BUY

*Prices as of the market close on Friday, August 10, 2007

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

*** Reverse Split (91 shares for 100), change in ticker symbol, and special distribution of $1.646 per old share.
BUY,HOLD, SELLORLIMITINBOLD SIGNALSCHANGE INACTIONORLIMIT
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Sound Advice Market Indicators for August 2007

must come at the expense of black-and-white. The
company also made a significant acquisition of Global
Imaging Systems, a large copying sales and service
provider focused on midsizeto small businesses imaging
needs. Xerox had a long relationship with GIS, and
should benefit from expanding its marketing arm. The
19.3% declinein XRX seemsnot even remotely justified
by events. It's an attractive buy.

The medical and healthcare sectors, you would think,
might be moreresilient if the market isworried about a
slowing economy, did not play to form. In our own
portfolio, only Perrigo ($2 billion), the generic OTC
and presecription drug manufacturer, performed well,
adding 5% on no news but with expectations of an
upbeat August 23 conferencecall. Schering-Plough
($40.8 billion), astellar performer so far thisyear, lost
16% as it brought to market $3.9 billion in securities
consisting of new common priced at $27.50 and
convertible debt to pay for itssignificant acquisition of
Organon. Boston Scientific ($19.5 billion) in its
quarterly report did not provide any surprises, merely
confirming what we expected: Stent sales were down
dramatically. Almost unnoticed in mediacoveragewas
the strong performance of Boston’s endosurgical
(minimally invasive) products. Our expectations for
Boston Scientific depend on getting its Guidant
acquisition right, and a lessening of the drumbeat

skepticism about stents. From amisery-loves-company
view, we note that Dodge & Cox, which is respected
for its prescient smarts, has started aposition in Boston
Scientific in the last couple of months, and like us, is
underwater. Since the July letter, that water is 15%
deeper. Johnson & Johnson ($177 billion)did
outperform the market, which meansit lost only 3.6%.It
isadefinite buy not just becauseit didn't fall asfar, but
beauseit is priced right for value shoppers.

Asfor energy and natural resources, if strapped hedge
funds are siphoning off profits from their successful
positionsto cover losses, natural resource stocks must
have gone first. Icon Energy Fund dropped 9.8%,
while the least affected was EnCana ($45.1 billion)
off 6.6%. Yes, oil dropped from $78 to closeto $70, but
thisisin part a seasonal adjustment and comes after
prices hit new highs.We remain confident that energy
stocks are worth owning. Precious metals did not gain
as arefuge during trouble, though they did perk up as
we close this month's book. Note that Anglo-
American ($71 billion) declared a special $1.64
distribution for their ADRswhiledoing amodest reverse
split (91 for 100). There is aso a new ticker symbol,
AAUKD. Our advice is to pick and choose what fits
your portfolio, expect the short-term to be extremely
volatile, and to hold on. It's not timeto bail. Rather it's
timeto go shopping. SA

The Sound Advice Market Indicators

The Diffusion Index of Lagging Indicators gives
“Sdl” signalswhenall of itsindividual lagging economic
indicatorsriseabovetheir respectivelevelsof six months
earlier. This reveals a strengthening economy and in-
flationary pressures ahead.

rose substantially without exception. The averagegain
was 32 percent, not counting dividends. On an annual-
ized bases the gain was 17.1 percent per year. Confin-
ing stock investing to these timeswould have produced
substantially more profitsthan

The Diffusion Index of | guysignas
Leading Indicators gives | Dae - S&P500
“Buy” signdswhenitsindividua
leading economic indicators Sep-69 94.51

. ) Nov-74 7174

drop below their respectivelev- | 381 132.97
els of six months earlier. This | sep-85 184.06
reveals a softening economy | Mar-89  280.00
and aripeatmospherefor alast- | Oct-92 41510
. o Feb-97 798.38
ing declineininterest rates. Feb-03 84115
If we had followed the sig- Dec-05  1,248.29

Sdl Signdls asingle buy-and-hold strategy.
Date S&P 500 During theintervening peri-
Feb-69 101.50 ods between “ Sdll" signalsand
May-73 107.20 “Buy" signals, themarket was
Aug-77 97.75
Dec-83 164.36 al over the place — some-
Oct-87 280.16 times crashing, sometimes
Sep-89 347.33 meandering, and occasionally
Jan-95 464.72 advancing. On average, the
Sep99 138360 | oe b 500 increased 6.8 per-
Jul-05 1,234.18 _ ©d 6.6 p
cent during thesetimes. Onan

nals from our modified Diffu-
sion Indexes over the years, we would have done very
well indeed. The results are shown above. Between
each “Buy" signal and each “ Sell" signal, the S& P 500

annualized basi's, not counting
dividends, the gain was apaltry 0.6 percent per year, a
return that could have easily been beaten many times

(Over please....)
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over with safe investments such as Treasuries,
short-term bonds or other low-risk investments.
To assess whether a market crash islikley after
a"Sell" signal, weturn to the Risk Indicator. If the
Risk Indicator is close to or above 2.0, we know
the market is relatively high and contains a high
degree of risk. This was indeed the case in Sep-
tember 1999 when the Diffusion Index of Lagging
Indicatorsflashed a” Sell" signal and the Risk Indi-
cator was (substantially) above 2.0. The peak came
in six months, marking the end of the bull market as
well as the peak of Supercycle Five. The market
subsequently crashed. The S&P 500 dropped 39
percent until the next “Buy" Signal was given by
the Diffusion Index of Leading Indicatorsin Febru-
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2.00 m
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TheRisk Indicator tracks supercyclesin stocks by comparing
prices of stocksto real estate (house prices). A reading above 2.0
indicates times when stocks are extremely high relative to real es-
tate. These are times when the risk is high and a supercycle is
approaching a zenith. Conversely, a reading below 1.0 indicates
stock pricesare extremely low relativeto real estate. At thesetimes,
the upward phase of a new supercycle is beginning. The current
reading stands at 1.62.

ary 2003 (which was the exact month that bear
market low point was reached). During that decline,
most stocks suffered greater losses. The NASDAQ
dropped nearly 80 percent.

Conversely, the market does not suffer lasting de-
clines after “Sell" signals when the risk level is low.
For example, the“Buy Signal” in November 1974 was
one month from the bottom of that bear market, and
came at atimewhen the Risk Indicator was below 1.0.
Consequently, this*Buy" signal aso marked the begin-
ning of Supercycle Five. Asthe upward phase of Su-
percycle Five ensued and the Risk Indicator remained
relatively low, the market did not experience lasting
downturnsafter “ Sell" signals. Instead, the bull runwas
merely interrupted with short declines, sidewaysmove-
ments, and sometimes even advances. Even the three-
day decline in October of 1987, which became known
as the “Crash of 87", was followed by a stampede of
buyers snapping up bargains. | remember seeing indi-
vidual investorslined up to invest outside discount bro-
kerage offices because the phones were log-jammed
with buyers.

However, aspreviously noted, when Supercycle Five
reached its peak and the Risk Indicator climbed above
2.0, the decline was severe after the September 1999
“Sdll" signal dueto the excessive heightsto which prices
had previously been propelled.

Werecommend remaining fully invested in the Sound
Advice model portfolio at all times. We use the Sound
Advice Market Indicators to influence our approach
and nature of our recommendations. When “sell” sig-
nals are in force, our recommendations are more de-
fensive in nature. We will be looking for special situa-
tions and are likely to recommend taking profits more
readily. Conversely, during “buy” signals, our recom-
mendations will be more aggressive. We believe that
these proprietary indicators have been important fac-
torsin our ability to consistantly outperform the market
averages. The chart below shows how Sound Advice
recommendations have performed over time versus
the S& P 500. SA

595000 1 Sound Advice versusthe S& P 500
$55:ooo p An Investment Of $25,000 becomeS:

o000 | SoundAdvice S&P500 Sound Advice*
$40,000 ~ Annual Annual  Advantage
$35,000 - Start Date Return Return  Over S&P
$30,000 From /1/2000 | $28067 15% | $99,212 12.0%  $31,146
$25,000 1 From 1/1/2003 | $44,975 13.6% $56,733  19.6% $11,758
$20.000 ™ S&P500 From 1/1/2006 | $30,026 12.1% | $33,885 20.9% $3,735
zizzzz * These returns assume an equal amount isinvested in all Sound Advice Model

Srel im0 portfolio positions at the time of theinitial recommendation.
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YOUR CHOICE: A GREAT DEAL
OR THE BEST DEAL

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

Panic- The 2007 edition of AMillionaire’s Guideto Panic Proof Investing. Thisis
thebook that explainsal of the Sound Adviceindicators, including the Diffusion
Pr 09f Indexesand thefamous Risk Indicator, and exactly how they work so that you can
Investing updatethem yoursalf.
gocf ;Ahaerket TheChinaBacklash A $29.95 Value...Y OURSFREE. Therapid ORI ADNIEIE
By ory Ceren expansion of the Chinese economy has created aticking bomb. This THE
report explainsthe key factors of the Chinese expansion and how they
are connected to an unavoi dable backlash that will impact al of our investments. CHINA
Backlash
Thisisagreat deal. Even forgetting about the Special Reports, Sound Advicewill
cost you lessthan 25 centsa day — lessthan a cup of coffee. But wait, it can get
even better if you takemeup on my...
BEST DEAL : With your Two Year Renewal, | will send
you both of the items mentioned above, PLUS...
A Gift (or Extension) of Sound Advice. Hereisa6-month gift subscription of Sound

Investing. You can also givethisgift toyourself. It will extend your

The Sound Advice Special Situations A $29.95 Value...YOURS FREE. Hereisa
complete update of each stock and mutual fund in the Sound Advice model portfollio.
Wereview thefundamenta sof each recommendation, why they are specid Situations,
and what we expect for thefuture. Thiswill giveyou achanceto review your invest-
mentsa ong side our recommendations, and make sureyour money isworking the
hardest it canfor your future.

Advice. Anditincludesall of theintroductory special reportsthat you receivedinitially when
you subscribed, including the 2007 edition of A Millionaire’s Guideto Panic Proof

renewal by 6

months, absolutely FREE. Seethe Coupon ontheback on how to giveyourself thisgift.

SOUND ADVICE

THE
SOUND
ADVICE
SPECIAL
SITUATIONS

If youtakethe BEST DEAL, youwill receive Sound Advicefor only 16.3 centsaday. You can’t buy anything
for that. But whether youtakethe Great Dedl or the Best Dedl, you will receivewealth-building advicethat you

cantake advantage of onyour own through no-load fundsor discount brokers. Thecommission

savingsalonewill

pay for your subscription many timesover, not to mention the astonishing and reliable profits| am confident you
will regp, dong withinflation-proofed highincome. Joinmein helping you dramatically increaseyour wedth safely

inthe new 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 Sept 1,2007

Sound Advice / 939 Hartz Way/ Suite 210 / 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
Advice for only $165--more than half-off the
cover price. Plus both of the Special Reports
listed on the reverse side as well as the 6
Month Gift Subscription package. My Best Deal
is worth $522.35

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 is worth
a total of $254.90

WiTH MY Two YEAR SuBscrIPTION SEND MY FREE
6 MoNTH GIFT SUBSCRIPTION TO:

(Write "To Me" to extend your own subscription.)

Name

Address

City State Zip

Phone ( ) -

0 Enclosed pleasefind my check payableto:
Sound Advice

Please charge my: Visa MasterCard
O

Credit Card #:

Expiration Date:

Security Code*

3-4 Digit Number on the back of your credit card

Signature:
Daytime Phone# (in case thereisaquestion about
your order):

For fastest service,
call 1-800-825-7007
7 days per week, 24
hours per day
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