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We Americans are a litigious
people, or at least our lawyers are,
which explains the arrival in my
mail of a “Notice of Pendency and
Proposed Settlement of Class Ac-
tion.” Some Sound Advice sub-
scribers got the same piece of mail,
since our portfolio included Pan
Pacific (PNP), which by the time
PNP was acquired last fall had
more than sextupled our money.
The plaintiffs claimed that the man-
agement of Pan Pacific and its
acquirer, Kimco Realty, short-
changed PNP shareholders be-
cause the merger price did not re-
flect PNP's real value. Now, nine
months later, though the defendants
still “deny all allegations of wrong-
doing, fault, liability or damage,”
they have agreed to pay Pan Pa-
cific shareholders approximately
$9.6 million, and will compensate
the plaintiffs’ counsel to the tune of
$1.25 million. Shareholders get
about $23.24 for every hundred
shares owned, an amount equal to
one quarterly dividend payment or
less than 0.3% of the $70 per share
acquisition price. It works out to
guite a bit more for the law firms
involved in the litigation.

It's hard to know whether PNP got
a sweetheart deal with Kimco. As
for the claim that the deal price did
not include a premium to where
PNP traded on the eve of its an-
nouncement, we see that PNP
shares rose 7% in the days leading
up to that announcement. Now |
wonder how that happened? Is

there a lawyer in the house?
--Gray Emerson Cardiff
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TheWisdom of Crowds?

James Surowiecki’s The Wisdom of Crowds (2004) is popular on
Wall Street becauseit explainsand reinforcesaninfluential themewidely
held by investment professionals: the Efficient Market: “ under theright
circumstances,’ writes Surowiecki, "groups are remarkably intelligent,
and are often smarter than the smartest people in them...Even if most
of the peoplewithin agroup are not especially well-informed or rational,
it can till reach acollectively wisedecision.” Hence, stock pricesreflect
the pooled wisdom of all investors, whichisnot merely consensus but a
valid measure of stocks present value.

Of course, the mob-driven idiocy of bubbles challenges such wisdom,
since the same crowd that supposedly is capable of divining truthalsois
able to latch onto lunacy and ride it over the cliff. Do you remember
how "It'sdifferent thistime" supposedly validated triple-digit P/ES?

Surowiecki acknowledgesthat in bubbles collectiveintelligencefails
becauseindividuals cease acting individually. Thereisnot just abubble
in prices. Thereisalso abubbleinside of which unified euphoriarather
than different viewsrules. But, Surowiecki isconvinced, outside of such
extremes, investors as a crowd are mostly rational and can ascertain
prices with some precision. Certainly he is correct about collective
madness during a bubble, and mostly he is right about the day-to-day
pricing of stocks. However, heiswrong, | believe, about how the market
outside of bubbles prices shares of companies that are experiencing
extraordinarily good or bad fortune.

VOX POPULI

Thebook assertsthat the stock market isan ideal arenafor aggregation
of opinions because buyers for a range of reasons and sellers for a
different range of reasons can meet and determine afair price.

Consider the account that opensthisbook: at an English country fair a
contest is held: guess the weight of an ox. 787 guesses were submitted,
and when theresultswere arranged from lowest to highest, it turned out
that the median guess was within a pound of the ox’s 1198 |bs.

The modern stock market, however, isavery different affair. The ox
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The Wisdom of Crowds?

we seek to estimate cannot be examined closely, andis
much more mysterious. Our evidence is also much
more abstract, and the measurements more difficult.
Most of all, when we buy a stock, we are concerned
not just with its"weight" at that moment but even more
with what the stock will "weigh" inthefuture. | wonder
how the country-fair guesserswould havefaredif asked
to guess what the ox would weigh five years hence?

The most important difference between the country-
fair contest and Wall Street is that the fair-goers just
jotted down what seemed reasonable to each of them,
while opinions of individuals on Wall Street are not
formed independently. On Wall Street and Main Street,
there are bellwethers: for the retail investor, opinion-
makers such as CNBC, the Wall Sreet Journal and
Barron's, Investors Business Daily, Business Week,
Fortune and Forbes, and that troop of personal
investment magazines with their endless diet of “The
Ten Best Whatevers.” For professional investorsthere
are pricier, more sophisticated oracles.

Suorowiecki acknowledges that “news reports tend,
by their nature, to overplay the importance of any
particular piece of information.” Does it surprise you
that when an analyst at Morgan Stanley or Merrill Lynch
speaks, stock pricesinresponserise or fall? Surowiecki
acknowledges that “ The temptation to trade stocks on
the basis of what other people are doing is nearly
irresistible. Other peopl€'s expectations are constantly
impinging onyour own.” Yet he believesthat the market
can establishtrue pricesin all casesexcept in abubble.

CONSENSUS AND DISTORTION

Efficient market theory holdsthat pricesincorporate
all availableinformation, and that no one can anticipate
what the market will do next. The best aprudent player
can do is own the entire market through an index fund
that letsyou hold aproportionatebit of everything, which
guarantees you will do no worse (or better) than the
overall market.

However, what if you could know something before
the rest of the market learns about it? Barton Biggsin

his entertaining book, Hedgehogging, claims he knew
a mediocre Wall Street broker who chanced upon a
newsvendor who each morning would sell him the next
day’s Wall Sreet Journal, which turned the broker
into a genius. We can dream.

Technology appears ready to provide, if not
tomorrow’s WSJ, just that chance to be a step ahead of
the crowd. Last week, Reuters announced it intends to
market software for stock traders that would
immediately aggregate and score all news about
individual stocks so that traders could access a real-
time, quantitative measure of everything the media
knows, and thus gain an information advantagein order
to front run the rest of the crowd.

The problem, of course, is that what the media
reports—especially the financial media—when
tabulated is aimost never the result of independent
thought. Instead, the market tends to reinforce certain
narratives that can distort the share price. There can
be abubble mentality about any stock at any timesimply
becauseindividual opinionsgiveway to group-think.

At Sound Advice such consensus draws our
attention. We seek to capitalize on the likelihood of
distortion.We're not saying consensus is invariably
wrong. Instead, we are saying that consensus forces
priceslower (or higher) than they otherwise would be.
IntheAugust 2003 issue, we reported on two portfolios
we had tracked over the previous 12 months: one, the
Glory Portfolio, contained stocks that analysts were
uniformly most enthusi astic about, the other, the Doofus
Portfolio, consisted of stockswiththe most pessimistic
ratings. At the end of the year, the Glory Portfolio had
grown by 6.8%, dlightly less than did the S& P, while
the Doofus stocks averaged a 36.3% return. The crowd,
when it seeksinstructions, is often misled.

The Sound Advice portfolio's performance remains
solidly ahead of the benchmark indexes so far thisyear
even as the market surges. We continue to look for
value, and hope you are profiting along with us. If on
the address page you see a red alert that your
subscription is expiring, we hope you take advantage
of the generous resubscription offers on page 11. SA
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Sound Advice on Insituform Technologies

Waiting for Demand To Meet Need

Two years ago, when we recommended Tetra Tech,
it wasacoinflip, sincewewerelooking at a somewhat
similar company, I nsituform Technologies (INSU—
Nasdaq) because it offered exposure to a theme we
think was and remainsimportant: infrastructure, espe-
cially water infrastructure. However, we went with
TTEK primarily becauseitsfocusiswater reclamation
and environmental remediation, and becauseit had just
stumbled badly and its price was too good to pass up.
That is working out well—a double in two years.
Insituform, however, until thisMarch, was doing even
better. Then the bottom dropped out. The primary rea-
son investors are fleeing shares of INSU is a collapse
in revenues and earnings that doesn’t seem likely to
reverse course immediately, The other reason that
INSU shares have suffered is a decision to shutter an
unprofitable division. TTEK made a similar decision,
which helped it recover, all of which make us think
again about Insituform, the one that got away.

WHAT INSITUFORM DOES

Insituform, asmall-cap outfit ($542 million), until it
announced plansto close down one division had three
major businesses: it rehabilitated sewage systems
(80.6% of 2006 sales/100 % of operating earnings),
relined non-sewageindustrial conduits (7.7% of sales/
29.8% of operating earnings), and performed tunneling
(11.6% of sales/minus 29.8% of operating earnings).
Sewage conduitsroughly speaking have auseful life of
50 years, and since the average age of sewage sys-
tems in place in the United States is around 60 years,
restoring them should be aimost an annuity business.
The traditional pick-and-shovel approach, excavating
the conduits, removing the old pipes and laying new
ones, is expensive, not just because streets once torn
up need to be resurfaced but also because major arte-
rial surgery disrupts commerce and daily life for ex-
tended periods.

Insituform’s patented Cured-In-Place Pipes (CIPP)
technology, atrenchless system, relines existing pipes
with a resin-permeated fabric that is then cured with
heat to form a hard interior wall. Insituform, which
pioneered thistechnol ogy 35 years ago, still dominates
its sector, last year performed more than half of the
trenchless sewage line rehabilitation projects in the
United States. There's plenty of room for further ex-

pansion, sincetrenchless rehabilitation, despiteitsad-
vantages, still only accounts for about 50-60% of all
sewer pipe remediation.

Therehabilitation of non-sewage conduitsishandled
by theTite Liner division, and addressesindustrial, en-
ergy, and mining pipes. Currently, its biggest jobs are
coming from the energy sector.

Thelast segment, tunneling, hasbeen adrag on profits,
and is being shuttered, which management announced
in late March, the same day it presented gloomy ex-
pectationsfor the soon-to-close quarter and for therest
of the year. We welcome the decision because tunnel-
ing has been extraordinarily difficult to make money
from. However, some analysts worried that disposing
of the tunnel businesswould concentrate the company
too much on pipe rehabilitation. We' re fine with that.

Moreimportant than what INSU isexitingiswhat it
isadding. Insituform ismaking amajor commitment to
the potable water business, a variation on what INSU
does with sewage and industrial conduits using meth-
odstransferableto water pipesthat arejust asold, and
just asin need of replacement.

If Insituform is the dominant player in rehab, and if
need for what it doesiscresting asinfrastructure reaches
the end of its useful life, you would expect the com-
pany would be coining profits. Youwould bewrong. In
fact, the shares two weeks ago took a 10% one-day
drubbing after management announced abysmal results
for the previous quarter, something that should have
come as no surprise to anyone paying attention, since
conference callsin both February and March indicated
that demand for sewage rehab work in the U.S. rather
than boomingisshrinking.

NEED AND DEMAND

Neglect of infrastructure is as old as infrastructure.
Indeed, precisely because structures are infra, that is,
below, are out of sight and difficult to access, they can
easily be ignored. Though legislators and bureaucrats
are instinctively capable of also ignoring roads and
bridgesin need of repair, the deteriorating condition of
above-ground facilities becomes apparent to citizens
rather soon, and forces action. Hence, the biggest
growth areas currently for public infrastructure spend-
ing are public safety (+14.5% year-over-year), health
care (+21.6%), and highways and streets (+10.6%).
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Sound Advice on Insituform Technologies

Attention to (and spending on) underground sewer, wa-
ter, and power systems can deteriorate to crisis levels
before the public notices. For example, Detroit esti-
matesresidents pay $23 million annually for the 35 bil-
lion gallons of fresh water that leaks from its public
water system. In the San Francisco Bay area, the ma-
jor water provider aims to keep leakage below 10%.
Our local sewage district seeksasimilar limit.

There is a significant disconnect between demand
and need for what Insituform does best: sewage pipe
rehabilitation. Demand should be hitting the ceiling, since
most of America's sewage lineswere put in service 60
years or more ago during the post-WW 1l suburban
building boom. At the time, the expected lifespan for
these sewage systems was 50 years. In other words,
the clock struck midnight awhile ago.

In large cities,especially those east of the Rockies,
much of the sewage infrastructure was put in place
even earlier. For example, Boston recently had to re-
pair sewage pipes constructed more than acentury ago.
According to arecent study by Booz Allen, a consult-
ing firm, the problemisglobal: “ Thecritical infrastruc-
ture that istaken for granted by both their citizens and
their government leaders is technologically outdated,
woefully inadequate, increasingly fragile, or al of the
above. In some cities, the quality of water, power, and
transportation infrastructureis noticeably declining. In
others, it was never very good to begin with. And few
cities have enough of it to meet future needs.” And the
price tag to the world’s systems up to current demand
and allow for modest future growth? Approximately
$40Trillion.

In a2005 study, The American Society of Civil Engi-
neers estimated that bringing the geriatric U.S. sew-
age and water delivery systems up to grade would cost
$390 billion, which probably understatesthe cost. Given
the lack of public interest, the only way government
could excite the citizenry to shoulder such a burden
would be to declare a war on corrosion.

Municipalities report that sewage and water infra-
structure maintenance projects are anywhere from 25%
to 40% underfunded, and half expect that over the next
four to five years they will be forced to raise rates to
businesses and residents, which is another way of say-
ing that unless crises force their hand, public utilities
are unableto get public support for something the pub-
lic does not (or cannot) see as a problem. As Tom
Raooney, Insituform’s CEO, frequently remarks, rev-
enues for sewage system rehabilitation are “lumpy,”
that it isdifficult to project when customers decide the

need is so great that they have to come up with the
funding.

Commercial clients, especially those who might use
Tite Liner services, are more proactive in making sure
their operations function efficiently. However, when
BP'spipeline at Alaska's Prudhoe Bay, which literally
carriesthe company’slifeblood, ruptured, it was obvi-
ousthat even the biggest private sector companies can
be pennywise when it comesto maintaining their most
important assets. BP, after making spot repairs, is still
trying to decide how to deal with the underlying prob-
lem. The BP spill triggered concerns that translated
into morecalls, and potentially more businessfor INSU.

THE CONFERENCE CALLS

INSU’s stock pricesincelate April 2006 when shares
peaked at just under $30 (the all-time high occurred in
2001 at $43.20) and then dropped 22% in two days
after pessimistic projections by management has been
volatile. The share price jolted up between quarterly
earnings reports, and then down after each quarterly
conference call as bad news accumulated. We think
that the recent cluster of three dour conference calls
over the last 10 weeks has put an end to expectations
of arapid reversal of fortune.

On February 23, just as management wasissuing its
10K for 2006, CEO Tom Rooney explained that rev-
enuesfor the CIPP rehabilitation division grew by 8.1%,
which was less than analysts had expected. Rooney
pointed out that in terms of the amount of work done
the company had grown its business by morethan 20%,
which meant that prices had been slashed to win con-
tracts and to keep INSU’s crews and equipment work-
ing. Furthermore, the backlog of signed and anticipated
contracts had shrunk. Rooney did not make any prom-
isesthings would get better, noting that municipalities
continued to defer remedying existing sewer line prob-
lems.

On March 29, Rooney again held a conference call
to warn that thefirst quarter’sresults would be medio-
cre: revenues for the CIPP division would fall below
2006 numbers, and the backlog continued to shrink as
municipalitiesdragged their feet. Finally, thetunneling
division, which had registered significant operating
losses, would be terminated, and tunneling equipment
sold.

Thenonthelast Friday inApril, Insituform announced
results for the first quarter, and they were as bad as
expected. Business had slowed even further, and ex-
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pectationswere for at best a3% increasein U.S. CIPP
revenues, which for the quarter had dropped 7.5%.
Gross margins were shrinking as competition forced
prices lower. Rooney described this deterioration in
INSU'’s core business as “unexpected and disappoint-
ing.” Tite Liner was doing better, though even here
revenues had dropped dightly as some contracts were
completed. Balancing thiswas strong growthinthe Tite
Liner backlog (13.3%).

Exiting thetunneling businesstriggered $16.8 million
in writeoffs that overwhelmed operating profits from
the other divisions with the result that for the quarter
Insituform lost 56 cents per share versus an 11-cent
per share profit in the first quarter
of 2006.

At the same time that income is

the dropoff in sewage rehabilitation businessa" United
States phenomenon," since businesslooks good outside
our borders.

We expect domestically that tough times will shake
out weaker competitors, and rather than facing more
competition over the next couple of years, poorly capi-
talized competitorswill fall by thewayside. Insituform
has a robust balance sheet, which enables it to make
the necessary investmentsin equipment and in skilled
workers. As Rooney notes, Insituform is built to run
best when al its assets are in demand. In that environ-
ment, it is acash machine.

Eventually—and that istheword that terrifiesinves-
tors— theneed for Insituform’s
services will get that machine
ingear. Whether it will beano-

pinched, Insituformisspending pri-
marily to prime the revenue pump
by adding sales people for CIPP,
and to expand Insituform Blue, the
potable water division. The com-
pany alsoisfor thefirst time spend-
ing to lobby federal, state, and lo-
cal officials about infrastructure

Insituform is trading at a Price to
Sales ratio of 0.82, INSU’s average
annual low since 1986 had been a jot
under 1. Price to Cash Flow stands at
10.6 compared to the average low for

the last 21 years of 10.2, while Price
to Book is 1.5 which compares favor-
ably to the historical low of 1.8. Price
to Earnings... at around 21 compares
favorably to what we see in normal

ticeable upsurgein sewage sys-
temfailures, amajor calamity,
or more diligent enforcement
of existing standards by the
EPA, rising demand is inevi-
table, and INSU will beaprime
beneficiary.

Insituform’s biggest market

years.

issues that despite being out of
sight, should not be out of mind. It
isastruggle.

After each of these conference calls, the half-dozen
analystswho follow INSU—all of them from regional
or boutique firms—reduced their numbers, and most
ratcheted down their opinions. At this juncture, only a
single analyst considers INSU a buy.

WILL IT GET BETTER?

Insituform isgoing through atough period, and given
the costs associated with shutting down the tunneling
division, profitsalready reduced by lower marginsand
fewer biddable contracts, will be ugly for the foresee-
able future. However, we prefer to look beyond the
obvious horizon, and focus on what all the bad news
obscures.

Insituform isthe dominant company in trenchlessre-
habilitation, and even asitsfundamental patents expire
and alow other competitorsin, it retains both reputa-
tion and reach to effectively compete for business. Itis
also aggressively applying its basic technology to new
uses, especially water pipes, and is successfully find-
ing better demand and better margins outside of the
United States. Indeed, Tom Rooney, the CEO, termed

is here in the U.S. (75% of
2006 sales and 32% of operat-
ing profits), but elsewhere con-
ditions are much more favorable. In Canada (7.4% of
2006 sales and 30% of operating profits), for example,
both demand and margins are at highs, and new busi-
ness is developing in Eastern Europe, Asia, and Latin
America. Demand for industrial services, theTite Liner
division, grew nicely last year (+19.9%), but for the
first quarter Tite Liner saleswere down by 7% though
operating profit rose 28%.

Most important in the future, Insituform has made
what seemsto usanatural expansion of itstechnology
and crewsinto drinking water delivery systems. Though
Insituform Bluewasformally constituted only last year,
INSU has been doing water line rehabilitation for a
decade. Today, this represents asmall portion of sales,
and earnings are negligible. Blue complements every-
thing elseInsituform does, and within afew years should
be contributing to cash flow.

In fact, management believes that Insituform’s best
opportunities are in this new division, and that some
day INSU will be known primarily for itsrehabilitation
of drinking water pipes. It'seasy to seewhy. Initslast
report on drinking water infrastructure, the federal EPA
estimates that over the next two decades the cost to
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upgrade our domestic water delivery system will run
$276.8 billion. Global opportunitiesmagnify the poten-
tid.

Finally, management expects to have a new capital
structure in place by 2008 that should increase value
for shareholders. Rooney thinksthat Insituform’s bal-
ance sheet, with only $65 millionin long-term debt, can
absorb three to four times that amount. New funds
could be used to provide asignificant dividend to share-
holders or with a stock buyback boost per-share num-
bers.

VALUATIONS

The first quarter numbers are so distorted by the
tunneling write-off that we're going to rely on figures
through the end of 2006, and concede that after an-
other couple of quarters we will have to revisit these
numbers to see where redlity is.

Based onthe 10K for 2006, Insituformistrading at a
Price to Sales ratio of 0.82, INSU’s average annual

low since 1986 had been ajot under 1. Price to Cash
Flow stands at 10.6 compared to the average low for
the last 21 years of 10.2, while Price to Book is 1.5
which compares favorably to the historical low of 1.8.
Price to Earnings, however, is a bit more difficult to
benchmark, since what we are seeing now with earn-
ings—cancelled out by write-offsand slow revenues—
has happened before and driven the P/E skyhigh. None-
theless, the present P/E at around 21 compares favor-
ably to what we seein normal years.These metrics sug-
gest we are near a bottom for INSU, and encourage us
to start building aposition.

The balance sheet is strong, though presuming man-
agement follows through on its intention to borrow to
fund either ashare buyback or adividend to sharehold-
ersthat low level of long-term debt will rise. Based on
our view that we currently are seeing the worst envi-
ronment for Instituform and the gloomiest analyst cov-
erage, and that when conditionsimprovetherewill bea
boost from the new potable water division, we recom-
mend buying INSU up to $22. SA

PORTFOLIO UPDATES

Sincethelast issue closed on 4/5, stocks have been on
fire, especially the Dow 30, which jumped 5.6% while
setting new highs, it seemed, each day. The S& P 500
isalso closing in on its all-time high last seen at the
start of 2000, and now hovers just above 1500 after
adding 4.3%. The Nasdag added 4.1%. Sound Ad-
vice held its own, up 4.4%.

Fastenal, the April recommendation, reported quar-
terly earnings on the day before theissuewent into the
mail and was posted for E-Subscribers. The newswas
excellent, and pushed the stock above our $39 Buy
limit. FAST is up 17.4% since we priced it. For sub-
scribers who bought it on the following Monday, the
reward was a 5.9% increase. We are raising our Buy
limit to $44.

Sprint also had anice pop on the sameday as Fastenal
when Relational Investors, an investment firm known
for sticking itsnoseinto the businessof underperforming
companies, announced it recently acquired a 1% stake.
TheWall Sreet Journal suggeststhat Relational wants
Sprint Nextel to sell off its national wireline business
and to throttle back on capital expenditures, especially
the gargantuan costs of setting up WiMax. Relational
and others also might be thinking about changesin the
executive suite. Sisup 5.6% sincetheApril letter.
We noted in the last |etter that Berkshire Hathaway
has put more than a billion into three railroads. One,

Burlington Northern, was named, but the other two re-
main a mystery. Now one of England’s biggest hedge
funds, TCI, has said it is interested in acquiring $500
millionworth of CSX. shares. Both the TCI newsand
the Buffett involvement are stunning, since railroads
hardly are depressed. | mean, when we bought CSX
six years ago at a split-adjusted basis of $16.66—that
was depressed. As of today, on a total return basis,
CSX trading at $46.01, has returned 190%. With such
fellow travelers, perhapswe should stay on board. Since
the last letter, CSX isup 12.3%.

We are selling Safeway, which hastreated uswell, es-
pecially over thelast 12 months. We think the transfor-
mation management has accomplished iswell-factored
into the price.

Expectation that somebody out there [usts or might lust
after apublicly traded company isthe mother’smilk of
speculation. Hence, the New Yor k Times soared when
Rupert Murdoch offered $60 a share for Dow Jones,
parent company of the Wall Sreet Journal, Barron'’s,
and CBS Marketwatch. Dow Jones, like the NYT, is
controlled by thefounding family throughitsownership
of supershares, and founding families resist buyers.
Murdoch is no fool, and the stunning price he offers
might provide awedge to pry open the family’sresis-
tance. We'll see. But the idea that someone would try
to convince one mediaempire’ sownersto sell isenough
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to get the shares of other super-shared public compa-
niesmoving higher. NY T added 6%.

Maxim Integrated, the March recommendation,
which had been langui shing, rose 9.1% on nothing com-
pany specific. Instead, it was good news from com-
petitors, which clued investorsinto the shocking truth
that the semiconductor business is cyclical, and per-
haps is bottoming. Symantec,

which has been up and down,

hopped 14.7% in part on better than
expected revenues and earnings.
Indeed, quarterly reportswere gen-
erally very positivefor our portfo-
lio.

Boston Scientificisup 8% but not
on earnings, which were as weak
as expected, but on afew positive
glimmers: the FDA removed a
warning that prevented BSX from
operating adefibrillator factory, and
management ismoving to sell some
non-core assets. The best part was
that when management announced those poor quar-
terly resultsand the market barely flinched, which sug-
gests that those who wanted to get out have done so,
and the stock price has afloor.

Wester n Digital has gotten banged so far thisyear by
industry-wide bloated inventories. In the last quarter,
WDC announced strong results. We find particularly
encouraging that the split in revenues between drives
for desktop PCs, once Western's focus, and for other
electronic devices narrowed from 71% vs.29% to 53%
vS. 47%. This means that new markets have opened
to WDC.As consumer electronics continue their fast
growth, sales should increase as well along with, we
hope, margins. Since the last letter, WDC is up 8.2%.

Johnson & Johnson was also dinged by the same
news about stents that hurt Boston Scientific, but the
damagewas not asdeep, since BSX istightly harnessed
to stents, which for INJisjust one, albeit asignificant
one, horseinitsteam. JNJhas ahand in almost every
imaginable areaof medical equipment and pharmaceu-
ticals, which makes owning JNJ like owning a
healthcare mutual fund that can control its own des-
tiny. That perspective underpins the very nice results
JNJ announced for the previous quarter, which since
the April letter has lifted INJ 4.8%. We think INJ re-
mainsvery attractivefor long-term profits.

Our best performer this month is Schering-Plough,
which reported better than good numbers—profits
surged 55%— and shares are up 27.5% since the April

well.

issue. | suspect that many of you own SGP, since we
recommended it in August 2003, haveincludeditina
couple of our basket-of -ideasissues, and featured it to
new subscribers as our single best idea, not because
we expected it to be the next Google, but because it
epitomized what welook for in turnarounds: great man-
agement, tarnished assets, and extreme investor pessi-
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email address you want the issue to go, the name under which
you subscribe and your mailing address.

mism. Sincethe 2003 recommendation, SGPisup 104%
vs.the S& P's 54%.
Perrigo while not a major pharmaceutical company
does occupy an interesting niche as the largest manu-
facturer and distributor of generic over-the-counter non-
prescription drugs and food supplements. PRGO lost
ground recently when it announced two acquisitions,
both of which we considered accretiveto earnings. The
market thought otherwise, and dropped the share price
aslow as $16.24. In the March issue, we encouraged
you to buy into that pessimism, and hope that you did.
Since those purchases drove the price down to $16.24,
the sharesare up 19%, and sincethelast letter by 6.1%.
Honeywell blew the doors off with its quarterly re-
sults, upping earnings by 27% compared to the same
quarter last year, and beating estimates by 6%. Cash
flow more than doubled, and free cash flow more than
tripled. HON is up 18.8%.
Tetra Tech aso has come to life over the last few
weeks, as investors get interested again in infrastruc-
ture. TTEK added anew dimension toitsbusinesswhen
it acquired The Delaney Group, asmall company with
expertise in wind-generated power but that also de-
rives revenues from overseeing base closings for the
Department of Defense, an area TTEK servesaswell.
It looks like agood match. Sincethelast letter, TTEK
isup 9.8%.
So where were the problems this month? Mitsubishi
UFJ Financial dropped 8.3% as investors are less
(continued on page 9)
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Sound Advice Portfolio for May 2007

Income With Growth Symbol Exchange/ Phone Yield** Buy Limit  ACTION

HRPT Properties NYSE $12.08 6.95% $14.00
Senior Housing Properties NYSE " $24.05 5.65% $27.00

Diversified Growth .

Agrium NYSE/TSE $37.09 0.30% $42.00

American International AIG NYSE " $70.85 0.71% $75.00 BUY
Boston Scientific BSX NYSE $16.16 0.00% $18.50 BUY
Coca-Cola Enterprises CCE NYSE " $22.36 1.07% $24.00 BUY
ConAgra CAG NYSE " $24.67 2.92% $29.00 BUY
CSX Corporation CSX NYSE " $46.01 0.87% $51.00 BUY
Disney DIS NYSE " $35.85 0.86% $37.00 BUY
Dodge & Cox Intl.Fund DODFX 800-621-3979 " $48.04 1.19% N/A BUY
Excelsior Value & Restructuring UMBIX 800-446-1012 " $58.31 0.82% N/A BUY
Fastenal FAST NASDAQ " $41.80 1.00% $44.00 BUY
Fidelity Japan Fund FIPNX 800-544-8888 " $17.52 0.00% N/A BUY
Gabelli Global Telecom GABTX 800-422-3554 " $24.96 0.56% N/A BUY
Getty Images GYI GYI $50.69 0.00% $56.00 BUY
Honeywell HON NYSE " $56.12 1.62% $59.00 BUY
Insituform Technologies INSU NASDAQ $19.93 0.00% $22.00 BUY
Johnson & Johnson JINJ NYSE " $64.48 2.33% $69.00 BUY
Liberty Capital LCAPA NASDAQ $117.67 0.00% $118.00 BUY
Mattel MAT NYSE " $29.13 2.23% $32.00 BUY
McDonald's MCD NYSE " $49.92 0.46% $53.00 BUY
Molson Coors Brewing TAP NYSE " $96.74 0.85% $100.00 BUY
Newell Rubbermaid NWL NYSE $30.82 2.73% $32.00 BUY
New York Times Co. NYT NYSE " $25.91 2.70% $27.00 BUY
Perrigo PRGO NASDAQ " $19.33 0.93% $23.00 BUY
Safeway SWY NYSE " $35.86 0.65% N/A SELL
Sara Lee SLE NYSE " $16.70 2.40% $18.00 BUY
Schering-Plough SGP NYSE " $32.96 0.67% $37.00 BUY
Sony SNE NYSE " $53.95 0.40% $55.00 BUY
Sprint Nextel S NYSE " $20.70 0.48% $24.00 BUY
Superior Industries SuUP NYSE " $23.13 2.77% $24.00 BUY
Tetra Tech TTEK NASDAQ $20.54 0.00% $23.00 BUY
Third Avenue Value Fund TAVFEX 800-443-1021 $64.87 5.15% N/A BUY
United Parcel UPS NYSE $71.09 2.14% $82.00 BUY
W al-Mart Stores WMT NYSE $48.27 1.39% $52.00 BUY
WisdomTree Dividend Top 100 Fd DTN NYSE $62.49 3.16% N/A BUY
Xerox XRX NYSE $18.09 0.00% $21.00 BUY
Energy/Natural Resources

American Cent. Gold Fund BGEIX 800-826-8323 $19.70 0.25% N/A BUY
Anglo American PLC AAUK NASDAQ $28.72 1.81% $32.00 BUY
Coeur d'Alene CDE NYSE $3.83 0.00% $4.00 BUY
EnCana ECA NYSE/TSE $56.55 1.06% $60.00 BUY
Icon Energy Fund ICENX 800-764-0442 $36.45 9.22% N/A BUY
Plum Creek Timber PCL NYSE $40.40 3.96% $41.00 BUY
Royal Dutch Petroleum RDS.A NYSE $72.22 3.39% $74.00 BUY
Transocean RIG NYSE $90.31 0.00% $95.00 BUY
Comcast CMCSA NASDAQ $26.89 0.00% $30.00 BUY
Crescent Real Estate CEI NYSE $20.55 7.30% $22.50 BUY
Discovery Holdings DISCA Nasdaq $21.97 0.00% $24.00 BUY
Electronic Data Systems EDS NYSE $27.49 0.73% $30.00 BUY
Liberty Global LBTYA NASDAQ $36.82 0.00% $40.00 BUY
Maxim Integrated MXIM NASDAQ $32.39 1.89% $35.00 BUY
Mitsubishi UFJ Financial MTU NYSE $10.60 0.90% $16.00 BUY
The Prudent Bear Fund BEARX 800-711-1848 $5.72 1.75% N/A BUY
Symantec SYMC NASDAQ $19.40 0.52% $22.00 BUY
Time Warner TWX NYSE $21.29 1.03% $24.00 BUY
W estern Digital WDC NYSE $18.15 0.00% $20.00 BUY

*Prices as of the market close on Friday, May 4, 2007
**Yield represents all distributions during current calendar year divided by share price.

BUY,HOLD, SELLORLIMITINBOLD SIGNALSCHANGE INACTION ORLIMIT
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Sound Advice Market Indicators

confident interest rateswill risein Japan. Agrium after
atorrid several months dropped 5.9% after announc-
ing better than expected results, though that translated
into alossfor the quarter due to bad weather and arail
strike by one of AGU’s primary carriers. We still like
the prospectsfor fertilizers.

Senior Housing Properties, a REIT focused on care
facilities, declined by 2.8% as REITs in general seem
to be leveling off after seven years of rapid price in-
creases and fat dividends. We still like SNH as an in-
come proposition (5.6%), but we don't think it is par-
ticularly cheap thesedays. HRP fell 3.2%. HRP showed
adight drop in Funds From Operations, while SNH
showed a significant increase. Again, HRP is a good
incomevehicle (5.7%) and, we believe, thevalue of its

properties makes the shares worth at least 50% more
than the current price of the stock.

Finally, natural resources had a good month with the
exception of Coeur d’ Alene, which announced it was
acquiring two silver mining companies, which will make
ittheworld’slargest silver miner. CDE dropped 10.5%.
The costs boost debt, but we're all for anything that
raises Coeur’s profile. Silver miners have not had the
atention gold and platinum have enjoyed—yet. Ameri-
can Century Global Gold was down 1.4%. Other
positionsoutperformed: AngloAmerican isup 6.3%,
while energy stocksdid even better. Transocean added
10%, EnCana 8.6%, Royal Dutch 7.7%, and Icon
Energy Fund 6.9%. Plum Creek was the caboose at
+2.3%. SA

The Sound Advice Market Indicators:

The Risk Indicator (shown to the right) tracks su-
percycles in stocks by comparing prices of stocks to
real estate (house prices). A reading above 2.0 indi-
cates times when stocks are extremely high relative to
real estate. These are times when therisk ishigh and a
supercycleisapproaching azenith. Conversely, aread-
ing below 1.0 indicates stock prices are extremely low
relativetoreal estate. At thesetimes, the upward phase
of anew supercycle isbeginning. The current reading
standsat 1.54, down from last month'sreading of 1.56.

We recently updated the adjusting factors to make
this indicator more useful. The new adjusting factors
are explained in the 2007 edition of A Millionaire's
Guide to Panic-Proof Investing in the Sock Mar-
ket. We send this book with renewals on a complimen-
tary basis. If you have ared alert above your address,
this book will be included with your renewal. If your
subscription is not up for renewal for several months,
please call our officeto receive acomplimentary copy.

Within the span of a supercycle, there are usually
several business cycles that cause the smaller up and
down markets we refer to as bull and bear markets.
When the Risk Indicator ismoving higher from 1.0, we
are in the upward phase of a Supercycle. During the
upward phase of asupercycle, bull marketswill be more
energetic than bear markets. During thisupward phase,
bull markets can become so strong that they can carry
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the Risk Indicator well above 2.0. This happened in
the late 1920s and the late 1990s.

The reverse is true during the downward phase of
supercycles. When the Risk Indicator ismoving down-
ward from 2.0 toward 1.0, which is the case now, bear
markets will be stronger than market prognosticators
project, while bull marketsfall short of expectations.

The Diffusion Indexes

Because bull and bear markets are governed by busi-
ness cycles, it IS therefore critical to track business
cycles, which is what our Diffusion Indexes are de-
signed to do (explained on the next page). Regardless
of how many bull and bear markets may occur in a
supercycle, it is also important to take a lesson from
history by observing that a supercycle always peaks
along with the current business cycle; and it also bot-
toms along with the current business cycle.
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Sound Advice Market Indicators

TheDiffusion Index of Leading | ndicator s gives“buy” signalswhen al five of itsleading economic indica-
tors drop below their respective levels of six months earlier. This reveals a softening economy and a ripe atmo-
sphere for alasting decline in interest rates. Currently, 20% of itsleading indicators are above their levels
of six months earlier.

TheDiffusion Index of Lagging I ndicatorsgives“sell” signalswhen all five of itslagging economic indica-
torsriseabovetheir respectivelevels of six months earlier. Thisrevealsastrengthening economy and inflationary
pressures ahead. Currently, 12.5% 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 all times, we use the
Sound Advice Market Indicators to influence our approach and nature of our recommendations. When “sell”
signalsareinforce, our recommendations are defensivein nature We will belooking for special situationsand are
likely to recommend taking profits more readily. Conversely, during “buy” signals, our recommendationswill be
more aggressive.

Thelatest signal came from the Diffusion Index of Lagging Indicators, a 100% reading in October 2005, which
means recommendations will be defensive nature and limited to special situations. We believe that these propri-
etary indicators have been important factors in our ability to consistantly outperform the market averages. The
chart below shows how Sound Advice recommendations have performed versus the S& P 500.

$65,000 .
$60.000 1 Sound Advice versusthe S& P 500
$55,000 4
2i;’2§§ Sound Advice An Investment of $25,000 becomes: _
cs0.000 | S& P500 Sound Advice*
$35:000 | Annual Annual  Advantage
$30,000 - Start Date Return Return Over S&P
$25,000 From 1/1/2006 $30,962 17.4% $33,832 25.9% $2,870
$20,000 . From 1/1/2003 $46,378 15.3% $56,852 21.0% $10,475
$15,000 Vo SRS || o iipoo0 | $28042 20%|  $50327  125%  $30.385
$10,000 * These returns assume an equal amount isinvested in all Sound Advice
Since1-1-2000 Model portfolio positionsat thetime of theinitial recommendation.

History of the Signals

* 2003 In February, just before the surge in the market, the indicators gave a buy signal. The S&P 500
advanced 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, theY gave a buy signal. The S&P rose
153% until the next sell signal in May 2000.

*1988 The indicators signaled the subsequent bull market that took stock prices up 95% until the next
signal.

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

* 1984 A sell signal in January and then a buy signal in September for the bull ride to the 1987 peak.
* 1979 A buy signal occurs at the beginning of the new bull market.

* 1977 A sell signal marked a back and fill market for the next two years.

*1974 With the Dow Jones trading below 700, the indicators issued a buy signal, announcing a 6-year
bull 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 the zenith of the huge bull market of the 1960s, the indicators gave a sell signal.
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YOUR CHOICE: A GREAT DEAL
OR THE BEST DEAL

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

Pani The 2007 edition of A Millionaire's Guide to Panic Proof SOUND ADVICE
anic- I nvesting. Thisisthebook that explainsall of the Sound Advice
Pr OQf indicators, including the Diffusion Indexesand thefamous Risk REITS
I nvesting Indicator, and exactly how they work so that you can update them REBOUND
Sock Market LATETO
By Gray Emerson REITs Rebound. Is|t Too Lateto Move In? A $29.95 MOVEIN?
o Vaue...YOURSFREE. Hereisapocket of valueinthe market that

waslong overlooked. Yields of 6%, 7% and even morefor thetaking with plenty of dividend

coverage and growth to boot! They've had agreat run. Istheremoreto come?Hereisavery special report pre-

pared exclusively for Sound Advice subscribers. You will know exactly what to look for inthe best REITs. And while

you'rewaiting for thiscrazy market to sort itself out, you can take shelter and collect high, safeincome.
Thisisagreat deal. Evenforgetting about the Special Reports, Sound Advicewill cost you lessthan 25 centsa

day — lessthan acup of coffee. But wait, it can get even better if you take meup onmy...

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
Advice. Anditincludesall of theintroductory special reportsthat you receivedinitially when
you subscribed, including the 2007 edition of A Millionaire’s Guideto Panic Proof
Investing. You can also givethisgift toyourself. 1t will extend your renewal by 6
months, absolutely FREE. Seethe Coupon ontheback on how to giveyourself thisgift.

The Best Bargainson Wall Street Right Now! A $29.95 Value...Y OURS FREE. While
everyone el sefixated on when what drovethelast bull market , we piled up profitsfroma

SOUND ADVICE

diversegroup of stocksin companiesthat areleadersintherindustriesand aretrading at THE
pricesfar below their historical val uations. When Wall Street told you to snap up Cisco, BEST
Yahoo! and JDS Uniphase on the Dip, wetold our subscribersto buy ArvinMeritor, Carnival BARGAINS
Corporation and Federated Department Stores. The Dip turned out to bethe Abyss, while ON WALL
our value stocks soared.And we have continued to outperform Wall Street asthe market STREET
recovered by getting into neglected sectorsbeforethe herd rumbledin. Real estate, metals,

energy wereall considered "dead money™ when werecommended them. Seewhat welikeright now.

If youtakethe BEST DEAL, youwill receive Sound Advicefor only 16.3 centsaday. You can't buy anything
for that. But whether youtakethe Great Deal or the Best Deal, youwill receivewed th-building advicethat you
can takeadvantage 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 regp, dlong withinflation-proofed highincome. Join mein hel ping you dramatically increaseyour wedth 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 June 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
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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