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The blame game rolls on about whom
to blame for the subprime debacle . The
perp walk began with naive/greedy bor-
rowers who believed the sleazy brokers
who assured them that regardless of
the consequences should rates rise of
the teaser mortgages they took out,
they could refinance as soon as their
mortgaged homes had appreciated
enough. Then the spotlight moved on to
the Wall Street lenders who bought
those dodgy mortgages, bundled them
together into collateralized mortgage
obligations, and sold them to the next
level of perps, who were gullible enough
to believe that despite those mort-
gages' shakiness, if you let the Wall
Street wizards work their magic, they
could turn them into AAA-rated paper.
Of course, that trick required the coop-
eration of therating agencies. Thereal
estate industry played its part almost
to the bitter end predicting higher prices
for homes. Each can be understood if
not forgiven, since each’s self-interest
gotintheway of doing the right thing.
But thereis one unnamed coconspira-
tor not easily understood. What can
we say about the Maestro of the Fed-
eral Reserve, Alan Greenspan, who re-
peatedly denied abubble had formed in
the housing market, and had the gall at
the very moment he knew the Fed soon
would be raising interest rates, which
would be the first tug in the unraveling
of the housing boom, to laud the crazy
loans that made all this possible. Look-
ing back on how Greenspan blessed
creative mortgages, the best compari-
son | can think of is Ken Lay, who as he
realized the house of cards we called
Enron was starting to collapse encour-
aged his employees to buy more shares.
--Gray Emerson Cardiff
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Killers and Killees

“To make akilling” is one of those terms that spark envy for the
killer. Werarely think about the other side of thedeal, the killee. How-
ever, inthe current market, all we hear about arethekillees, thevic-
tims. homeownerswho bought bigger housesthan they could afford
because credit was cheap and due diligence negligent, shareholdersin
REITsthat held these mortgages, hedge fundsthat were loaded with
derivativesbased on such mortgages, and al those who suddenly find
the credit marketstoo chaotic to set realistic prices. The overall mar-
ket isin pain but anything related to mortgagesisinthegrave.

But there are plenty of killers out there. Indeed, fortunes already
have been made by whoever was short whatever has collapsed. Were
you ashareholder in anow bankrupt mortgage REIT?You werewiped
out. Wereyou short their shares?You madeakilling. Did you load up
on collateralized |oan obligations, the debt private equity groupsused to
make their deals? You got killed. Were you short those bonds? As
interest ratesfor such shaky loansvaulted higher and prices collapsed,
youmadeakilling.

Right now the credit marketsremainin shock. Peoplearefleeing to
Treasuries, driving down their yields, but everything else—regardless
of itsdegree of creditworthinessbut especially anything tainted by an
association with mortgages and deal -rel ated debt—has taken a beat-
ing, and someone out there already has begun to gather those assets
from frantic holderswho either are so leveraged themselvesthat they
haveto sell those assetsor just cannot tolerate owning something the
market refusesto value precisely. So they sell at pricesdictated by an
anxious market.These are the times that guys like Marty Whitman,
Warren Buffett, and Joseph Steinberg and lan Cumming at Leucadia
(with whom Buffett has partnered before in something called
"Berkadia' to capitalize on mispriced debt) livefor. Asthey always
have, such investorsare making fortunesfrom OPM: Other People's
Mistakes and, in the case of Berkadia, use Other People’'sMoney to
dothedeals.

Should garden-variety investorslike usbediving in? The areas of
maximum pain are among the homebuilders, mortgage REITs, finan-
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Killers and Killees

cid stockswith significant exposureto derivativesbuilt
from mortgage paper and other collateralized debt, and
all thosewhose businesses prospered becausethey were
tied into those sectors: furniture, home improvement,
consumer electronicsetc. We are not ready to recom-
mend any mortgage REITs, though some of the pre-
ferred sharesamong the most troubled mortgage com-
paniesthat have ashot at survival offer yields above
25%—providedthey survive. Financia stockswith mod-
est exposureto mortgage derivatives and REI Tswhose
portfolioscurrently are no longer trading at apremium
tothevaueof their real estate portfoliosare becoming
moreattractive.For example, American I nter national
Group looksattractive to us because of exaggeration
of itsliabilitiesfor subprimes. Provided wefind theright
Situation, we hopeto featureabanged-up financia stock
inthe October issue.

Of course, thereisthe possibility asthe housing mar-
ket turns even colder and homeowners acknowledge
that their ATMs, | mean homes, have ceased to spew
out equity that the hero of the U.S. economy, the con-
sumer, will curl upinto aball and cease consuming con-
spicuoudly. At that point, theideathat the housing/mort-
gage debaclewas " contained” will cease.

Theresult would berecess on, whichwould hurt most
stocks. Though our portfolio hasmany defensive posi-
tionsin consumer non-durables, hedthcare, and staples,
aseveredownturnintheU.S. economy would be pain-
ful. The Pollyannastell usthat even with amoribund
U.S. economy, the rest of the globe is so prosperous
now that maybe American companieswould do well
enough fromtheir international salesto continueto grow
profits. Maybe.

Thismorning, just aswe were putting the finishing
toucheson thisissue, Wall Street isbeing rocked by a
very, very disappointing non-farmjobsreport that shows
a 4000 job contraction, not the anticipated 115,000
growth, which convinces everyonethat we are teeter-
ing on the edge of recession.

We are not working on an imminent recession sce-
nario, because our friendsin Washington will do ev-

erything within their powersto avoid or at least post-
pone the event. Shortly after this letter reaches you,
the Federal Open Market Committee meets on Sep-
tember 18, and we'll seewhether the oddsaswewrite,
which predict a100% probability of a25 basispoint cut
and a 75% probability of a50 basis point cut, are on
target. When you have 100% probability, that quarter
point cut isaready priced into most peopl€e's expecta-
tions. A 75% probability also meansthe magjority antici-
pates the more drastic cut. Katie bar the door if we
don't get a25 basispoint drop, and evenif it's25 basis
points, therewill be disappointment from the 50-basis-
point crowd. So don't boldly jumpinto the market either
inanticipation of arate cut or evenif onematerializes,
since any Fed action would evidencereal problemsin
the U.S. economy, not necessarilly the return of happy
days.

It'snot al bad news. Oneimmediate consequence of
the conviction the Fed must lower rates has been a
sharp drop for the dollar and a robust rally in gold,
which now reverses the weakness gold experienced
asthedollar strengthened on the now vanished pros-
pect the Fed would beraising rates, an expectation that
was alive and well just two months ago. If you were
adding shares of American Century Global Gold
Fund on weakness, you are now reaping the benefits.

So, what do we do? We'retaking await-and-see ap-
proach, buying what combinesasolid company witha
beaten-down price. For example, the three nameswe
highlight thismonth areall asset hoards buried beneath
temporary problems, some of them the direct conse-
guence of ambitiousacquisitions, and at current prices
have dlight downsiderisk and considerable upside po-
tential. On dark days haunted by fears of recession,
themarket gravitatesto companiesthat provide staples,
or offer services such as healthcare that cannot be ne-
glected even in aslowing economy. Hence, firmslike
JNJ are doubly attractive, cheap and necessary, even
inalimping economy. Prudent buying at these moments,
though never exhilarating usualy isprofitable. SA
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Sound Advice on Three Busted Acquisitions

Three Busted Acquisitions

Sound Advice hasdonewell by buying other people’s
mistakes and misfortunes, that is, stocks of companies
that have fallen on hard times either due to manage-
ment missteps or through no fault of their own have
suffered from the normal businesscycle. Wetry to buy
stockswhen they are cold, and then wait till Wall Street
decides circumstances have changed. This month,
rather than introduce anew recommendation, we want
to highlight three deep-value positionsin our portfalio,
which beyond their absolutely cheap prices share one
other characteristic. Each isthe result of abusted ac-
quisition: Symantec (SYMC—Nasdaq), which ac-
quired Veritas, Sprint-Nextel (S—NY SE), which ac-
quired Nextel, and Boston Scientific (BSX—NY SE),
which acquired Guidant.

Big mergers are seductive, and usually very profit-
ablefor the acquired companies shareholders. For the
acquiring companies shareholders, the outcomes usu-
ally arelesssatisfying, since, asacademic studies have
illustrated, such deals often occur when the acquirer’s
stock isnear its high, which not only embol dens man-
agement but also provides the currency to finance an
overpriced deal built on unrealistic assumptions about
cost savings and immediate benefits. The most far-
fetched deals, pitched asbrilliant strategiesfor “diver-
sification” are guaranteed to be flops. Consider two
bizarre buys fueled by flush energy company coffers:
Mobil Qil's purchase of Montgomery Ward, the depart-
ment store chaininthe 1970sor Occidental Petroleum’s
purchase of lowaBeef in the 1980s. But even acquisi-
tions that make sense at |east in their components can
lead to big prablems, and for valueinvestorslikeusbig
opportunities.

SYMANTEC AND VERITAS

Recommended in the May 2006 issue, the old
Symantec had thrived by designing and selling security
and efficiency software for PCs. Its market centered
on consumers and small businesses, though therewas
some revenue from mid-sized customers as well. In
the previousyear, Symantec management had concluded
that to turbo charge growth it needed to make an ac-
quisition, and not just atargeted, strategic acquisition to
buttressits core products but something big, something
bold, something that would radically change what

Symantec had been. Not that growth wasn’t already
strong. In the previous quarter, SY MC’s earnings had
been up 63%, astock-split was announced, and shares
were being bought back. SY MC wasahot stock. None-
theless, management al so was aware that some Internet
Service Providers were starting to offer free security
software against viruses and worms, while all were
racing to incorporate waysto filter out risky emailsbe-
fore they even reached subscribers’ computers.
Microsoft was devel oping Vista, the next generation of
Windows, that would incorporate anti-virustools. The
market for add-on security software was starting to
change in ways that hurt Symantec.

Symantec’s CEO, John Thompson, wason record as
wanting to get into corporate software sales, and Veritas,
a designer of enterprise software necessary to man-
age vast corporate databases, was available. Immedi-
ately investorscriticized the prospective deal. Not only
were the companies different in their products and
markets but also Symantec was proposing to purchase
a slower grower. It was increasing sales at a 17.5%
clip, Veritas at 13%. Finally, observers were shocked
at how rich a premium Symantec offered.

Before the deal was announced, the two companies
had amarket cap of $31.4 billion (Veritas had a$10.6
billion market cap, and with the deal premium, Symantec
paid $13.5 billion). Nearly three years |l ater, the com-
bined corporations have amarket cap of $16.9 billion.
Depending on how you want to measure the deal’ s con-
sequences: the combined companies are now worth
about half of their pre-announcement price, or the com-
bined companiestoday arevalued at lessthan Symantec
alone was before the deal materialized. In the most
simplistic sense, today’sbuyer of Symantec sharesgets
Veritas for free.

Of course, plenty of thingswent wrong since the deal
was launched. The costs of incorporating Veritaswere
higher than expected, and the savings expected have
been lower. However, the notion that therewaslittle or
no overlap between the two companies has proved
shortsighted. Infact, the paired companies are making
inroadsin the corporate security market. EMC, which
a dominant company in Veritas' sector, in mid-2006
validated Symantec’sdecision by itself acquiring RSA
Security, which specialized in securing corporate data-
base networks.
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Why do we think Symantec is undervalued? Aswe
pointed out in the original recommendation, historical
valuationsthen were at level sthat in the past coincided
with market bottomsfor SYMC. Those valuationsre-
main compelling today even though one of the most
worrisome problems (asidefrom how much Symantec
was paying for Veritas), that Microsoft’s soon-to-be-
rolled-out Vistaoperating system with its security func-
tionswould destroy Symantec’s sales of computer se-
curity software, hasdiminished.

Symantec is cheap not just in the context of its own
history but when compared to its peers. As of the end
of thelast fiscal year (March 31, 2007), Symantec de-
rives about two thirds of its salesfrom security-related
products and one-third from corporate data manage-
ment software, the old Veritas. If we use those num-
berstoweight valuations, wefind that Symantecistrad-
ing cheaply compared to peersin
each sector. For example, in the
slower-growth database manage-
ment business, EMC, which has
added a security component to its
corporate data management core
business trades at a Price/Earnings
ratio of 32.3, a Price/Sales of 3.7,
Price/Book of 3.7, and Price/Cash
Flow of 17.5. McAfee, the best com-
parison for Symantec’s consumer
and small business security segment,
trades at a Price/Earningsratio of 43.1, a Price /Book
of 4.6, aPrice/Sales of 5.8, and aPrice/Cash Flow of
16.1. McAfee, whichisthe closest comparison to what
Symantec does in the consumer-small business secu-
rity sector, tradesat aPrice/Erningsratio of 42.4, Price/
Book of 4.5, Price/Sales of 5.7, and a Price/Cash Flow
15.8. Symantec, trades at a Price/Earnings of 45.9, a
Price/Book of 1.5, aPrice/Salesof 3.5 and Price/Cash
Flow of 11.2. Though it derivestwo-thirds of itsearn-
ings from its original consumer/small business sales,
valuation ratios reflect only the Veritast EMC model.
We think that is a mistake. McAfee, since Symantec
grabbed Veritas, isup about 13%,while EM Cisup about
40%. Symantec is up 7% since we bought it, but re-
mains 42% off since the merger’s eve. Today's buyer
of SYMC gets the computer security business plus
Veritasfor substantially lessthan SY MC cost.

Isthisaguarantee of rich profits?We' re not so fool -
ish to promise anything when it comes to stocks, but
we are confident that when acompany haslost inves-

acquiring

Big mergers are seduc-
tive, and usually very
profitable for the ac-
quired

companies’
shareholders.
companies’
shareholders, the out-
comes usually are less
satisfying....

tor confidence, as Symantec did when it acquired
Veritas, Wall Street requirestimeto forget, timeto re-
consider, time to be surprised when after afew quar-
ters of rising numbers, someone “discovers’ how un-
derpriced astock is. Symantec, like the other two tar-
nished merger stocks, fitsthebill. We recommend buy-
ing shares up to $21.

SPRINT AND NEXTEL

Sprint-Nextel, introduced this February, ranksasthe
third largest cellular phone service provider behind
AT& T’sCingular and Verizon (a partnership between
Verizon and UK-based Vodafone). As with the
Symantec and Boston Scientific decisions, theacquisi-
tion was not irrational, though it was expensive ($35
billion). Sprint needed to keep pace with its peers, es-
pecialy after AT& T/SBC with two
giant gulpsleaped to thelead in sub-
scribers. But unlikethefat premiums
paid by Symantec and Boston Sci-
entific, Sprint’scostsfit comfortably
withwhat AT& T (at thetimeknown
as SBC) paid for AT& T Wireless
back in 2004 ($41 billion) and the $86
billionAT& T paidin 2006 to acquire
all of BellSouth in order to capture
the 40% balance of Cingular it did
not own As Ed Whitacre, AT&T's
CEO crowed after sealing the Bell South dedl, “ The big-
gest asset we bought herewas Cingular...\We are about
to become a company with wireless at its heart.” In-
deed, whilelandline phonerevenuewasdwindling, cell
phone use was booming. During 2006, AT& T shares
had leaped by 50% almost entirely because investors
cheered its snapping up therest of Cingular.

Why, if Sprint-Nextel isthe only national pure-play
cellular network (after the merger, Sprint spun off its
landline business) did it not benefit from enthusiasm
about wireless? Why are the sharestoday trading 28%
below the price at which Sprint alone wastrading be-
forethe deal was announced? Sure, since then Sprint-
Nextel reduced its market cap when it spun off its
landline business as Embarq that wasworth about $12.5
billion in equity and debt, but clearly the shares have
suffered as the merged companies have struggled.

First of al, the difference between AT& T buying the
rest of theintegrated Cingular network and Sprint buy-
ing Nextel wasthat AT& T bought more of what it al-

For the
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ready owned. Sprint bought not only adifferent corpo-
rate culture but also a very different customer base
and technology. It’s the difference between marrying
someone you sat next to in college versus marrying a
mail-order bridewho doesn’t even speak your language.
But while wedding bells were chiming, Sprint execu-
tives saw only a happy marriage and overlooked the
inevitable pitfallsahead.

The marriage has been rocky. Until the most recent
quarter, Sprint-Nextel had been |osing subscribers, and
eveninthelast quarter which for thefirst time showed
adglight increasein subscribers (16,000) that number is
piddling compared to the 1.5 million new subscribers
Verizon claimed. Worse yet, not all subscribers are
equal, and Sprint-Nextel was having its biggest reten-
tion problems with Nextel customers, who tended to
generate higher Average Revenue Per User than the
old Sprint customers. Nextel had catered to high-end
corporate and government clientswho used more bill-
able minutes and relied on their cell phones for data
transmission, amore expensive service. The Sprint cus-
tomer base consisted primarily of individual consum-
ers, and many of them were on pre-paid accounts, a
relatively low-margin business. Why were Nextel cus-
tomersbailing? Sprint and Nextel used different tech-
nol ogiesthat to some extent wereincompatible, which
hurt service and irritated them.

Sprint-Nextel projectsthat it will take aslong asan-
other four yearsto create a seamless transmission net-
work, which means for now it must scramble to keep
subscribersfrom canceling. Furthermore, in additionto
the costs of making that happen, Sprint-Nextel has set
out an ambitious plan to deploy WiMax, potentialy a
blockbuster next generation technology to WiFi, that
permitswirel esstransmission of broadband signalsfrom
asfar away as 31 miles. In theory, WiMax could leap-
frog the need for fiber optic connections into homes
and offices. Standard & Poor’s wireless telecom ana-
lyst, Kenneth Leon, considers WiMax “will be adis-
ruptive force to incumbent wireless carriers.” Indeed,
WiMax has the potential to be disruptive not just for
existing wireless service but for cableand DSL broad-
band providersaswell, sinceit can project broadband
without the need for the socalled essentia“last-mile”
hardwire into homes and offices consumers currently
require. For Sprint Nextel, whichwill bethefirst of the
majorswidely to deploy this next-generation technol-
ogy that extends wireless networks from current wi-
fi’s 1000’ foot range to up to 31 miles, the costs will
consume $800 million of the $8.5 billion planned capital

expenditures in 2007, and much more in following
years.”

To reserve bandwidth for WiMax, Sprint-Nextel
partnered up with Comcast, Time Warner Cable and
Advance/New House Communicationsto bid $2.4 bil -
lionin themost recent FCC broadband auction of radio
frequencies. All of thisnew capacity islocatedinlarge
cities, exactly where Sprint-Nextel’s cable partnersare
competing against AT& T and Verizon to sell bundled
servicethat includesnot just TV, Internet and telephone,
which the cable companies already offer, the so-called
triple play, but also cell phone access, the four-way
play. Indeed, some have speculated that Comcast is
interested in more than just a partnership with Sprint-
Nextel, and might bid for it to lock up exclusive control
of itswireless network.

For that matter, rumors about Sprint-Nextel’ sattrac-
tiveness to bigger acquirers recur: aforeign telecom
company that wants to enter the U.S. market or even
an Internet company that wants to add to its content
the meansto communicateit. We're aware of thetalk,
and ignoreit, sinceit isthe fundamental cheapness of
Sprint-Nextel that attracts us and makes it a subject
for takeover rumors. Let’s ook at where S stands in
termsof historical valuations.

Thereisno pointinlooking at the Price/Earningsra-
tio, since management is pouring cash into integrating
Nextel and preparing for WiMax, which minimizeswhat
reachesthe bottom line. However, other ratiosare com-
pelling. Price/Cash Flow isat 5.8, Price/Salesisat 1.4,
and Price/Book Valueis 1. Historically, Sprint reached
these low ratios at bottomsin its stock price. The bal-
ance sheet, despite the costsincurred in acquiring and
integrating Nextel, remains healthy, and management
isbuying back shares at priceswe think are cheap, an
excellent use of cash flow. We recommend buying S
upto $24.

BOSTON SCIENTIFIC AND GUIDANT

Boston Scientific, which was this January's recom-
mendation, had made a rational strategic decision to
broaden its businessfrom being seen solely asamaker
of stents to include heart-rhythm devices when it ac-
quired Guidant, the second largest maker of defibrillators,
pacemakers and other gizmosto restore or keep hearts
beating at proper rates. Unfortunately management was
so intent on making the deal that they paid anirrational
price not just in dollars but in concessions that have
resulted in abusted stock.
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On December 2, 2005, theeve of jumping into abid-
ding war with Johnson & Johnson for Guidant, BSX
sharestraded at $27.33 and the company had amarket
cap of approximately $22.4 billion with total debt of
$2.5 hillion. Less than two years |later, BSX trades at
$13.20 and hasamarket cap of $19.7 billion with total
debt of $8.9 billion. Giventhat Boston paid $27.5 billion
for Guidant, even if we usethelowest price offered by
JINJ that Guidant accepted—$23.5 billion including
debt—the present price of BSX implies that Boston
Scientific is an unredeemable disaster. We disagree.
Instead, we see an opportunity to buy Boston Scientific
at alow point for the company at abargain priceand to
get as a bonus Guidant’s rhythm monitoring business
for almost nothing.

BSXIN ICU

How did Boston Scientific end up in the Intensive
CareUnit?BSX became onevery hot stock beginning
in May 2001 when we first recommended it to sub-
scribers. Shortly thereafter, BSX surprised competitors
by bringing its drug-coated stent to the U.S. market,
making it and JNJ the only providers of these cutting-
edgedevices. Until their introduction, patientswho re-
ceived uncoated stents often experienced restenosis,
the renarrowing of vessels where stents had been in-
serted. Stents coated with drugs to reduce inflamma-
tion and restenosis were expected to alleviate much of
the problem. BSX saw its stock shoot up from $8 (ad-
justed for a2:1 split) when we featured it to ahigh of
$44 in mid-2004, at which point investors decided that
the stock of acompany that essentially had one block-
buster product, the drug-coated stent, was too pricey.
By the time Boston Scientific’'s management decided
to correct that weaknesswith an acquisition the shares
had declined nearly 40% from their high.

Guidant aswell had its problemsby thetimeBoston
Scientific bought it. Indeed, Johnson & Johnson, which
in December 2004 had offered to buy Guidant for $73
a share, reduced that offer to $63 after Guidant re-
ported that 26 of itsimplanted defibrillators had failed,
andin one caseresulted in death. More problemswith
pacemakers followed, and eventually Guidant had to
withdraw 56% of itsinstalled devices. Eventualy, after
Boston Scientific and JNJ tried to outbid each other,
BSX topped INJ sfinal offer of $24.2 billion—just 5%
lessthanitsoriginal bid for an unimpaired Guidant—
with an $80 ashare offer or $27.2 billion.

Themarket immediately judged Boston Scientific had
overpaid, and dropped BSX shares by 24% within a
month after itsbid had prevailed. And that was before
thereally bad news started. Since then Guidant contin-
ued to have manufacturing problems, and the use of
heart rhythm devicesin general diminished as patients
and physicians became anxious about their reliability.
Meanwhile, drug-coated stents cameto be doubted after
avolley of consistently negativeresearch was published
last year that suggested drug-coated stents as com-
pared to the older bare stents resulted in higher inci-
dents of heart attacks and deaths. Drug-coated stent
salesplummeted. In short, by thetimewerecommended
Boston Scientific in January, shares were just above
$18, and the val uationswere compel ling. We noted that
valuations at that point were at levels that in the past
had coincided with price bottomsfor BSX.

Asit turned out, unlike SYMC and S, which have
gained abit sinceintroduction, BSX showsthat what is
cheap can get cheaper, and now we arelooking at even
lower valuations. At this point, the question becomes
not how cheap BSX is but what evidence exists that
circumstances are improving. First, Guidant seemsto
be getting back on track after having settled a signifi-
cant portion of itslegd problems, and hasreceived FDA
approval to restart production and is primed to intro-
duce new products. Recently, the same Swedish re-
searchers, who had produced the most damaging pre-
liminary reports about risksassociated with drug-coated
stents, have concluded based on much more complete
data that the original concerns were not warranted,
which should reassure cardiol ogistsand patients. Also,
though Boston Scientific’s current generation of drug-
coated stentsis astep behind what will soon be intro-
duced by Abbot Labs, BSX hasalicenseto sell itsown
version of that stent, and is making excellent progress
in bringing out the next generation of its own design.
Finally, thoughit getslittle attention, Boston Scientific
isbuilding anicebusinessin endosurgical toolsusedin
minimally invasive surgery, and even had considered
spinning it off to help reduce debt.

When doesall thistrandateinto higher earningsand
stock price? We can't say, but we believe that the Au-
gust lowsfor the shares represent a hard bottom. Ear-
lier thisyear, Dodge & Cox, themost successful main-
stream value investment fund family we know, began
tobuy BSX at higher-than-current prices. Buying busted
stocksisalonely business, so we appreciate such com-
patible company. We would be abuyer up to $16. SA
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Portfolio Updates

Theclosing day for thismonth's portfolio, September 7,
opened with athud when worrisome non-farm job num-
berstriggered anxiety about recession. On the day, the
Dow was off 1.9% as was the Nasdag, while the S& P
ended down 1.7%. For the entire month, the Dow was

done well with CSX (+155% over six years), and are
selling it now. American Century Global Gold Fund
roared back on the strength not just of geopolitical con-
cerns but also on the weakness of the Greenback.
BGEIX added 2.2%. However, Coeur d’Alene fal-

down 1%, while the S& P ended flat,
and the Nasdaq eked out a0.8% rise.
The Sound Advice portfolio was off
0.8%.

Whole Foods Markets, the August
recommendation, bucked the trend,
adding 2% asit completed the acqui-
sition of Wild Oats, which the FTC
had blocked for months. WFMI has
afull plate now, continuing its own
expanson and digesting the Wild Oats
locations, some of which will be
closed and most otherswill beturned

WANT To SEe EAacH 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.

into mini-versions of the grander
Whole-Foods-style stores. Provided the public contin-
ues to be concerned about the safety and quality of
what we eat—which seems likely—and Mackey can
continue to spread the gospel of healthy eating at pre-
mium prices, WFMI will prosper.

Among the few sectorsto show strength were oils and
energy service, which in part reflects global growth
and in part dollar weakness. Royal Dutch jumped 7.7%,
ditto Transocean, and I con Energy Fund, weighted
toward the service sector, was up 7.1%. Oil closed
today at pennies under $77 on anxieties over potential
unrest in Nigeriaand cat-and-mouse saber rattling be-
tween Syria and Israel. It doesn’'t help that the sixth
anniversary of 9/11isjust daysaway. Natural gas, how-
ever, did not participatein therally, and EnCana ended
the month down 1.5%. We are partial to energy, but
think that the natural gas stocks are the most attractive
right now. Even without ahurricaneto disrupt the Gulf
of Mexico production, we expect to see higher prices
asfall’s cooler weather setsin.

Other commaodities had a mixed performance. Anglo-
American, which hasresumed using theticker symbol
AAUK now that it has completed the spinoff of some
of itsbusinesses, added 5.5% despite getting clobbered
when the market fell sharply on our last day. Indeed,
energy stocksalong with metal swereweak today, which
suggests that recession fears are breeding worries that
it's not just the U.S. economy which would weaken.
Hence, we saw CSX drop for the month. We have

tered again, asits company specific problemstripped it
up. Though we believe Coeur eventualy will prevail
over itsproblems, their persistence has convinced usto
sell CDE. We suggest you move your money into
BGEIX.

Food stockssplit: ConAgragaveback 1.7% while Sara
L ee gained 3.5%, We are selling CAG from the port-
folio both because it has realized the potential we saw
init when initially recommending the shares and also
because we want to slim down the portfolio. SLE and
ConAgra both needed to reorganize sprawling busi-
nesses, and CAG started earlier and had the easier
task. SaraL eeisjust now getting itslegs after spinning
and selling of f not only some of itsfood businesses but
asoitsextensiveclothing linesand other peripheral di-
visions. Wethink it hasthe greater potential. Coca Cola
Enter prisesadded 1.5% and our other bottler, M olson
Coors, did even better, tacking on 7.9%. Agrium, the
fertilizer company, straddles both food and energy (it
uses natural gas as afeedstock for its nitrogen fertiliz-
ers, and benefits from cheaper western Canadian natu-
ral gas prices), and was our best performer this month,
up 12.9%.

Healthcare had some of our best and worst perform-
ers. Odyssey Healthcare, the hospice service pro-
vider, continues to lose ground without any particular
news since the last quarter’s poor results, which re-
flected problems we recognized going in. ODSY
dropped 13%. Schering-Plough added 8.6% and

(continued on page 9)
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Income With Growth Symbol Exchange/ Phone Yield** Buy Limit  ACTION
HRPT Properties NYSE $9.55 8.80% $11.50
Diversified Growth .

Agrium NYSE/TSE $46.73 0.24% $47.00

American International AIG NYSE $63.55 0.79% $75.00 BUY
Boston Scientific BSX NYSE $13.21 0.00% $16.00 BUY
Coca-Cola Enterprises CCE NYSE $24.03 1.00% $26.00 BUY
ConAgra CAG NYSE $25.52 2.82% N/A SELL
CSX Corporation CSX NYSE $40.19 1.00% N/A SELL
Disney DIS NYSE $33.59 0.92% $37.00 BUY
Dodge & Cox Intl.Fund DODFX 800-621-3979 $46.94 1.21% N/A BUY
Excelsior Value & Restructuring UMBIX 800-446-1012 $55.49 0.87% N/A BUY
Fastenal FAST NASDAQ $43.48 0.97% $50.00 BUY
Fidelity Japan Fund FIPNX 800-544-8888 $16.92 0.00% N/A BUY
Gabelli Global Telecom GABTX 800-422-3554 $25.73 0.54% N/A BUY
Honeywell HON NYSE $54.71 1.66% $64.00 BUY
Insituform Technologies INSU NASDAQ $15.86 0.00% $20.00 BUY
Johnson & Johnson JINJ NYSE $61.68 2.43% $69.00 BUY
Liberty Capital LCAPA NASDAQ $114.28 0.00% $130.00 BUY
Mattel MAT NYSE $21.30 3.05% $26.00 BUY
Microsoft MSFT NASDAQ $28.44 1.41% $34.00 BUY
Molson Coors Brewing TAP NYSE $89.24 0.92% $100.00 BUY
Newell Rubbermaid NWL NYSE $25.37 3.31% $32.00 BUY
New York Times Co. NYT NYSE $21.26 3.29% $27.00 BUY
Odyssey Healthcare OoDSY NASDAQ $9.57 0.00% $12.00 BUY
Perrigo PRGO NASDAQ $21.16 0.85% $23.00 BUY
Sara Lee SLE NYSE $15.97 2.50% $20.00 BUY
Schering-Plough SGP NYSE $29.54 0.74% $37.00 BUY
Sony SNE NYSE $47.31 0.45% $59.00 BUY
Sprint Nextel S NYSE $17.96 0.56% $24.00 BUY
Superior Industries SUP NYSE $19.25 3.32% $24.00 BUY
Tetra Tech TTEK NASDAQ $21.18 0.00% $26.00 BUY
Third Avenue Value Fund TAVFX 800-443-1021 $61.57 5.42% N/A BUY
United Parcel UPS NYSE $74.13 2.05% $82.00 BUY
Wal-Mart Stores WMT NYSE $42.39 1.58% $52.00 BUY
W hole Foods Markets WEMI NASDAQ $43.13 1.58% $48.00 BUY
WisdomTree Dividend Top 100 Fd DTN NYSE $58.41 3.16% N/A BUY
Xerox XRX NYSE $17.02 0.00% $21.00 BUY
Energy/Natural Resources

American Cent. Gold Fund BGEIX 800-826-8323 $19.23 0.26% N/A BUY
Anglo-American PLC*** AAUK NASDAQ $28.21 3.47% $36.00 BUY
Coeur d'Alene CDE NYSE $3.50 0.00% N/A SELL
EnCana ECA NYSE/TSE $59.01 1.02% $75.00 BUY
Icon Energy Fund ICENX 800-764-0442 $39.68 8.47% N/A BUY
Plum Creek Timber PCL NYSE $40.53 3.95% $46.00 BUY
Royal Dutch Petroleum RDS.A NYSE $79.85 3.07% $87.00 BUY
Transocean RIG NYSE $108.52 0.00% $112.00 BUY
Comcast CMCSA NASDAQ $25.00 0.00% $30.00 BUY
Discovery Holdings DISCA Nasdaq $25.41 0.00% $27.00 BUY
Electronic Data Systems EDS NYSE $21.93 0.91% $30.00 BUY
Getty Images GYI GYI $30.95 0.00% $42.00 BUY
Liberty Global LBTYA NASDAQ $41.34 0.00% $50.00 BUY
Maxim Integrated MXIM NASDAQ $30.05 1.89% $38.00 BUY
Mitsubishi UFJ Financial MTU NYSE $9.14 1.04% N/A SELL
The Prudent Bear Fund BEARX 800-711-1848 $6.01 1.66% N/A BUY
Symantec SYmMC NASDAQ $17.87 0.56% $22.00 BUY
Time Warner TWX NYSE $18.37 1.20% $24.00 BUY
W estern Digital wWDC NYSE $22.37 0.00% $25.00 BUY

*Prices as of the market close on Friday, September 7, 2007
**Yield represents all distributions during current calendar year divided by share price.
*** Anglo-American resumed using AAUK asitsticker symbol

BUY,HOLD, SELLORLIMITINBOLD SIGNALSCHANGE INACTION ORLIMIT
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Johnson & Johnson 1.6%. Along with JNJ, Boston
Scientific benefited from more positive news on the
benefits of drug-coated stents (see page six) and added
1%. Even Perrigo, which ended down 1.7%, spent the
month recovering frominvestors' petulant responseto
very good results for the quarter. We think PRGO re-
mains underappreciated.

Asthedropin CSX suggests, nearly anything associ-
ated with economic growth had trouble. Tetra Tech
dropped 11%, though our other infrastructure position,
Insituform, ended microscopically up, whichisOK in
amonth like this. Fastenal gave back 8.7% and Wal-
Mart 7.5%. M attel, which seemsto recall China-pro-
duced toys every week, dropped 7.6% asinvestorstry
to calculate the dollar and reputational costs of MAT'’s
failureto monitor itssuppliers.

Outside the U.S. we had mixed results. Dodge & Cox
International Stock Fund added 1.3% and Gabelli
(GAMCO) Global Telecom Fund, which has more
exposure outside the U.S. than domestically, tacked on
5%. However, Japanese stocks were weak. Fidelity
Japan Fund, which hasanew non-Japanese manager,
dropped 3.1% and Sony 1.4%, while Mitsubishi UFJ

Financial fell 8.1%. Though we think Japanese banks
eventually will benefit when the central bank starts to
raise rates seriously and lets the Yen rise, its stubborn
refusal to slacken off the artificial stimulantsit hasre-
lied oninnursing their economy out of disinflation, we' ve
had enough, and will take our long-term triple-digit profit
and move on. We are selling MTU.

Technology stocks, though clearly associated with
growth, sported afew good performers. Wester n Digi-
tal benefited from Seagate’ s optimistic projection, and
added 10%, though Microsoft dipped 0.6% and
Symantec was unchanged. X er ox recovered from last
month, adding 5.9%. EDS dropped 5%. Among media
stocks, the Liberty M edia offspring were consistently
strong: Discovery Holdings, our best performer for
theyear (+58%) tacked on another 3.4%, Liberty Glo-
bal, the cable company working in Latin America, Eu-
rope and Asia, added 1.8%, and Liberty Capital, the
holding company, creeped up 0.8%. Disney added
1.3%, though TimeWar ner dropped an equal amount.
Until TWX can extract profitscons stently fromitsAOL
arm, the parent company will not reach the full value
we think it deserves. SA

The Sound Advice

The Diffusion Index of Lagging Indicators gives
“Sell” signalswhenal of itsindividual agging economic
indicatorsrise abovetheir respectivelevelsof six months
earlier, providing a100 percent reading. Thisrevealsa
strengthening economy and inflationary pressuresahead.
Currently 38 percent of the in-

Market Indicators

indeed. The results are shown above. Between each
“Buy" signal and each “ Sell" signal, the S& P 500 rose
substantially without exception. The average gain was
32 percent, not counting dividends. On an annualized
basesthe gain was 17 percent per year. Confining stock

investing to thesetimeswould

dicators are above their levels

have produced substantially

. . Buy Signals
of six months earlier.

The Diffusion Index of | Date S&P 500
Leading Indicators gives

Buy sgnalswhe_w |t_S|no_I|V|dual Sep-69 9451

leading econqml ci nd_l cators | Nov-74 71.74
drop below their respectivelev- | Jan-81 132.97
elsof sx monthsearlier, provid- | Sep-85 184.06
ing azero percent reading. This '\é' ;f '9829 ﬁg-gg
reveal_s a softening economy | -y o 798,38
and aripeatmospherefor alast- | rep-03 841.15
ingdeclineininterest rates. The | Dec-05  1,248.29

Sdl Signals . .
more profits than a single
Date S& P 500 buy-and-hold strategy.
During the intervening pe-
Feb-69 101.50 riods between “Sell" signals
May-73 107.20 o
Aug-77 97.75 and “Buy" signals, the mar-
Dec-83 164.36 ket was all over the place —
Oct-87 280.16 sometimes crashing, some-
Jsaenp'gg igz-gg times meandering, and occa-
Sep-99 1.383.60 sionally advanci ng. On aver-
Jul-05 1.234.18 age, the S&P 500 increased
6.8 percent during these

latest reading came in Decem-
ber 2005 asa"Buy". Currently 67 percent of theindi-
cators are above their level of six months earlier.

If we had followed the signals from our Diffusion
Indexes over the years, we would have done very well

times. On an annualized ba-
sis, not counting dividends, the gain was a paltry 0.6
percent per year, a return that could have easily been
beaten many times over with safe investments such as
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Treasuries, short-term bonds or other low-risk in-

vestments.

To assess whether amarket crash islikely after a
"Sell" signal, we turn to the Risk Indicator. If the
Risk Indicator iscloseto or above 2.0, we know the
market isrelatively high and contains ahigh degree
of risk. Thiswasindeed the casein September 1999
when the Diffusion Index of Lagging Indicators
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flashed a“ Sell" signal and the Risk Indicator was
(substantially) above 2.0. The peak came in six
months, marking the end of the bull market aswell
asthe peak of Supercycle Five. The market subse-
guently crashed. The S& P 500 dropped 39 percent
until the next “Buy" Signal was given by the Diffu-
sion Index of Leading Indicatorsin February 2003

The Risk Indicator tracks supercycles in stocks by compar-
ing prices of stocksto real estate (house prices). A reading above
2.0indicatestimeswhen stocks are extremely high relativetoreal
estate. These are times when the risk is high and a supercycleis
approaching a zenith. Conversely, areading below 1.0 indicates
stock prices are extremely low relative to real estate. At these
times, the upward phase of a new supercycle is beginning. The
current reading stands at 1.59.

(which was the exact month that bear market low
point was reached). During that decline, most stocks
suffered greater losses. The NASDAQ dropped hearly
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 also 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 SupercycleFive
reached its peak and the Risk Indicator climbed above
2.0, the decline was severe after the September 1999
“Sell" 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-
fensivein 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 consistently outperform the market
averages (110% more profits than the S& P 500 since
1/1/2000). The chart below shows how Sound Advice
recommendations have performed over time versus
the S& P 500. SA

$65,000
$60,000 4
$55,000 4 .
$50,000 Sound Advice
$45,000 4
$40,000
$35,000 // Start Date
$30,000 /\ﬂ From j-/llzm
$25,000
$20,000 "\, From 1/1/2003
’ N~ S&P500 From 1/1/2006
$15,000
$10,000
Sncel-1-2000

Sound Advice versusthe S& P 500
An Investment of $25,000 becomes:

S& P500 Sound Advice*
Annual Annual  Advantage
Return Return  Over &P
$28108 16% | $59,229 12.0% $31,121
$45041 13.6% | $56,726 19.6% $11,685
$30,070 12.2% $33,757 20.9% $3,687

* These returns assume an equal amount isinvested in al Sound Advice Model
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 October 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 ToO:

(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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