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LEGG MASON VALUE TRUST’S BILL MILLER
CONVERSATION WITH A MONEY MASTER

“‘AIN'T ONLY THREE THINGS TO GAMBLING:’

THEY’RE ALL YOU NEED TO KNOW ABOUT INVESTING.”

Bill Miller is best known for Legg Mason Value Trust’s
unprecedented 15-year streak of beating the S&P 500. But
as we said in our last edition, what we find most fascinating
is just how consistent his fund’s margin of outperformance
has been — looking back over 3, 5, 10 and 15 years.

However, like many other mutual funds and managers
who emphasize buying high-quality/high-return businesses,

(continued on 'page 2)

CENTURY MANAGEMENT’S

ARNOLD VAN DEN BERG ET AL.

“TAKE MY WORD FOR IT. THESE STOCKS ARE CHEAP.
THEY HAVE ENORMOUS GROWTH POTENTIAL, TOO.”

Arnold Van Den Berg is used to overcoming the odds.
As a member of a Jewish family in Nazi-occupied Holland
living just down the street from Anne Frank, Van Den Berg
only survived (unlike 39 of 43 family members) thanks to
the good judgement of his late father, Hugo, who arranged
for a brave 19-year-old Dutch girl he knew was a member of
the Dutch resistance to smuggle both the three-year-old and
his older brother into a nearby orphanage.

(continued on page 8)

PFIZER’S HENRY MCKINNELL
“THE FOCUS IS ON OUR PATENT EXPIRATIONS TODAY.
LONGER TERM, IT’LL BE ON OUR NEW PRODUCTS.”

With many of the investors we follow buying Pfizer and
several of them talking about it and/or other pharma stocks
in this edition, we thought we should provide you with a bit
of perspective about what’s really going on at that company
and within the industry generally. So we figured who better
to provide that perspective than Chairman Hank McKinnell
and some of his associates. The excerpts which follow were

(continued on page 46)

OAKMARK FUNDS’ BILL NYGREN
“IT MAY BE DIFFERENT THIS TIME,
BUT THAT’S NOT THE WAY TO BET.”

For Bill Nygren, it's a case of déja vu all over again.
During the late 1990s, he warned about overvalued techs
for so long that “by the time our message was important and
accurate, much of our audience had lost patience with us.”
Having now been saying that high-quality businesses are
attractively priced relative to lower quality, more cyclical
companies for close to three years, he laments the fact that

(continued on page 55)
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Legg Mason Value Trust has underperformed the S&P 500
and its fund category year-to-date according to Morningstar
by 12.5% and 11.2%, respectively. So the fund’s streak of
outperforming the S&P 500 is once again in danger of
being snapped. (Yawn.)

A streak that doesn’t appear to be in danger of ending
anytime soon is that of our being intrigued and enlightened
by just about everything Miller has to say. We're pleased
to bring you our latest installment — which was excerpted
from an event at this year’s 50th anniversary Financial
Analysts Seminar, hosted by the CFA Society of Chicago,
held July 16th-21st in Evanston, Illinois.

We’d like to extend our thanks to the CFA Institute for
helping to make it possible for us to share it with you.
Perhaps the best advertisement that we can provide them
in return is to point out that the senior portfolio manager
in each of this edition’s features has a CFA — whether or
not he has an MBA or, for that matter, any formal
education related to finance at all.

The event, “Conversation with a Money Master”,
consisted of an extended conversation between Miller and
moderator Fred Speece of Speece Thorson Capital Group,
followed by answers to attendee questions. We hope that
you find these excerpts (which, incidentally, have been
lightly edited by Miller) as fascinating as we do.

IF YOU'RE A LONG-TERM INVESTOR, AT LEAST,
YOU CAN LEARN A LOT FROM MANAGEMENT.

You can learn a lot from management — over the long run.

Moderator: Some money managers don't talk to
management. But you find this a useful tool. Could you
tell us-how you do that and whether that’s an effective way
for you to add value?

Bill Miller: It's more effective the longer your time
horizon is — because in the short run, I don’t think that
you gain a lot by talking to management. Management’s
constrained by Reg. FD in the very short run. And in the
short run, you don’t have a context for understanding how
that particular CEO or CFO has behaved in the past —
again, if you're new to the thing and it’s in the short run.

I think if you've owned a company for 3, 5, 10 years
and had a lot of extensive contact with the management,
you can learn a lot from the nuances in the way in which
they answer questions, the way they think about strategy,
and so forth.

For example, we learned Amazon was playing offense.

Miller: I agree with Buffett totally when he says that
ignorance is not a virtue in our business. [He chuckles.]
So any source of knowledge, any source of information, is
useful as long as you understand its pluses and minuses.
What these companies do is try and put the best spin or
face on their situation. Rarely will managements tell you
how bad things are.

But you understand that going in. So you're really
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trying to understand how they think about the business
and how their views may have changed in recent years.

For example, a couple of years ago, Amazon was down
around $7-8 a share. And we were the biggest shareholder
— other than its chairman, Jeff Bezos. So one night at
dinner, I asked him, “Jeff, what kind of things are you
spending your time on these days?” And he said, “Oh, it’s
different from last year when I spent a huge amount of time
on our financial situation — on our cash flow. These days,
I'm spending it on the customer experience.”

I thought, “That’s really good.” What that told me was
that he was no longer worried about the way the business
was developing — the financial situation. To put it in
simple terms, he had been playing defense during the prior
12 months. Now he could switch from playing defense to
playing offense.

Well, the stock was telling you that they were still
playing defense. So that was really important information
as we thought about that investment.

NOBODY CARES ABOUT PFIZER RIGHT NOW.
TO US, IT SEEMS LIKE A PRETTY EASY ONE.

A less productive pipeline in pharma meant lower returns.
Moderator: Are there other kinds of things you want
to discover, where you're not going to leave until you learn
them? Do you basically interview them and look for
windows of insight — not inside information, but insight?

Miller: It's actually all about insight, but it’s about
long-term insight. So to take an example, Hank McKinnell
from Pfizer came in to see us. And he brought his entire
management team including their chief medical officer.
And we're not major shareholders of Pfizer. We have a
few-hundred-million-dollar position. It’s not one of our
really big positions.

But one of the things that he talked about was the
nature of the R&D pipeline in the pharmaceutical industry.
And the reason we’d been underweight pharma for years
was that we were aware of the fact that the marginal
productivity of that pipeline was in a steady fall for most of
the past 10 years. That was part of the reason why the
multiples contracted — because that, in essence, was a
window onto the future rates of return on marginal capital.

But there’s a lot of evidence now that it's turning up.

Miller: I asked, “What’s different about the business
— is there anything we should know? What is it that people
don’t understand?” And he said, “They don’t understand
that in the long cycle nature of an R&D pipeline, the
productivity of our R&D at the margin is turning up.”

Well, if that’s true, that’'s huge. So I said, “Well do
you have evidence for that?” And he said, “Absolutely.”
And he gave data on how many typical drugs that go into
Phase I make it to Phase II. It used to be that 40% in
Phase I made it to Phase II. Now almost 70% make it to
Phase II because of new drug discovery programs....

And then, subsequently, Pfizer reported, and they
actually raised guidance — which is really interesting,
because they sold off their consumer products division,
which was being valued more highly than their pharma
division. And when they reported, they raised guidance
moderately and referenced their pipeline. So there’s a lot

(continued on next page)
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of evidence now that it’s turning up.

Pfizer’s implied rate of return makes it pretty easy to buy.

Miller: Pfizer has the lowest P/E ratio of the big
pharmas — to take a simple metric. And now it has the
highest dividend yield — or certainly one of the highest
dividend yields. They've announced that they're going to
buy back $17 billion worth of stock. They didn’t disclose
exactly what they're doing with the dividend, but they gave
a strong indication that dividend growth would be at least
double digits.

So it’s like, OK, how much can the valuation degrade
from 13 times earnings — actually 12 times next year’s
earnings? Well, I think the answer is not much — especially
if the marginal productivity on capital is going up. And if
the dividend’s going to be growing at double digits starting
out from a 3.5% yield and the valuation doesn’t degrade,
that’s close to a 14% implied rate of return against an
implied market rate of return of, say, 7-8%. That seems
like a pretty easy one.

Now the problem is no one really cares about Pfizer
right now. It's performed crummy over the past few years.
So everyone says, “There’s no sense of urgency. Who cares?”
But for us, it’s all about implied rate of return relative to
the market — because that’s where we’d want to put more
capital now than we would otherwise.

Moderator: And the fact that they’re raising the
dividend is not a bad signal.

Miller: No. They've raised the dividend every year for
a generation — but the fact that they believe they can
continue to raise it starting out from an above-average
dividend yield...

John Neff has always been rational....

Miller: [Speaking of dividend yield,] when I first met
John Neff 25 years ago, we compared portfolios. And he
said, “Your portfolio looks pretty good, kid. But where’s
your yield? It looks like it’s below the market.”

And I said, “John, I know you like above-market yield,
but you know that an asset’s value doesn’t depend on how
it pays out its return, unless you believe that the market
systematically misvalues yield or you can allocate that
return to earn a rate of return higher than the market can.”

And he said, “Yeah, I believe both.” [Miller chuckles.]
So I said, “Well, that’s why you have a high yield in your
portfolio. That makes perfect sense then.” So John was
very rational even then.

Schering-Plough is fine. We just like Pfizer better.
Analyst: You mentioned Pfizer. And you talk about
management and meeting with management of companies.

(continued in next column)
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I happen to have a tremendous amount of respect for
Fred Hassan at Schering-Plough. And that’s something
that hasn't done very well recently. But I believe this man
can add so much value over time. I'm just curious as to
what you might think about that one?

Miller: We don’t own Schering-Plough, but we do have
a high regard for the CEO and what he’s done previously.
For us, it was a valuation call, not a management call....
Typically, what we want to do in any sector or industry...
Historically, concentration has paid — even though it
doesn’t pay as much right now. However, even for analysts’
training purposes, we want the analysts to collapse to what
they believe is the single best trade-off of risk and reward.

N

PORTFOLIO REPORTS estimates the following were
Legg Mason Value Trust’s largest equity purchases
during the 3 months ended 6/30/06:

1. AMERICAN INTL GROUP INC
2. GENERAL ELECTRIC CO

. TIME WARNER INC

. DELL INC

. PFIZER INC
HEWLETT-PACKARD CO

. YAHOO INC

. SYMANTEC CORP

. CAINC

© 0N W

o

So ideally, we only want to own one or two names in
any given group — not now, but historically. So if we own
Pfizer, we typically wouldn’t own Schering-Plough and
Merck and something else.

BECAUSE WE'RE LONG-TERM INVESTORS,
MANAGEMENT’S CAPITAL ALLOCATION IS KEY.

How companies allocate capital will determine our returns.
Moderator: Dividends and share repurchases are
tools that companies can use — they're also signals to their
shareholder and potential shareholders. Do you view them

as equally attractive?

Miller: We have a huge interest in how companies
allocate capital — because we're long-term investors. Our
turnover is 15-20% a year. So our time horizon is five, six,
seven years on average. And that’s a distribution across
things we've owned for 15-20 years and things that we've
owned for a year or two.

But broadly speaking, how companies allocate capital
is going to determine what our returns are going to be.
And as Buffett’s noted, if you're the CEO of a company,
and you earn 15% on equity and have a zero payout ratio,
if you're a CEO for five years, you're going to allocate about
half of the total equity capital that company has generated
in its history no matter how long that history is.

If you allocate it at a return above the cost of capital,
you'll create value. If you allocate it at a return below the
cost of capital, you'll destroy value. So how a management
allocates capital is critically important.

(continued on next page)
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With share repurchases, it's basically a matter of price.

Miller: So as to dividends and share repurchases, the
only thing we try to do with our companies is just inform
them of certain mathematical principles. For example, one
of the things we tell them is that if they pay a dividend, the
rate of return that their shareholders will earn on that
dividend on average is the market rate of return. It's paid
out to all of these different shareholders. Broadly speaking
they will reinvest it. And they will not earn an excess rate
of return. They’ll earn the market rate of return....

On the other hand, if you repurchase your shares at a
price below what the business is worth, then the
shareholders will earn an above-average rate of return —
because the business is worth the present value of future
free cash flows adjusted for risk, etc. So if the company’s
shares trade at a big discount to what they’re worth, they
should be repurchasing shares. If they trade at or above
what they're worth, they should be paying out dividends.
And that’s all that we try and make sure that they have in
' front of them....

DELL’'S PAST BUYBACKS MADE LITTLE SENSE,
BUT THEY MAKE PLENTY OF SENSE TODAY.

Dell’'s management has not covered itself with glory....

Analyst: A year ago, I was doing a lot of research on
Dell. At the time, it was selling at 17 times book.
Stockholders equity was going down every year. And not
that cash flow and income are the same — but basically,
Dell’s income was being used almost totally to buy back
shares. If I were a shareholder, and I'm not, I'd find that
very, very disconcerting.

So when you try and balance the dividend or the yield
versus what the company’s doing with the cash it
generates, how do you play that off?

Miller: Dell has not covered themselves with glory in
their share repurchase program during the past five years.
We owned Dell from 1995-ish up until early 2000. And
then it collapsed. So we bought a little bit back and then
sold it. And then we were only in it again recently.

But Dell has done what a lot of other tech companies
have done — and this was their error — which was to
systematically repurchase stock to “offset option dilution”.
Well, that’s idiotic — because what you're doing is

(continued in next column)
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effectively just a pure transfer from the public shareholders
to the management and employees. And usually, if you're
doing it that way, it’s without regard to the rate of return
that you're earning on that transfer.

So I'm not going to make any excuses for that use of
capital, which was far from optimal.

Michael Dell understands what this business is worth.

Miller: That’s different from what they're doing now.
So now, quite apart from the options thing, Dell bought
back 2-1/2% of their stock last quarter. And we value Dell
on our multifactor model at up to $40 a share.

So our view is that if you buy back stock at its current
price, you're earning big returns for the shareholders. And
it’s much better than a dividend at that level.

Also, when the company was buying back stock from
the late '90s up until a year or so ago, its founder and
chairman, Michael Dell, never bought a share. Well,
Michael’s now buying the stock personally. And it’s not
like he needs more exposure to Dell. [He chuckles.] So to
me, that’s a pretty good signal that this management
understands what this business is worth.

A simple test to determine whether buybacks make sense....

Miller: I'm not sure that I answered your question.
However, the wisdom of any share repurchase, in our view,
always begins with, “What’s the business worth? What's
the present value of its future free cash flows?”

If a company’s buying back shares below that value,
then its management is adding value. If they're buying
back shares above that value, then they're destroying value
— other things being equal.

WHILE WE LOOK THROUGH TO FREE CASH FLOW,
IT'S OBVIOUS THAT SOME INVESTORS DON'T....

We're basically looking at free cash flows.
Moderator: Is the quality of earnings something that
you work on hard?

Miller: We hope and trust that our analysts are
thinking carefully about the earnings our companies are
reporting and the quality of those earnings. We don’t have
any kind of a grid or any kind of a threshold with respect
to quality of earnings because basically — and this is both
a strength and a weakness, but... We tend not even to pay
much attention to earnings — because, again, to go back
to value, the value of the business is the present value of
the future free cash flows.

So we're basically looking at free cash flows. We're
looking at ’em normalized, we're looking at 'em reported —
we're looking at all that kind of stuff. So whatever the
company’s reported, whatever its accounting conventions
are, we look through those to its free cash flows. And
historically, I think that’s served us well over the years.

Sometimes we ignore reported earnings and others don't....

Miller: But it does have its downside — because in a
lot of cases, we will tend to underestimate historically the
impact of companies that kind of run fast and loose on the
accounting side.

(continued on next page)
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Some companies use gain-on-sale-accounting, for
example in finance.... We would say, “Well, we understand
gain on sale. So who cares? We can look through that and
convert it to portfolio accounting — we can make
adjustments, etc.” But guess what? Whenever companies
convert to portfolio accounting, stocks collapse. So we
finally learned after awhile that just because we can see
through it doesn’t mean that other people are thinking
about it the same way.

| DON'T HAVE ANY TRAINING IN FINANCE (CFA ASIDE).
BUT THAT'S PROBABLY OBVIOUS TO MOST PEOPLE.

I don't have any training in finance....

Moderator: In listening to your thought process, it
sounds like you rely heavily on your background in
psychology and philosophy as an analytical tool in the
investment business. Is that a fair characterization?

Miller: Yeah, but it's only because I don't have any...
I mean, everybody comes to the job with their own toolset,
right? So I don’t have an MBA. Idon’t have any training
in finance — which is probably obvious to most people
[chuckling] when they talk to me.

I do have a CFA — which is the only thing that I was
able to start with.

Moderator: That’s not a bad thing to have.
Miller: No, it’s great, it’s great. [He chortles.]

So if I invest philosophically, there’s a reason....

Miller: But my technical toolkit actually comes out of
analytic philosophy. That's what I bring to bear on the
process. And I've found it very useful. But again, that’s all
the tools that I have.

[Editor’s note: We find Miller’s humility in this regard
to be particularly striking since he’s always struck us as
being as facile and knowledgeable as anyone we know —
and, indeed, substantially more knowledgeable than most
— about the subtleties of finance theory.]

I think Charlie Munger has it right....

Miller: 1 have adopted what Charlie Munger says.
His view is if you have a basic grounding in Psychology 101,
Economics 101 — most of the various disciplines — and

(continued in next column)
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you can combine them properly, they can provide you with
all you need. Ido think that’s mostly right. So you don’t
need a great understanding of psychology. Psychology 101
works well....

GIVEN THE HEAVY INFLUENCE OF PRIVATE EQUITY,
LBO MODELS ARE A LITTLE MORE EFFECTIVE TODAY.

If a methodology has value, we'll use it.
Moderator: Do you have price targets? Is it the
dividend discount model?

Miller: Well, no, we use a multi-variate model. So we
use every valuation methodology known to anyone who's
ever done this.

Moderator: Do you use a coin flip?

Miller: If there’s any evidence at all that it has value,
we will use it. So it can be very simple historical
correlations. It can be DCF [Discounted Cash Flow]
models, DDM’s [Dividend Discount Models], LBO models...
LBO models actually are probably in the current world a
little more effective than some of the other models given
the short-term nature of the market and the heavy
influence of private equity. So we tend to put a little more
weight on that than we have historically.

Moderator: And that's an interesting point. Because
the private equity is so big and they're so active, they can’t
find enough private companies. So they're coming into
public markets. Is the spread traditionally between private
valuation and public narrowing?

Miller: It’s narrowing slowly....

Private equity activity tells you something about valuations.

Miller: Part of the reason private equity is so active is
that public market valuations are so attractive. At the
current financing rates, there are a lot of businesses...
When PETCO announced they'd be going private last week
at a 49% premium, it’s important to understand that the
private equity guys think that they're going to earn an
excess rate of return on that.

And so you can look at the Bronfman deal on music...
There’s all kinds of deals that have happened where the
private equity guys have picked these things off — and
even without taking ‘em public again have been able to
earn pretty good returns just by flipping 'em to other
private equity guys. So I think public market valuations
are really attractive — especially in the big-cap range.

HOW CAN YOU AVOID BUYING VALUE TRAPS?
REMEMBER THAT ALL VALUE RESIDES IN THE FUTURE.

Value traps result from wrongly extrapolating the past.
Moderator: For all of us value types, our biggest
enemy is time, patience, and the value trap. And you've
said that you average down relentlessly. How do you protect
your clients’ money against the value trap with that bias?

Miller: ...The nature of a value trap historically...
Almost every value trap is the result of people extrapolating

(continued on next page)
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past returns on capital and past valuations onto a
different situation today. So they say, “Oh, Toys “R” Us’
historic multiple was X. And now it's .8X — and so there’s
an opportunity here. Or “Look at what the pharmaceutical
companies did for the last 50 years. And now they're
cheap compared to that. So now they’re a good value.”

We don’t buy many value traps — and here’s why....

Miller: The problem is that in most value traps, the
fundamental economics of the business have deteriorated.
And the market’s gradually marking down the valuation of
those to reflect the fundamental economic deterioration.

So what we've tried to always focus on is, in essence,
what the future return on capital will be, not what the past
return on capital has been. What's our best guess at the
future return on capital and how the management can
allocate that capital in a competitive situation that is
dynamic so we can avoid in essence, those value traps?
We make a lot of other mistakes, [chuckling as he speaks]
but that one is not one that we make a whole lot.

Value traps are a reason why “hope” is a four-letter word.

Moderator: And part of that whole collage is where
you go from where you believe it's going to happen to
where you hope it’s going to happen — where that analyst
you depend on hasn’t picked up on that subtle transition.
How do you help them and yourself to avoid that?...

Miller: We pay close attention to the descriptions and
the semantics of the analysts. So when the word “hope”
starts to hop into things, it's very bad. We want, “I think”,
“I believe”, “I feel confident that” — as long as “confident”
follows “feel.” But when emotions start to creep into it...

“Hope” is definitely a deadly word — a very bad word.

ARE NEWSPAPERS A VALUE TRAP?
HERE’S EVERYTHING YOU NEED TO KNOW....

Newspapers’ decline is slow enough to explain away....
Moderator: One value trap comes to mind that’s
maybe earlier in the cycle than the pharmas are — namely,

the newspaper stocks. One of your sister organizations,
Private Capital, is a big owner in newspaper stocks.

What's your take on that business? Their valuations are at
the low end of their historic range. Is it cheap enough?

Miller: The newspapers look like a value trap — or at
least have appeared to be so over the past few years. Their
long-term economics are under attack on a variety of fronts.
The team at Private Capital knows these names as well as
anyone and has a fabulous long-term record, so it’s hard to
be too critical of them since we don’t yet know what ultimate
rate of return they’ll earn on their newspaper holdings.

Kodak is a name we own (they do, too, now by the way)
that is dealing with secular challenges brought on by
technology similar to those facing the newspapers. One
difference is that the move from film to digital is happening
so fast that Kodak has had to move very quickly. This has
been extremely challenging, but we think they’re over the
hump, and that the next few years will be much better

than the last few have been. The secular problems of
newspapers are unfolding more slowly. That gives them
more time to respond, but it’s also permitted many of them
to move too slowly, in my opinion.

All you need to know about the future of newspapers....
Miller: I was at a presentation on new and old media
a year or so ago at which Warren Buffett was also present.
He raised his hand and asked, “If the internet had been
invented first, do you think we’d have newspapers today?”

[Editor’s note: Is that a great question or what?]

Miller: After some pondering, the answer came back,
“No, I don’t think so.” And I recall Warren saying, “That’s
all you need to know about the future of newspapers.”

Sprint Nextel is cheaper — and it’s actually growing.

Miller: Meg Whitman at eBay told me some time ago
that their classified business was going really well — and
she pointed out how much easier it is to navigate
classifieds on the internet than it is via a newspaper.

And then there’s movies. I think movie ads represent
something like up to 10% of the ad revenue at some of the
major newspapers. How effective are they at driving traffic

PORTFOLIO REPORTS estimates the following were
Legg Mason Opportunity Trust’s largest equity
purchases during the 3 months ended 6/30/06:

. LEAR CORP

. KB HOME

. SPRINT NEXTEL CORP

- MITTAL STEEL CO NV CL A

. YAHOO INC

XM SATELLITE RADIO HLDGS CL A
. CENTEX CORP

. PULTE HOMES INC

. CAREER EDUCATION CORP

. LENNAR CORP CL A
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versus trailers on the net, for example? I think movie ads
in newspapers are likely to decline pretty significantly.
And I understand that Sony is looking at whether those ad
dollars are really necessary in a connected world. So the
challenges are endemic.

And many of the newspapers trade at 8-9 times
EBITDA or thereabouts, with declining circulation — and
declining or, at best, anemic organic revenue growth. So
why own them when you can buy Sprint Nextel at 5 times
EBITDA with subscribers growing? After all, it's a
subscription business just like newspapers.

U.S. MEGA-CAP STOCKS ARE VERY CHEAP.
WE LIKE EM FOR ANOTHER REASON, TOO.

U.S. mega-caps are very cheap.

Analyst: You seem to be relatively favorable — or, at
minimum, neutral — on the valuation of the large stocks,
whereas most of the other speakers today have portrayed a
somewhat bearish prospect for U.S. equities. And it seems

(continued on next page)
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that their bearishness is based more on a top-down basis
— that profit margins seem to be at all-time record highs.
Might I ask your view on the market?...

Miller: Our view is that reasoning from the macro to
the micro tends to be very dangerous. Margins are at
historic highs. I think it’s actually very interesting —
because when you go back and look at what profit margins
have been on a long-term basis, they are at historic highs,
but the trend is up.

GMO's Jeremy Grantham has this whole regression to
the mean thing. And I have a systematic problem with that
— because the mean is not a stationary item. It migrates.
So if you can identify the mean and think it's stationary,
then I'll buy it. However, I don’t necessarily believe that.

Let me put it this way — U.S. mega-cap stocks are
really cheap relative to U.S. small and mid-cap stocks on
an historic basis. They're also very cheap relative to their
returns on equity and their reinvestment rates. You can
see that, basically, reinvestment risk is what people are
worried about in those things.

But take Microsoft’s announced $40 billion buyback.
That will tend, I think, to assuage people’s concerns about
reinvestment risk. And because Microsoft is a bellwether,
a lot of other companies will probably follow their example.
So that's partly why we're quite bullish on U.S. mega-cap.

A predictor of high future returns — terrible past ones....

Miller: And we're bullish on it for another reason.
One of the markers, in my opinion, of a high future return
is where the worst rate of return has been during the
preceding five or six years. And it turns out that one of the
worst things that you could have owned during the last five
or six years has been U.S. mega-cap. Everything else —
small-cap, mid-cap, commodities, emerging or what have
you — has done great.

[Editor’s note: Of course, this method should work
well for any number of reasons: First, a group which has
lagged is likely to represent relatively attractive value.
Second, it's more likely than not to be characterized by
unfavorable investor sentiment — sentiment which should
at the very least tend to have much more room to improve
than to deteriorate further.

Also, because of the preceding reasons, as Robert Noel
used to tell us, it's less likely that capital will be flowing
into such areas — where it would fuel additional
competition and drive down future earnings and returns.
In fact, as Third Avenue’s Marty Whitman has told us
repeatedly, relatively efficient capital markets are even
likely to motivate and enable participants to unlock
relatively attractive values in those areas through a
combination of share buybacks and M&A activity.]

Miller: Meanwhile, U.S. mega-caps... Lots of people
criticize Home Depot’s Bob Nardelli or GE's Jeff Immelt.
But all of these stocks have been cut in half. And
meanwhile, their earnings have been doing fine. So I think
that’'s another marker of a likely high future return.

OUTSTANDING INVESTOR DIGEST
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THE MOST IMPORTANT ADVICE ABOUT INVESTING —

Bill Ruane’s most important advice about investing....
Moderator: Bill, this has been just phenomenal. We
really appreciate it. Do you have a silver bullet for us?

Miller: Well, back when I first got in the business, I
remember meeting with Bill Ruane, who sadly died last year
— he was Warren Buffett’s good buddy. And somebody
had asked Bill, “What would be the most important advice
you could give us about investing?” And Bill said to me,
“Yeah, I told the guy that if he were to read Ben Graham’s
books — Security Analysis and The Intelligent Investor —
and then he read all of Warren’s annual reports, if he really
understood what Graham and Buffett were saying, he'd
know everything that there is to know about investing.”

And I thought about what Ruane had said for a
number of years.

Ruane got it right, but Puggy Pearson got it more succinct.

Miller: Then I heard this comment from again, the
sadly, recently-deceased, two-time World Series of Poker
champion, Puggy Pearson, on gambling. And what Pearson
said was, “Ain’t only three things to gambling: (1), knowing
the 60/40 end of a proposition; (2), money management;
and (3), knowing yourself.

And when I saw what he said (and I actually talked to
him about it later) I said that actually is more succinct
than the lessons Bill Ruane pointed to from Ben Graham
and Warren Buffett — because that actually encompasses
everything that you really need to know about investing.

Puggy’s three rules tell you everything you need to know....

Miller: Here’s why I say that: Knowing the 60/40 end
of a proposition means knowing when the odds of your
investment being a successful one are in your favor.
However you compute them, the odds must be in your favor.

Then money management involves knowing how much
you commit to that position. Do you invest 1%, 5%, 10%?
If anybody hasn’t read the book Fortune’s Formula, I would
recommend it to you. It’s about Claude Shannon, J. L. Kelly
and the Kelly criteria — which is a far better way to think
about optimal position size than mean variance analysis,
in my personal opinion.

Finally, when Puggy says knowing yourself, what he
means is knowing how you react to adverse circumstances
— knowing your psychology. So I think those three rules
tell you everything that you need to know about how to
approach investing.

—OID

To learn more about
Legg Mason Capital Management,
you may contact:

LEGG MAsoN CAPITAL MANAGEMENT
100 LiGHT STREET
BartmMorg, MD 21202

(866) 410-5500
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After the war, his parents — who also beat the odds
by surviving Auschwitz — took their children to America
where they settled in East Los Angeles. Physically
underdeveloped as a result of several years of malnutrition
in the orphanage (he was barely able to walk at age 6)
young Arnie was an all-too-easy target in a neighborhood
where weak and skinny kids didn’t thrive.

Determined to change the equation, he decided that
he would try to overcome his physical shortcomings by
taking up rope climbing. In fact, he took up the sport with
such commitment that he set a record in the event —
climbing 20 feet in 3.5 seconds — a record which lasted
until the event was discontinued about 15 years later. And
he actually placed ninth in the national collegiate event —
while still in high school.

After high school, with no other formal education,
Arnie became a salesman at a local securities firm which
specialized in mutual funds. But he became upset with
how poorly those funds had performed in 1969 and 1970.
In order to understand why, he became an avid reader of
Ben Graham and a student of security analysis.

He soon decided he wanted to manage money. But
lacking the background or the credentials to enter the field,
he was stymied — until someone suggested that he apply
the same commitment that he’d applied to rope climbing
nearly 20 years earlier. Then and there, Van Den Berg
made the commitment that, however long it might take,
he’d begin his own advisory firm. And apply that same
commitment he did — converting his tiny studio apartment
into a research office, in the process moving everything out
except for his desk, his books, and his bed.

Well, so far, so good. During the past 31+ years,
clients of Van Den Berg have earned a compound return of
15.6% per year after all fees and expenses (before fees,
they've earned 17.1%) versus 13.5% and 12.4% per year for
the S&P 500 and the NASDAQ, respectively. By the way,
those figures include clients’ holdings in cash and bonds.
It turns out that the equities portion of his clients’ portfolio
during that same period have earned a remarkable 21.4%
compound annual return before fees and 19.9% after fees.
(All performance figures provided by Century Management
and, we understand, verified by Ernst & Young.)

We're pleased to bring you the following excerpts from
presentations at Century Management’s Client Conferences
which took place March 4th in Austin and March 25th in
Houston and the subsequent question and answer sessions,
followed by excerpts from conversations with Van Den Berg
and senior research analyst Tom Lewis. We never fail to
find Arnie’s insights and perspectives to be particularly
sharp and colorful, and hope that you will, too.

WE BELIEVE INTEREST RATES WILL REMAIN LOW
— AND WE SEE A GREAT OPPORTUNITY.

Interest rates are going to stay low and maybe go lower.
Arnold Van Den Berg: I'd like to just give you a brief
outline of what we're going to talk about today. The first

thing that we’re going to talk about is why we believe that
interest rates are going to be low, and could even go lower,
why inflation will stay low for quite a while, and why contrary
to what everybody believes, we believe the Fed’s primary
objective is to fight inflation, and that they're continuing a
stand of very, very close monitoring of that problem.

Large caps — an outstanding bargain and great opportunity.

Van Den Berg: Next, we're going to talk about why
we're buying large-cap stocks, and why we believe that
they represent an opportunity we haven't seen in many,
many years. In fact, we don’t remember a time since 1983
in which we've owned as many large-caps as we do today.
That was basically the beginning of this bull market. And
they've been going sideways now since 1999 or 2000 —
building up, getting lean and mean, and correcting some of
their accounting problems.

The result is that they're probably as cheap as we've
seen them in more than 20 years relative to interest rates
and inflation. And I believe that before this seminar is
over, you'll recognize, as we do, that these large-cap stocks
are truly an outstanding bargain and a great opportunity.

WE USED TO THINK THE BIGGEST RISK WAS INFLATION.
ON FURTHER REFLECTION/STUDY, WE NO LONGER DO.

In 2004, we thought our economy could go either way....

Van Den Berg: In 2004, the economy was coming out
of a recession. And for the first time in many, many years,
the Federal Reserve was very concerned about us
potentially going into a deflationary period....

The ball could have been tipped either way. If the
government had decided to print more money, we could
have headed into a period of higher inflation. If they kept
the money supply too tight, we could have entered a period
of deflation. So it was a very critical time. And we weren’t
sure which way the Federal Reserve was going to go.

And so we laid out the possibilities in our newsletter.

Van Den Berg: In our December, 2004 newsletter,
we described four very different, but possible scenarios.
And we told you what the stock market would do under
each of those scenarios.

We showed you what it would do under the best case
scenario of low inflation and low interest rates. We showed
you what it'd do in the event of deflation — in other words,
in a period of declining prices like Japan experienced over
the past 15 years. We showed you stagflation — which is
almost the worst of both worlds — where you have very low
real returns and very high inflation. And finally, we showed
you the worst of all worlds — which we hope we'll never see
here, because it's absolutely the worst economic scenario
that you can have — and that’s high rates of inflation.

Economists worried about deflation. We feared inflation.

Van Den Berg: In fact, at that time, Ben Bernanke,
who was not yet Federal Reserve Chairman, was working on
a study of the Japanese economy. That’s how concerned
they were about deflation....

But despite the fact that everybody was concerned
about deflation, we thought the most likely scenario was
higher inflation and higher interest rates....

(continued on next page)
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On further reflection and study, we changed our mind.

Van Den Berg: But six months later, when we really
studied the Fed and saw how they were fighting inflation —
watching the money supply, etc. — we changed our mind.
We concluded that for once the Fed would stay the course,
and keep the money supply tight, irrespective of the
consequences, and prevent inflation. And when we became
convinced of that, we started to purchase long-term bonds,
and began to build our models based on that scenario.

INFLATION IS ALWAYS WORTH WORRYING ABOUT.
CURRENCIES AREN'T THE ONLY THING IT DESTROYS.

We knew how serious a problem inflation could be.

Van Den Berg: And what was it that caused us to
change our mind? Well, first of all, we looked at history.
We knew that every time a government gets into problems,
it’s printed money. And that is so automatic that there are
very few exceptions. That’s how the Roman empire ended.
It expanded all over the world and spent well in excess of
its tax receipts. And they had to keep depreciating their
currency until their empire finally collapsed.

[Editor’s note: In fact, in For Good and Evil: The
Impact of Taxes on the Course of Civilization, Charles Adams
says that taxation became so oppressive by the later days
of the empire that Roman citizens welcomed the barbarians
— in effect, preferring to take a chance on the devils that
they didn’'t know over the devils they knew all too well.]

No society can function without a reputable currency.

Van Den Berg: Now the Romans didn’'t have a
Federal Reserve. What they did have were gold coins. So
they shaved the edges in order to produce more gold coins.
And therefore, the price of everything went up as more and
more coins were put into circulation. Then they switched
from gold to silver — and then from silver to base metals.
And by the time they went through this whole evolution of
depreciating their currency, the Roman empire completely
broke down. It could not function — no society can —
without a reputable currency.

And so this is the lesson that we've learned from
Roman times on: Any time a country has problems and
starts printing money, you have a complete disintegration
of the society.

So it’'s understandable why people worry about inflation.
Van Den Berg: With that in mind, I would like to

read you a quote from Diocletian in 310 AD in which he

talked about the situation in the Roman empire. He said,

(continued in next column)
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“Who is so hardened of heart and so untouched by a feeling
of humanity that he can be unaware, nay that he has not
noticed, that in the sale of wares which are exchanged in
the market, or dealt with in the daily business of the cities,
an exorbitant tendency in prices has spread to such an
extent that the unbridled desire of plundering is held in
check neither by abundance nor by seasons of plenty....”

Diocletian knew that to revive the Roman empire, he
had to have a stable currency. He tried to go back to gold,
but he wasn't successful because there wasn't enough gold
in the Roman empire. So everything crumbled.

So you can see why people are concerned about the
government printing money — and why every government
has done just that when their back was against the wall.

THOSE WHO EXPERIENCE HIGH INFLATION
KNOW JUST HOW SERIOUS IT CAN BE.

I got a taste of high inflation in Century’s earliest days.

Van Den Berg: Back when I started in this business,
in 1968, the annual inflation rate was running around 2%.
Several years later, it was running around 5%. And by the
time we started Century Management, in 1974, it had risen
to 10% and was completely out of control. When our
government decided to print money to take care of its
liabilities, the result was one of the greatest financial crises
in our history. It was a big, big problem.

The Dow dropped 40% — the average blue-chip stock
dropped 65% to 70% — and we were in the worst recession
that this country has had since the Great Depression. And
although it wasn’t a great time to start a business, it was a
wonderful time to buy stocks, because they were the
cheapest they’'d been since the Great Depression.

Back then, Franz Pick was sounding the alarm....

Van Den Berg: There was a currency expert at that
time named Franz Pick. I studied all of his books, I read
all of his newsletters, and I listened to his tapes. And he
was truly an incredible individual. He had studied every
currency you can imagine in the history of the world. He
would get up in his seminars and say, “This currency
became toilet paper. This currency became toilet paper.”
And he would take 350 years of currency history and show
how every one of them had declined to where they were
worth virtually nothing unless they were backed by gold.

It was at about that time that President Johnson was
trying to get the Great Society programs underway and
finance the Vietnam War at the same time. And he was in
the position, like most Presidents, where he didn’'t have
enough money to go around. So what they usually do is
start printing it.

And Franz Pick was just outraged about that. So in his
seminars, he would stand up and say, “This government is
printing money. We're going to have 10% to 12% inflation.
Your money is being depreciated. Therefore, if we stay on
this path, in a few years, your currency is going to wind up
being worth zilch. It isn’t going to be worth anything.”

As a young man, Pick had learned what inflation can do.
Van Den Berg: However, that didn’t seem to bother

the attendees. And so Pick said, “I can't believe that you're

just sitting here.” Finally one person got desperate enough

(continued on next page)
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to ask, “What can we do about it?”

So after thinking about it for a moment, he said in his
very heavy Austrian accent, “I don't understand vy there’s
no revolution in the streets. I don’t know vy ve don't take
these people, put them against the vall, and shoot them.”

The reason why he worried about inflation so much
was that he'd experienced that type of situation personally.
He would tell the story about how his father had worked
two jobs to save up enough money to send him to college —
and by the time he had saved enough money to send him
to college, it was only enough to buy a postage stamp.
That’s how bad the inflation had been.

THE FEDERAL RESERVE CAN DEBASE THE DOLLAR.
HOWEVER, FORTUNATELY, THEY KNOW THEY CAN.

The Federal Reserve can print as much money as it wishes.
Van Den Berg: So again, we have to be concerned
about inflation, because throughout history, every nation
whose currency has not been backed by gold has eventually
seen its currency collapse. And of course, the U.S.
abandoned the gold standard and its modified versions in
full in 1971 when President Nixon “closed the gold window.”
In other words, the dollar was no longer convertible into gold
at the U.S. Treasury. Therefore, the Federal Reserve has
the power, if they choose, to resort to the printing press. And
that’s always been on our minds. We monitor it very closely.

However, fortunately, they know it....

Van Den Berg: And just to show you that the present
Federal Reserve Chairman, Ben Bernanke, is aware of it,
too, I'm going to give you a quote from one of his speeches.
Bernanke said: “Like gold, U.S. dollars have value only to
the extent that they are strictly limited in supply. But the
U.S. government has a technology, called the printing press
(or, today, its electronic equivalent), that allows it to produce
as many U.S. dollars as it wishes at essentially no cost.”

So the Federal Reserve is aware that they have the
ability to create dollars at will.

The question is whether they're going to do it. And in
fairness to Chairman Bernanke, he said, “I don’t mean to
suggest that we're going to print dollars willy-nilly.” But in
a pinch, they could do that. And history’s shown that
when governments get into problems, that’s the course
they take. And when they do, it eventually causes their
whole economy to disintegrate along with their currency.

Today, many expect the Fed to take the easy way out.
Van Den Berg: Therefore, that's what people are
expecting today. Theyre expecting more inflation and
higher interest rates because they know the debt we have,
they know all the financial problems we have, they know
that it's important to keep the economy going, and they're
expecting the government to resort to the printing press.

THE PRINTING PRESS IS A THEORETICAL OPTION.
BUT IT'S AN OPTION THAT THE FED CAN’T USE.

Not only won’t they print, but they can’t....
Van Den Berg: Now, here’s why we believe that they
not only won’t do that, but that they can’t. And this is a

(continued on next page)
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very unusual situation. No nation in the world has ever
been in the position that America finds itself in today. And
here’s why I say that:

In the '70s, when the government was printing money
and the dollar started to depreciate, everybody sold dollars.
It caused a stock market crash, it caused the economy to
go into a terrible economic recession, it caused inflation,
and it didn’t solve one problem — because all it did was
create black markets in commodities, price controls, and a
host of regulatory problems.

Foreign investors have learned — as has the Fed....

Van Den Berg: All of the foreign bankers who held
American securities — stocks and bonds — got burned.
Can you imagine putting your money into America because
it was a safe country and watching your purchasing power
decline in value from $1 to 85¢? After awhile, you get the
idea that that’s not a good idea — and so you sell them off.
So that created panic in all of these markets.

That’s the time that we started Century Management.
And I can remember those days very well. There were
people who believed that we were at the end of our rope.

In fact, the Arabs threatened not to take dollars and instead
were going to begin requiring gold for payment of their oil.
So it was a real crisis for America.

But the Federal Reserve has learned, too. They know
that if they started to print too much money now, with the
whole world having learned this lesson and watching them,
even if they wanted to, it would be the worst thing that
they could do. And that’s because it would immediately
start a panic in the stock market, the currency market,
and the bond market — and it would cripple the economy.
So we’d be in worse shape....

So this is no longer an alternative. It's something that
the Federal Reserve can technically do, but it’s not
something they're going to do. And everything we're going
to show you today will show you they're not doing that.

Here’s another reason why the printing press is out....

Van Den Berg: Here’s one of the reasons why they
can’t do it. Take a look at the consumer debt chart.
(See CHART 1.)

As you can see, consumers are hocked up to their ears
in debt. Over the past 60 years, the average level of
consumer debt to GDP has been about 47%. Today, it’s
about 87%. And what is truly astounding is that it was 65%
as recently as June 30, 1998.

Thus, U.S. consumers have continued to borrow
against their homes and to use every conceivable technique
to maintain their standard of living. So if the government
were going to start printing and raise interest rates, every
1% increase on $11 trillion of debt would increase the cost
to the consumer by $100 billion, and result in widespread
bankruptcies, defaults and so on. Therefore, among other

(continued on next page)
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things, it would cause a recession. So the government
can’t print — because it would raise interest rates and
cripple the consumer.

Higher interest rates would hurt many consumers.

Van Den Berg: And let me give you an idea of the
consumer situation. The net worth of the bottom 40% of
the U.S. population — that’s 45 million households, or
about 119 million people — only account for about 1% of
the country’s wealth, which means they basically don’t
own anything.

The next 20% of the population account for 5% of the
country’s wealth. So there you have 60% of the people
with very few assets, yet most still have debt. So all it takes
is for their costs to go up a little bit, and they are really in
deep trouble.

So the worst thing the government could do right now
would be to raise interest rates — because that burden on
60% of our population would tip us into a recession....

And it would raise the interest cost on the national debt.

Van Den Berg: And then, when you look at the
government debt of $7-1/2 trillion, if they were to raise
interest rates 1%, that would be another $70 billion deficit
on the budget. So it’s not in the government’s interest to
create higher inflation. And that's why they have gone to
such great effort to keep inflation and interest rates down
— because that’s the only way we’ll be able to work out of
this situation and keep the dollar strong.

OUTSTANDING INVESTOR DIGEST

The bottom line of all this printing history, irrespective
of what happened in Rome and in all of the civilizations
after that time: No country has ever been in this position
with their back against the wall, where printing money
would absolutely cause the worst type of situation.

BECAUSE THE MONEY SUPPLY’S BEEN TIGHT,
WE EXPECT INFLATION TO REMAIN LOW.

Note the correlation between money supply and inflation.

Van Den Berg: Now let’s move on to the next chart —
which is the PCE [Personal Consumption Expenditure]
price deflator. It's one of the things that the Federal Reserve
watches to monitor inflation. It's similar to the CPL
However, unlike the CPI, it adjusts for buying patterns.
For example, if the price of oil goes up and people start
converting to other types of energy, then it factors in the
price of whatever they convert to. Similarly, if the price of
beef goes too high and people start substituting less
expensive alternatives, it adjusts for that. (See CHART 2.)

The line on the bottom represents changes in money
supply as measured by M2. So it basically tells you how
much the government is utilizing its printing press.

During the 1970s, high M2 growth led to high inflation.

Van Den Berg: Notice how that line moved up during
the "70s. And look what happened to inflation as shown in
the top chart. The first bump was in the '70s. We printed
more — and look what happened to inflation.

Then inflation came down a bit. And in *74, we went
into a recession, the Fed pumped up the money supply
again, and back we went into a period of high inflation.

So every time we increase the money supply too fast,

(continued on next page)
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we have inflation; whereas when the money supply grows
slowly and the dollar goes higher, you have lower inflation.

Then, under Volcker, low M2 growth led to low inflation.

Van Den Berg: What happened is that things got out
of control. So they brought in Paul Volcker. And Volcker
was a man who took a stand. He was a man of principles.
He said the only way that America can survive is if we have
a strong currency and earn back the respect from the rest
of the world that we lost in the late '70s.

So he made a commitment that irrespective of the cost,
he would drive down inflation. And he said, “Anybody that
bets against us is going to lose. Inflation is going to come
down. We're going to have recessions, and we're going to
have defaults — but we have to pay the price to restore the
credibility of the U.S. dollar.”

And note that for the next 13 years, the money supply
kept going back down and down and down. And if you look
at the top chart, you see how inflation went down along
with it.

In the 1990s, instead of inflation, we got the Tech Bubble.

Van Den Berg: There was only one exception to that
— and that was with Chairman Greenspan in the '90s.
Because of the Asian crisis, there was a lot of debt being
defaulted on in the Asian countries — and their stock
markets were panicking. And at the same time, we had an
academic experiment by a bunch of professors who started
a hedge fund, Long Term Capital Management, that had an
incredible reputation. They had two Nobel Prize winners
and Ph.D.s as far as the eye could see.

And they thought that all of these wonderful programs
that they taught their students in the classroom would just
make gobs of money in the real world. But they hadn’t
been tested in the real world. They worked great in the
classroom, but they didn’t work so well in the marketplace.

They had $1 trillion leveraged out there. And then
they started defaulting. What happened is that some of
their theories were tested by the merciless frictions of life.
And they proved to be somewhat wanting.

Anyway, here was Federal Reserve Chairman
Greenspan facing an Asian economic crisis and $1 trillion
worth of debts floating around — and he chose to print.
And so there again, up went the money supply....

One unfortunate thing: If he hadn’t printed, and thus
kept that bubble going, we might not have had the bubble
in the stock market that we did.

But once again, the Fed learned....

Van Den Berg: I'm speaking in hindsight now, so it’s
not a criticism of the Fed. But if you look at it, if they had
stood firm and let Long-Term Capital default — like they
should have — and kept that money supply steady, it might
not have spilled into the stock market, and we might not
have had quite the technology bubble we did. Those stocks
wouldn’t have gone as high as they did, but they wouldn’t
have gone as low either.

But the Fed realized that later. And shortly afterwards,
as you can see in this next chart, while the money supply

went up until 2000, after that, they've been grinding it down
and down and down ever since. As you can see in the
lower chart, the money supply as measured by M2 has
basically been trending down since 2001. (See CHART 3.)

And a tight money policy today means low inflation ahead.

Van Den Berg: And that is very good news for the
future — because there is a time lag between growth in M2
and the resulting inflation. Therefore, the inflation we are
experiencing today is the inflation caused by the aggressive
expansion of the money supply in 2000 and 2001.

From May 31, 2000 through September 30, 2001, the
M2 money supply grew at an annualized rate of nearly 9.5%.
To put this in perspective, since 2003, M2 has only grown at
an annualized rate of about 4.5% — and the 47-year average
has been just under 6.6%. The reason we have inflation
today at 2%, as measured by the PCE, is due to the time lag
that typically occurs from the time that money is printed
until it works its way into the economy. In other words,
the money has now been fully integrated into the economy.

Over the past three years, the Fed's been withdrawing
reserves from the economy, thus creating a tight money
supply. So we would expect that after the normal lag time
occurs, we should begin to see lower inflation.

UNLESS THERE’S ALSO A LOOSE MONEY SUPPLY,
HIGHER COMMODITY PRICES AREN'T INFLATIONARY.

Commodity prices are running wild? I don’t think so....

Van Den Berg: Now here is one of the most important
things that I can tell you: People see commodity prices
going up, and they say, “Oh, there’s going to be inflation”.

Well, let me point out a couple of things. First of all,
in 1980, the Commodity Research Bureau Index was
around 249 — and it hasn’t gone anywhere for 23 years.
It’s only up about 1/2 of 1% a year when annualized.

So while commodity prices have doubled during the
last couple of years, that just represents a catch up from
this low, low commodity inflation that we’ve had in the past
23 years — and it’s nothing to be concerned about.

And higher commodity prices aren’t necessarily inflationary.

Van Den Berg: Let me give you the most important
thing that you need to understand as you listen to the
news media about commodities. They always say that
commodity prices are running wild — and therefore, we're
going to have inflation.

Well, that inflation fear is founded on the fear that the
Fed is going to continue to print. But I've just shown you
that they’re not. So if youre on a $3,000 a month budget,
and the price you pay for gas goes up, but you don’'t make
any more money, what are you going to do? You'll either
cut back on your gas purchases, or you'll pay more for gas
and spend less on some other things. For example, you
might not spend as much on entertainment and clothing.

So as long as no more money is being printed, prices
will even themselves out. If the price of oil goes higher, the
prices of some other things will go lower — because there’ll
be less money available for them. So it will equal out.

In fact, without a loose money supply, they're not.
Van Den Berg: The only time rising commodity prices

(continued on next page)
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lead to inflation is if they’re also printing money — and
they're not doing that today. So the difference between
today and the '70s is that they were printing money then —
and they’re not today.

Back in the '70s, when commodity prices went up,
people demanded higher wages, and interest rates rose.
Basically, the price of everything went up in a vicious cycle.
But today, they're holding the reins tight. Therefore, even
though commodity prices are going up, they'll eventually go
down if the Fed doesn’t make more money available.

That said, I do understand why some people see inflation.

Van Den Berg: And I was debating this point with a
very good friend of mine — a very sophisticated guy who
talks to other very sophisticated people about the economy
all day long. And my friend was telling me about this
editor at Forbes who keeps talking about high inflation and
how the government is printing money.

And I said, “That reminds me of a guy who was
interviewing a football player. He asked, ‘Do you guys prefer
to play on grass or Astroturf?”” And the football player said,
‘Tdon’t know. I've never smoked Astroturf.’ ”

So my friend asked, “What does that have to do with
inflation?” I said, “If this editor can look at these charts
— for wages, for the money supply, and for commodities —
and see inflation, then he must be smoking something.
And I don't think it's Astroturf.”

If you don’t print money, you're not going to have inflation.
Van Den Berg: Here is the way that inflation starts.

It cannot start without the government printing money.

That is the first requisite step. If you don’t print money,

CHART 4
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you're not going to have inflation. But once you print money,
then it goes into commodities and commodities shoot up.

Then, as commodities go up, and the cost of goods
that utilize those commodities goes up, people see their
money depreciating. Therefore, they go to their unions and
their bosses and they say, “Hey, my money depreciated 5%.
I want a 5% raise.”

So now you've got the prices of commodities going up,
you've got interest rates going up, you've got wages going
up, and you've got a cycle that's out of control.

But if you don’t make that money available, then
commodity prices can run up, but the overall price level will
eventually even out and price stability will reign.

IF YOU PUT THEM IN THE PROPER PERSPECTIVE,
YOU SEE COMMODITY PRICES HAVE BEEN PRETTY TAME.

This next chart is compliments of Dr. Wayne Angell.

Van Den Berg: Now let’s look at this next chart,
because this is truly a revealing chart. And it should give
all of you who are worried about inflation a lot of peace —
because it shows that this commodity bull market is
already slowing down. (See CHART 4.)

By the way, this is not a chart that we worked up. So
I want to be sure to give credit for it to Dr. Wayne Angell.
Dr. Angell is a Ph.D. in economics who served on the
Federal Reserve Board from 1986 to 1994.

This gentleman was one of the lone voices and the
strong believers — along with Paul Volcker — in a strong
currency, low inflation, and the integrity of the currency.
And I've always admired him for his outspoken ways.

When you read the Federal Reserve’s comments, you
tend to get a little bit of this and a little of that. So after
you read it all, you wonder, “What the hell did they say?!”
But Wayne Angell always spoke with clarity and conviction.

It’s very simple, but very effective....

Van Den Berg: So when we were struggling with how
to resolve our inflation outlook, I had an individual from
our staff track Dr. Angell down. we had a long conversation,
and I'm pleased to inform you that he’s now a consultant
to our company.

So when I called him last month before our seminar
and we were talking about commodity prices, I told him,
“I'd really like to use your charts to help our clients
understand why we are not worried about inflation”. And
he gave us permission to use them. This is what he uses
to monitor commodities. And it’s such a simple approach,
but it’s so effective.

Commodity price increases are factored in one time only.

Van Den Berg: Most people, when they're looking at
commodities, are looking at the fact that the prices are
going up. But that doesn't tell you what future inflation is
going to be. For example, if the price of oil goes from $30 to
$65, then energy costs are going to go up in your budget.
Right? However, if it's now at $65, and it stays at $65,
then next year, there’s no gain. So this commodity increase
is already in the price of the commodity. It's already in the
inflation rate — and the inflation figure as measured by the
PCE Core Price Deflator is still less than 2%.

So here is this huge run-up in commodities. It’s

(continued on next page)
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already in that inflation calculation. And now we're going
forward.

Is this commodity cycle over?

Van Den Berg: So what Dr. Angell does is take the
price of 21 commodities from last year, and compare it to
prices the next year. And look what’s happening:

In 2003, it peaked out. And for the most part, it’s
been going down. This is a chart as of March of 2006.
And as you can see, it’s almost at the zero line right now.

In the latest chart that we have, which is 23 days
later, it’s actually even a little lower. So when I called him,
I asked him, “Are you ready now to announce that this
commodity cycle is over?” And he said, “I'm not ready to
give it a Hallelujah yet, but it’s coming very close.”

So we are monitoring the money supply and
commodity prices. But what these charts show is that the
money supply hasn’t been going up, and commodity prices
are coming down.

THERE’S NO EVIDENCE OF INFLATION,
BUT WE’LL REMAIN DILIGENT....

Nothing is more sensitive to inflation than wages.

Van Den Berg: And now I'm going to give you the
most important evidence of all — and that is wages.
There’s nothing more sensitive to inflation than wages.

You may remember how back in the 1970s, the unions had
tremendous control over the economy. Why? It was
because inflation was going up at 10% a year — and it took
a strong union to convince employers to increase those
wages the same 10% a year. Well, you can imagine what
happens to corporate profits if your costs are going up —

o
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including your wages — at 10% a year.

So the real test of whether or not we're going to have
inflation is in wages — because everybody is very sensitive to
the fact that they've got a very good argument with their
employer that if inflation is going up 5%, they should get a
5% raise just to stay even. And as you can see in this chart,
in the last five years, there literally has not been any
increase in wages after inflation. (See CHART 5.)

There’s no evidence of inflation. But we'll stay vigilant.

Van Den Berg: So you've now seen evidence that the
rate of growth in the money supply has been very tame,
that the money supply’s been very tight, that commodity
prices are cooling down because of that lack of growth in
the money supply, and, finally, that over the last five years,
real wages have remained stable. If these things stay in
place, we're going to have low inflation and low interest
rates into the future. Changes in any one of these things
will alert us to the fact that the Fed is starting to print.

And now I'm going to give you the easiest way to
monitor it — it’s just one simple indicator. All you have to
do is watch the U.S. dollar. People who monitor inflation,
who are experts about the money supply, the economy and
so forth, say that the ultimate test of a currency — whether
it’s acceptable and has credibility — is whether it remains
stable. And the U.S. dollar’s been very stable for two years.
It ran up a little more than it should have, and came down
since. However, the U.S. dollar has been extremely stable
over the last couple of years. So there’s your proof.

So we've now gone through all of the indicators. And
there’s no evidence that the Fed is departing from its
vigilant stance. If they stick with it, which all of the
evidence indicates they're doing, we're going to have low
interest rates and low inflation.

So I hope I've convinced you that our evidence of a low
inflation/ low interest rate environment is holding up.

ONE OF THE GREATEST OPPORTUNITIES
THAT WE'VE SEEN IN A LONG TIME....

We're in a very unusual situation today....

Van Den Berg: An environment of low inflation and
low interest rates is great for long-term bonds. Today, we
believe those bonds have the ability to appreciate between
15% and 25% — which is not exactly a conservative return.
And the big-cap stocks, which we're going to talk about
next, are going to be the greatest beneficiaries — because
their multiples are going to expand.

Mind you, our discipline doesn’t tie us to any particular
market category. We buy small-caps, mid-caps, and large-
cap stocks. However, the problem is that most of the time,
the great companies aren’t cheap — because they're the
ones everybody wants and follows. And therefore, they're
rarely available at bargain prices. But this is a most
unusual situation. And I'll explain why, but let me give
you some history first.

In 2000, the opportunity was in small-cap stocks....
Van Den Berg: In the year 2000, small-cap stocks
(the 300 smallest stocks in the Russell 3000) were

(continued on next page)
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incredibly undervalued. Those are your smaller, less
seasoned companies. And they tend to have less seasoned,
less sophisticated managements, accounting and so on.
They include a lot of good companies — simply not as good
as the créme de la créme.

And these small-cap stocks normally trade at a 15%
discount to the large-caps. But in 2000, they were actually
trading at a discount of 55%. Why? It was because
everybody was chasing the big technology stocks — and
nobody cared about these small manufacturing companies.
They called 'em the “old economy” stocks — and they were
out of fashion.

Small-cap stocks were trading at only 11.4 times
earnings in 2000. So these stocks were incredibly cheap.
But look what’s happened since. Today, small-cap stocks
are trading at 26.1 times earnings. So the reason why
we've been selling nearly all of our small-cap stocks is that
they continue to meet our price objectives.

One of the greatest opportunities we've seen in a long time.

OUTSTANDING INVESTOR DIGEST

thrown a dart. You didn’t have to be too smart — because
you were buying them at 75% below their intrinsic value.

However, naturally, because these small-cap stocks
were so cheap, their prices subsequently went up and up
until psychology kicked in the other way. People began
attributing valuations to small-cap stocks they didn’t
deserve. They thought, “Look how much better small-cap
stocks have performed than large-cap stocks. We want to
own them.” And they kept going up until, by 1983, they
got way overvalued.

[Editor’s note: According to Ibbotson Associates,
during the six-year period from January 1, 1984 through
December 31, 1989, small company stocks returned 7.3%
on average versus 17.9% for the S&P 500.]

Van Den Berg: And in 1990, they got blistered again.
Despite the fact that interest rates went from 11% to 8% —
which suggests their prices should have gone up —
small-caps fell to 8.6 times earnings while large-caps rose.
Now there is an example of a recession sobering people up.

[Editor’s note: Again, according to Ibbotson Associates,
small company stocks returned 24.5% on average for the
subsequent five years versus 16.6% for the S&P 500.]

Today, we have a rare opportunity....

Van Den Berg: And meanwhile, we've been moving
into these bigger company stocks because they’re so cheap.
In fact, we believe this is one of the greatest opportunities
that we've seen in a long time.

This is an unbelievable phenomenon. It's kind of like
if you went to the best part of town and could buy a house
for less than you could in the worst part of town.... In the
stock market, most people don't understand value. And
there are a lot of people who are buying stocks for reasons
other than value. Therefore, you wind up with these
valuation discrepancies.

And that’s what’s happening in the stock market
today. Large-cap stocks (the 300 largest stocks in the
Russell 3000) had an average P/E multiple of 25.5 in 2000.
At that price, they were 35% overvalued relative to interest
rates. And one confirmation of that point is that their P/Es
have since dropped 27%. Today, the large-caps sell at only
18.6 times earnings. Isn’t that hard to imagine?

So homes in the best neighborhood are selling for less
than homes in the worst neighborhood. And while we can
argue about what theyre worth, relative to each other, the
difference is dramatic.

Do you notice a pattern here?

Van Den Berg: Consider what happened between
1983 and 1990. In 1983, small-cap stocks — the stock
market equivalent of homes in the worst neighborhood —
were selling for more than large-cap stocks. They were
selling at 17 times earnings, while large-cap stocks were
selling at only 12.8 times earnings.

That was an amazing phenomenon — and I want to
explain to you why that happened. Any time that things in
the stock market get out of kilter, it’s due to psychology.
By contrast, in 1974, the small-caps got so blistered and
beat up that they got to a discount that was unbelievable.
I remember having 30 companies lined up — every one of
them selling at P/Es of 6-1/2, 6, even 5 times earnings —
and I was agonizing over which ones to buy. But looking
back, it wouldn’t have mattered what I bought. I could've

Van Den Berg: Similarly, today, the average P/E of
the biggest of big-cap stocks has fallen from 25.5 to 18.6.
But that’s not the whole story. And here’s why I say that:
Since 2000, the yield on the 10-year Treasury has declined
from an average of 6.03% to 4.29%. So the average P/E
should actually be higher.

However, there’s always a psychological reason why
valuations temporarily get out of line — and this time is no
different. Only in the stock market does the best
merchandise occasionally sell cheaper than the lower-grade
merchandise. And it just so happens that we're at one of
those points in history right now.

In fact, I'd say that such an opportunity only comes
along about once every 10 or 12 years — in fact, it may
come along only once every 20 years. It's very, very rare....

If you don’t believe me, just look at BusinessWeelk.

Van Den Berg: Incidentally, if you'd like to have some
psychological confirmation that what I'm saying is correct,
there’s an article in the March 13th BusinessWeek entitled:
“Are large-cap returns really due to pull ahead? Don’t bet
on it.” Well, we are betting on it — in part because
BusinessWeek has now given us a confirmation. They are
truly a wonderful contrary indicator. Here’s BusinessWeel
telling people to stick with small-cap stocks — because
they've got the greatest future. And that’s the problem.
When you look at your investments through a rear-view
mirror, you see what happened in the past, but you don’t
see the oncoming truck that you'd see if you were looking
through your windshield. So we look through the
windshield, not the rear-view mirror, to get investment ideas.

But that’s the way we use BusinessWeek. We take all
their covers and say, “This is what BusinessWeek says.
What's the best way to do the opposite?” And then we start
researching that area — and invariably, we find some very
good leads....

(continued on next page)
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AFTER MANIAS, YOU CAN FIND GREAT VALUES.
IT'S THE MOST AMAZING THING I'VE EVER SEEN.

John Kenneth Galbraith had it right....
Van Den Berg: Anyway, there’s a psychological

explanation of why these extraordinary divergences happen.

I'll start by reading a quote by John Kenneth Galbraith:
“There is nothing unique about the Crash of '29. It is
something that happens about every 20 to 30 years,
because that is the length of the financial memory. It is
about the length of time needed for a new set of suckers to
come in and imagine that they have a new and wonderful
fix on the future.”

Here’s what happened in the 1949-1972 bull market.
And once we show you that and what happened to the
psychology of investors, you're going to understand exactly
why these big-cap stocks are so cheap.

First, a bull market; then a mania; then a bad hangover....
Van Den Berg: After World War II, consumers were
flush with cash. That's because during the war, they
didn’t have a chance to spend all the money they were
making — because they were all either working or fighting.
So they built up this mammoth cash position. And then,
all of a sudden, the war was over — and all these
consumer products came out, which created one of the
biggest bull markets in stock market history. It was truly
one of the great bull markets — probably one of the three
biggest bull markets in American history, along with those

that ended in 1929 and 2000.

And these consumer stocks — like Procter & Gamble,
Coca-Cola, McDonald's, and IBM — just became darlings.
People decided these companies were “one-decision stocks”
— all you had to do was buy ’em and hold ‘'em. And this
was true for 20 years. They were called the “Nifty-Fifty”.

Well, what happened? Like all manias, it builds — and
it goes higher, and higher, and higher. Soon, valuations lose
touch with reality. People start buying these companies
because they’re going up, not because they're great values.
And then something happens, and the bubble bursts —
and the result is a terrible, terrible hangover.

After manias, you can find extraordinary values.

Van Den Berg: I want to show you two things in this
next chart that I hope you'll remember. (See CHART 6.)

First, after the 1973-74 crash, the market went
sideways for eight years. This is when it worked off the
overvaluation. This is when the pain heals. And it's when
companies become lean and mean. It’s after this period
that you're able to find extraordinary values. And that’s
exactly what happened after the 1973-74 crash. After an
eight-year consolidation, we had the next bull market....

And if you look ahead in the chart, you'll see that
we've now been in a six-year consolidation period since the
bull market that ended in 2000. I'll come back to that, but
I'd like you to take note of that right now.

Nifty-Fifty stocks suffered an average decline of 65.8%.
Van Den Berg: And what happened following the
1973-74 bear market is truly the most amazing thing that
I've ever seen or experienced. For two straight years, these
major companies got pummeled, and pummeled, and

(continued on next page)
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pummeled. On average, they dropped 65%. And they were
the créeme de la créeme.

How did it happen that the world’s greatest companies
took such a dramatic hit? Well, one of the reasons — and
the most important reason — was we had high inflation
and high interest rates. And as we all know, a bond trades
inversely to interest rates — and so do stocks. Therefore,
the higher the interest rates, the more stocks have to go
down in order to be attractive relative to their competition.

On average, these stocks suffered a decline of 65.8%
— and it took them an average of 12 years just to get back
to their 1972/73 highs....

AFTER THE MANIA AND THE CONSOLIDATION,
COCA-COLA SHOT UP LIKE A CORK FROM A BOTTLE.

Even Coca-Cola was still down 60% eight years later.

Van Den Berg: This next one is my all-time favorite.
It's a classic example. This is without a doubt one of the
greatest companies in the history of the world. In fact,
I'd say that there’s only one other company that rivals it —
and we're going to talk about that company in a bit.

But Coca-Cola went public in 1919 and had growth of
15% per year from 1919 until 1972. No other company had
ever grown that consistently for that long. So, naturally, it
was the darling of that era. And look what happened. It
went from $75 in '73 to $22 during the '73/°74 bear market
— and it was still trading at only $30 eight years later in 82.
Just think about that — you could have still bought it for
$30 eight years later.

And it's not like the company was standing still....

Van Den Berg: And it gets better. Just listen to
these numbers — because I think that they explain why
we're so excited about the companies we're buying today.
From its 1973 peak to its 1981 low, Coca-Cola’s stock went
from 875 to $30.50. That’s a 59% drop in the stock price.

But the company wasn’t exactly standing still during
those eight years. During that time, Coca-Cola’s sales
went from $17.94 per share to $47.64 — which is an
increase of 166%. Its earnings per share went from $1.80
to $3.62 — an increase of over 100%. And its dividend
went from 90¢ to $2.32 — a 158% increase. Meanwhile,
its P/E went from 42 to 8 — which is a decline of 80%.
Just think about that. This company’s earnings per share
rose 101% and its sales per share rose 166% — and yet,
eight years later, its stock was 59% lower.

It wasn’t about investment fundamentals, but psychology.

Van Den Berg: Why does that happen? Why would
people not rush back into Coca-Cola when it was trading at
less than half the price and the sales and earnings had
doubled or more?

Well, part of the answer is that once people get
burned by something, they don’t want to hear about it.
How many of you want to hear about technology stocks?
You don’t now, but you will in a couple of years. It’s been
about six years since the technology bubble burst. So in a
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couple of years, you'll be ready to go again — because
enough of the pain will have healed, and their earnings will
have doubled. And once their earnings have doubled,
you’ll start getting interested in ’em again.

So this is not an unusual case. In fact, I could show
you 20 examples like that, although I'm only going to show
you two. But then I'm going to show you some examples in
today’s market exactly like these two.

Finally, the stock price shoots up like a cork from a bottle.

Van Den Berg: But first, let me show you what
happened after that consolidation period. Coca-Cola’s
split-adjusted average price between ‘72 and '82 was 81¢.
That was the average price of Coca-Cola stock during the
10-year period after its stock had dropped 59% and its
sales and earnings had risen 166% and 101%, respectively.

And look what happened to Coca-Cola’s stock price in
the next two decades. It was up about 66 times. And
we're only taking its average price in that 10-year period.
We're also only using $53.51 as our sale price — not its
peak price of $77.73. So we're being very conservative
when we say that for every $1,000 you would've invested in
Coca-Cola during that period, you would have wound up
with $66,000. That's a compound annual return in excess
of 19% per year.

Once a major company’s stock has been pummeled,
and then it goes sideways for years, and its sales and
earnings continue to build up, eventually, the stock price
has to shoot up — like a cork out of a bottle. That’s exactly
what happened with Coca-Cola’s stock....

THERE WAS THE SAME PATTERN WITH GE
— AND THE SAME STELLAR RETURNS.

We saw the exact same pattern with General Electric....

Van Den Berg: Let’s just take a look at one more —
and that’s General Electric. General Electric’s stock hit a
peak of $37.90 in 1973. In 1981, it got as low as $25.60.
So nearly 8 years later, its stock was still down 32%.
Meanwhile, its sales per share went from $31.77 to $59.80
— which is an increase of 88%. Its earnings per share
went from $1.61 to $3.63 — which is an increase of 125%.
Its dividend went from 75¢ to $1.58 — an increase of
111%. And its P/E declined 70% — from 24 to 7.

So here’s the exact same pattern as Coca-Cola....

And your returns in GE would've been equally eye popping.

Van Den Berg: They go down, they consolidate, they
heal themselves, they get lean and mean, they grow their
sales, they grow their earnings, and boom — the stock
takes off. And that’s what happened with General Electric.
Over the next 20 years, its stock gave you a compound
annual return of 19.76% per year — from an average price
of 47¢ per share split-adjusted all the way up to $35.60.
So it was up over 75 times.

And I'm only using $35.60 as the sell target — whereas
it actually reached a peak of $53. If I used the $53 price,
the result would have been a compound annual return of
25% per year. So that’s the story.

Don’t look now, but history seems to be repeating itself....
Van Den Berg: Now I'd like to show you that the

(continued on next page)
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same thing is happening today right underneath our eyes,
with this wonderful lesson from history staring you right in
the face. We all know what happened in the year 2000 —
the market got carried away because of this tech bubble.
Investors drove these stocks way up.

But now they've come down. It's the same thing, even
the same names: Abbott Labs, Campbell Soup, Coca-Cola,
Disney, Eastman Kodak, Pfizer, Philip Morris (Altria), etc.
The créme de la créme of companies declined an average of
49% from their highs to their lows in 2002.... And believe
it or not, we’ve had a consolidation period of six years. We
had a consolidation period of eight years the last time. So
you can see the pattern holding up. And today we've got
another thing that we didn’t even have in the other era —
which is lower interest rates and lower inflation....

INTELLIGENCE ISN'T THE SECRET OF SUCCESS
— IT'S HABITS AND DISCIPLINE THAT COUNT.

Don't let your intelligence be overruled by your emotions.

Van Den Berg: Next, let me read you one of the
greatest quotes you could ever read when it comes to the
stock market. It’s by Dr. Karl Menninger, the famous
psychiatrist. He said, “The voice of intelligence ... is
drowned out by the roar of fear. It is ignored by the voice
of desire. It is contradicted by the voice of shame. It is
biased by hate and extinguished by anger. Most of all, it is
silenced by ignorance.”

This is a phenomenon that I've been very interested in
from a psychological standpoint. I'm sure that all of you
know highly intelligent people who do foolish things. And
you've probably wondered, “How in the world could they do
such foolish things when they're so intelligent?”

Well, it’s because the voice of intelligence gets
drowned out by fear and greed and these other emotions —
emotions that dominate participants in the stock market.
So people, acting as a herd, do some very foolish things
because of emotions that block out reason and intelligence.

Of course, that doesn’t only apply to the stock market.
You've seen it in personal relationships, business dealings
and everything else. So intelligence is not the real secret of
success. It’s discipline and the commitment to principles
and so forth that allow you to use your intelligence in the
way that it’s meant to be used. So intelligence is one thing
— but habits and discipline are what enable you to do the
things that you need to do in order to be successful.

So don’t let your emotions dominate — because
that’s what creates a lot of pain for people, both in the
stock market and elsewhere in their lives.

To earn a great return, you must be willing to stand alone.
Van Den Berg: But let’s talk about stockpicking....
First of all, when it comes to buying stocks, you want to
buy contrary to the prevailing sentiment. You never feel
good when you're buying a great bargain. When you buy a
great bargain, you're doing it with sweaty palms, you're
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leaning against the crowd, engaging in contrary thinking,
and you're pretty much alone. And almost everybody in
the press is telling you that you're doing the wrong thing.

To buy stocks that are going to provide you with a
great return, you have to be willing to buy stocks that are
out of favor — and you must be willing to stand alone.
And you better believe in what you're doing and be
disciplined — because otherwise I can guarantee you that
you're going to get shaken out of your position.

IF YOU WANT TO BUY FROM IRRATIONAL SELLERS,
HERE ARE THE STATES YOU SHOULD LOOK FOR.

The first great psychological state is apathy....

Van Den Berg: Now there are basically four great
psychological states you should look for. And you want to
buy stocks that are selling for one of these four reasons.
When we've bought stocks for these reasons, they've been
the most profitable to us. And the first one is apathy.

An example of a stock which became a bargain because of
apathy is Coca-Cola. It dropped 50% — and went nowhere
for eight years.

Do you know what the thinking was about Coca-Cola
when I was telling people that its sales and earnings had
doubled by 1982? They said, “Who cares? I've owned it for
eight years, and I haven’'t made any money. I just want to
sell it.”

Well, that’s apathy. You're so sick of holding a stock
that isn’t making you any money that you're just tired of it
and you want to try something else. There’s a lack of
interest and emotion — that’s apathy. And apathy is one
of the psychological states of investors that creates bargains.

And disgust is nice, but fear and panic are better.

Van Den Berg: The next one is disgust. You find that
when investors have lost money, or a stock’s gone sideways
for a long time, shareholders just want to get rid of it. The
stock’s disappointed you, the company’s earnings have
declined, its sales have declined — and you're just
disgusted with it. That is truly a deep psychological state.
And that’s one of our favorite times that we like to buy our
stocks — when people are absolutely disgusted.

Fear and panic is the next best state. People own a
stock, and theyre apathetic about it. Then, all of a sudden,
there’s bad news and it starts going down. That's the final
straw. So they get fearful, they panic, and they sell it. Fear
and panic is the third state to look for — because when
people are in a state of panic, they're not thinking rationally.
They're just selling because they're scared. They're in the
same state as people in a theater after somebody has yelled,
“Fire!” — where everybody wants to rush out the door at
the same time.

So you've got apathy, disgust, and fear and panic.

The most irrational state of all....

Van Den Berg: But the ultimate state is anger.
There is no emotion that is more destructive than anger —
both to your intelligence and to everything else that you do.
As Marcus Aurelius said, “How much more grievous are
the consequences of anger than the cause of it.”

So anger is the most irrational state. And that’s a
wonderful time to buy a stock — when people are so angry at

(continued on next page)
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the stock that they want to get rid of it at almost any price.
When people have lost a lot of money in stocks, and then
have watched 'em go sideways, they're first apathetic. Then
they watch 'em go down more — and they get disgusted.
And finally, around the time that it hits the bottom, they
are so angry that they just want to get out. “Get rid of this
piece of you know what.” They’ll sell it at a lower price
when they're driven by anger than they will even when
they're driven by fear and panic....

WHEN CLIENTS ARE ANGRY ABOUT A STOCK,
WE KNOW THAT WE'VE GOT A WINNER.

Here’s how we know when we've really got a winner....

Van Den Berg: When you get angry in the stock
market and therefore lose control of your emotions, you will
cause yourself some serious problems. In fact, we have a
wonderful bellwether in our operation. Whenever we buy a
stock that people are angry with, our switchboard lights up.
Clients will say, “What are you doing buying that stock?!

I don’t want that thing in my portfolio!”

Now, why are people angry? Why is anybody angry?
When somebody steps on your toe and you get hurt, you get
angry. So anger is a result of pain. And when people have
lost a lot of money, it creates a lot of pain — which creates
a lot of anger. That’s why they’re acting so irrationally —
and that’s why you get to buy a stock at a cheap price.

So when people call us up and tell us they’re angry
about a stock we're buying, we know we've got a winner
[attendees laugh] — because it's such a contrary indicator.
In fact, if we could just buy “angry” stocks, there’s no
question in my mind that we could provide you a 25% per
year return. We just can’t get enough of 'em. [Attendees
keep laughing.]

But over the years, we've had about eight to 10 of 'em
that really stand out. And I'd like to briefly give you a few
examples....

And everybody knew Murray Ohio didn't have a prayer....

Van Den Berg: The first one was Murray Ohio — a
bicycle manufacturer that was losing money because of
competition from Korean manufacturers. When we began
buying that one, all of our clients were calling up saying,
“What are you doing buying a bicycle manufacturer?
Korean competitors are killing ‘’em by producing bikes at a
quarter of the cost. This thing’s losing money, and it’s not
going anywhere. They don’t have a prayer. What are you
doing?!”

But what they had overlooked was that Murray Ohio
had 57 acres of land right next to a General Motors plant
that GM had begged to buy. And because Murray Ohio
was in financial difficulty, they finally decided to sell it.
And it was worth twice the price of the stock. So what did
I care about their bicycles? It was a bargain. And if you
understand the value, you can take advantage of it.

Well, it earned a 27% compound annual return.

August 30, 2006

AND NOBODY LIKED COMPUTER ASSOCIATES
— EVEN THE COMPANY’S OWN CLIENTS.

In Computer Associates, we got a double confirmation.

Van Den Berg: Then on September 30, 2002, thank
God for BusinessWeelk, their cover story was about massive
fraud at Computer Associates — and the president of
Computer Associates was featured on the cover. Well,
there had been some fraud — some irregularities.
However, they also happened to have an income stream
that you could count on for the next 10 years.

And when our clients called us... I can remember
Jim Brilliant [Head of Research], when he came up with
the idea, telling me, “You know, Arnie, a lot of people really
hate this company.”

So our clients were angry — and then we got
confirmation from BusinessWeelk. [Attendees laugh.]

Actually, make that a triple confirmation....

Van Den Berg: But we had a triple confirmation on
that one — because besides our clients and BusinessWeek
hating it, a lot of times, we’ll have a client in the industry
who knows more about what we're buying than we do.
And that’s what we had with Computer Associates — we
had a client who worked with a competitor of theirs.

So he called us and said, “Look, this is the first time
I've ever questioned you guys, but I'm concerned. I never
tell you guys what to do, but I really know this company.
This is my industry. I compete against these rascals. And
this is a terrible company. I don’t want it in my portfolio.
And I can't believe that you guys are buying it.”

And in CA, we earned a compound annual return of 93%.

Van Den Berg: So we said, “Okay, let’s talk about it.”
And we told him about its cash flow and so forth. And he
said, “You know what? If you talk to any of their customers,
they’ll tell you they hate the company.” So we said to him,
“If the customers hate ’em so much, why are they still with
‘em?” He said, “Well, they're locked in a contract. They can’'t
get out of it.” So we said, “Okay. Well, that might be better
than having a situation where the customers love you, but
they don’t want your product anymore. It may not be such
a bad deal if people hate you if they're locked in.”

For example, at Century Management, we've used a
piece of financial software for 14 years that we don’t
particularly like. But we can't get rid of it because it’s the
best in the industry, it would cost a lot of money to change,
and we wouldn’t have anything better to go to. So even
though we don't like the company, we're not going to change.

And that was the case with Computer Associates.

And a year later, it nearly doubled — and we wound up
earning a 93% compound annual return on our money....

ACROSS ALL OF OUR ANGRY STOCKS,
WE'VE AVERAGED A 25% PER YEAR RETURN.

When we bought Salomon, we actually got fired.

Van Den Berg: The one that will always stand out in
my mind is Salomon Brothers. We bought that one the day
they announced that they’d been playing games in the
Treasury market. No doubt, you remember when Salomon
was in the headlines because it was embroiled in a bond

(continued on next page)
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trading scandal. They were caught misbehaving in the
Treasury auction. And the Treasury Department was very
upset about it. It was all over the front pages. And
Salomon was at risk of losing their approved position at the
Treasury auction.

Well, there are two things that can happen when
people are angry: They can get very vocal about it, and
express their dissatisfaction to you with great emotion, or
they can fire you. Well, on this one, we actually got fired.
The client said, “If this is the kind of stock you're buying in
my pension plan, I don’t want you managing my money.”
And he fired us.

Well, as you may recall, Warren Buffett stepped in
and made sure things were cleaned up. And by the time the
smoke cleared, our clients had earned a compound return
of 19% per year for 6-1/2 years in that one.

I only wish that all of our stocks made people angry....

Van Den Berg: And here’s my point: During the
past 31+ years, our clients have earned a compound return
of over 15% per year. Meanwhile, in those angry stocks,
we've averaged a compound annual return of about 25%.
Can you imagine if we were able to have a portfolio that
consisted entirely of stocks that everybody was angry about?
That would be incredible.

[Editor’s note: It appears to us that the 15%+ figure
which Van Den Berg references above is quite conservative
for several reasons. First, based on verified figures from
Ernst & Young, the figure through year-end was 15.6%.
Second, it’s net of fees. Before fees, it was 17.1%. And
third, the portfolios included not only equities, but also
cash and bonds. The equity-only figure before and after
fees was 21.4% and 19.9% per year, respectively.

So if Van Den Berg wasn’t buying only “angry stocks”,
many of them were, at the very least, quite aggravated.]

Van Den Berg: However, it'’s not just because people
are angry that makes these stocks cheap. It’s that an
angry emotional state drives these stocks to price levels
that are irrational. That’s what creates the opportunity.

WHAT MAKES MICROSOFT CHEAP?
A CLASSIC CASE OF INVESTOR APATHY.

Please be sure to call in and let us know how you feel.

Van Den Berg: Would you like a couple of leads?
Would you like to know a couple of the latest stocks that
people are angry about — and one in particular? Well, the
switchboard lit up when we bought Wal-Mart. And you
wouldn’t believe it. I was in a meeting with Jim, and he said,
“You know Arnie, our service team is taking tremendous
heat for us buying Wal-Mart. I think we should double that
position.” [Attendees roar in laughter.] And I said, “I agree.”
Therefore, thanks to our clients, our biggest position now
is Wal-Mart. So please be sure to call in and let us know
how you feel. [Attendees laugh and applaud.]

That was a $50 million decision — and it was one of
the easiest decisions we could make. And I'm not saying
that you should buy any stock that people are angry at.
It's also got to have all of the fundamental qualifications.
But if it’s got all of the fundamental qualifications and
people are angry at it, boy, have you got yourself a bargain.

Shades of Coca-Cola and General Electric....

Van Den Berg: Here’s another stock that's in today’s
portfolio — Microsoft. Some of you may have heard about it
— probably about six years ago. During the tech bubble,
if you were a money manager, you had to own Microsoft.

It was the best, the leader — the one that was going to make
you rich. That’s when investors were most enamored with
Microsoft — when the stock was $60. It's since gotten as
low as $23.80. That’s a decline of 60%. Meanwhile, its
sales have gone from $1.93 per share to $3.72 — up 93%.
Its earnings have grown from 70¢ to $1.16 — up nearly 66%.
And its P/E has gone from 86 to 21 — a decline of 76%.

Doesn’t this remind you of Coca-Cola and GE?
Microsoft’s stock is down 60% or more from its peak, it’s
gone sideways for six years — and its sales and earnings
have doubled. This is just an amazing situation....

A classic example of a stock selling on apathy....

Van Den Berg: So what I'm showing you is that on a
fundamental basis, this stock is selling based on apathy.
Nobody’s interested.

As a matter of fact, I just got a call the other day from
a prospective client. His secretary called me up and said,
“Dr. So-and-so wants to know what you think about
Microsoft.” And I asked, “Why?” She said, “Well, he’s a
little tired of it. He thinks it’s a good company, but he
doesn’t know whether we should keep it.” 1 said, “Well, tell
him to do whatever he wants to do — but we're buying it.”

It’s a classic example. He could easily be convinced to
sell this stock — and not because it isn't a good company,
but because he hasn’t made any money in it for six years.
But it’s still a tremendous company. It's just that it got a
little pricey. But we believe it's pretty cheap today — and
we're buying it.

WE THINK PFIZER’S A CLASSIC BARGAIN —
THANKS TO APATHY, AND FEAR AND PANIC.

We believe Pfizer’s an extraordinary opportunity.

Van Den Berg: Let's take a look at another one —
and that’s Pfizer. If you look at Pfizer's chart and compare
it to General Electric and Coca-Cola, you'll see the identical
pattern. People got burned by the stock. Then the stock
builds its value. However, the people who got burned by it
are just sick of it. That’s the situation with Pfizer today.

The stock went from $50 to $20. But meanwhile, its
sales have gone from $4.21 per share to $6.95 — up 65%.
Its earnings per share are up 122% — and its dividend is
up 145%. And yet its P/E is down 82%. What else do you
need to know? We believe it’s an extraordinary opportunity.

With Pfizer, the worst-case scenario wasn’t all that bad....
Van Den Berg: But Pfizer was also selling on fear and

panic. What was happening with Pfizer is that they have a

drug called Lipitor — which represents a huge percentage

(continued on next page)
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of their sales. And an Indian company, Ranbaxy, was
threatening their Lipitor patents. So there was a
possibility, albeit very small, that they could lose their
patent on Lipitor and an enormous chunk of their sales.

Well, the stock had been drifting down — and people
were already feeling apathetic about it. But then people
started feeling fear — and right before the ruling on the
Lipitor patent case, there was also panic in the stock. So
Tom Lewis, our new analyst, got together with Jim Brilliant,
undertook a cash flow analysis of the company, and figured,
“OK, what is it worth if they lose Lipitor?”

One of the best ways to look at a problem is to look at
the worst-case scenario. If the worst-case scenario comes
to pass, what would the company be worth? Well, it can
lose a lot of sales, but that’s okay. Just figure out what the
company’s worth without the sales — and that’s pretty
much your worst-case downside.

So they did the analysis and they determined that if
they lost Lipitor, the stock would still be worth $19 to $22.

And we believe Pfizer is worth a great deal more....

Van Den Berg: Well, Pfizer prevailed in the lawsuit
over the Lipitor patent with Ranbaxy (although, of course,
Ranbaxy is appealing the ruling.) But the chances of them
losing their patent are remote.... It's an original patent.
And Ranbaxy has only been successful once challenging a
patent in 30 tries in the past. Therefore, we figured that
the chance of Pfizer losing its Lipitor patent was very small.
So because we concluded that it was a small risk, we took
the position.

Our average cost is around $24. Again, we figured
that we had very little downside — maybe to $19-$22. And
if it had gotten there, we would've just bought more — and
we would have had an even greater value. But Pfizer won
the case. And we were able to buy a good position in a
great company, at an average cost of $24, that we believe is
worth a great deal more.

Knowledge and intelligence isn’t always enough....

Van Den Berg: And here’s another classic example:
We just happen to have a friend of our family who is not
only a pharmacist, but also a strategic planner for a chain
of drug companies. So he knows drugs inside out. And he
asked me to handle his portfolio. After looking at his
holdings, I said to him, “Gee, you have some interesting
stocks.” And he asks me, “What's interesting?” 1 said,
“Well, Pfizer, for one.”

And he says, “You know, I've owned it for six years.
And I know it’s good because I handle the products, but
I'm about ready to sell it. What do you think?” And I said,
“Well, you can go ahead and sell it, but we'll be buying it
from you — because we believe it's a great value.”

So here’s another individual who knows more about a
company than we do, who understands its technology, and
who knows it’s good. Yet he’s ready to sell it — because
after six years, he figures that something must be wrong.

Well, nothing is wrong. It’s just going to take a couple
more years of incubation — and then it could double. But
other than that, there’s nothing wrong with it....

TAKE MY WORD FOR IT. THESE STOCKS ARE CHEAP
AND HAVE ENORMOUS GROWTH POTENTIAL, TOO.

On the surface, Colgate doesn'’t look as exciting....

Van Den Berg: Now let’s move on to Colgate. As you
know, they're a consumer products company. Its stock
declined from $66 to $48 — down 28% — so it hasn’t
declined as much as the others we've talked about. And its
sales have gone from $16.51 per share to $22.35 — up 35%
— so they're not up as much either. And its earnings have
grown from $1.70 per share to $2.63 — up 55%. Meanwhile,
Colgate’s P/E has gone from 39 to 18 — down 53%.

So even though Colgate’s stock is down, and its
fundamentals have improved, on the surface, it doesn’t look
quite as exciting as some of the others we've talked about.

But it's an extraordinary value and opportunity, too.

Van Den Berg: However, Colgate’s free cash flow —
that is, the money that this company could put in the bank
each year after funding their capital expenditures and
working capital requirements — has gone from $1.53 per
share to $2.85. That’s an increase of 86%.

And yet the stock of this global company, with
worldwide markets, has gone nowhere for five years —
since its peak in 2000. So Colgate-Palmolive is truly an
extraordinary value and an extraordinary opportunity, too.

Our timing may be wrong, but we've got the value right.

Van Den Berg: I'm sure that you get the idea from
these examples: First there's pain, then there are years of
consolidation, and finally, there’s a bull market. We may
very well be early in these stocks I've mentioned. However,
there’s no question that we're right about their value.

And our present environment has something going for
it that those other periods historically didn’'t. We have lower
interest rates today than we did 30 years ago. So we believe
that this combination of factors portends for a great future.

THE UNIONS HAVE TAKEN A GREAT COMPANY
AND MADE IT ONE OF THE MOST MALIGNED.

The unions have run a very effective smear campaign.

Van Den Berg: Next we're going to talk about a stock
that is trading based on anger. This is the ultimate buy.
And unless something goes seriously wrong with this
company, we have high hopes for it. And that's Wal-Mart.
But before I get into its fundamentals, let me explain why
people are so angry at this company.

Here'’s the problem in a nutshell: There is a smear
campaign that was started by the unions that is one of the
most effective campaigns I've ever seen. They've taken a
company that is probably one of the greatest contributors
to this economy — and turned it into one of the most
maligned companies in the world.

And so you don’t have to take my word for it, consider
that Wal-Mart was the #1 most admired company, according
to Fortune, in 2003 and 2004 — two years in a row. Now
here we are, two years later, with the unions having gone
at 'em, and they've fallen all the way down to 12th. And

(continued on next page)
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it’s not based on some change in their operations. You
have no idea of the power of the press that these unions
have orchestrated.

Now a lot of people feel that because I'm talking about
the unions, I'm making a political statement. Well, we try
not to make political statements in these seminars. We
just want to give you the reason why this stock is so cheap
— and why it’s selling on anger.

And the unions are being hypocrites....

Van Den Berg: And to give you an idea of the
campaign underway by the unions, let me give you a quote
from Joe Crump, who’s a long-time UFCW leader. He said:
“After a three-year struggle, the battle of Family Foods is
over. Do we represent the employees? No. The company
went out of business. But perhaps even more important is
the message that has been sent to non-union competitors
— that there is no free lunch in our jurisdiction.”

The unions say Wal-Mart puts the small businessman
out of business — but here they are, deliberately putting
this company out of business just because it didn’t want to
unionize. So it's a very, very powerful campaign which the
unions are launching against this wonderful company.

For some clients, it's like we committed a mortal sin....

Van Den Berg: When we bought Wal-Mart, we got
more calls on it than almost any stock we've owned. Now
it’s true that we have more clients now, but it was really,
really bad. And just to give you an idea of the kind of
reaction we get, there’s a wonderful, spiritual woman,
who’s been a client of ours for 25 years, who called me up
and said to me with a quiver in her voice, “Arnold, I'm so
disappointed in you — that you’d buy Wal-Mart.” She
sounded as if I'd just committed some terrible sin.

And to avoid identifying her, let me just call her Mary.
So I said, “Mary, we bought Wal-Mart for the same reason
we buy all of our stocks — because it’s a value, and
because we believe it contributes to the economy.”

And she said, “But Wal-Mart gives all this business to
China.” I said, “I know that they give business to China.
In 2004, they purchased about $18 billion worth of
merchandise from China. But Wal-Mart spent $150 billion
with 61,000 U.S. suppliers buying merchandise and services
here at home. In addition, they also support over 3 million
supplier jobs in the U.S.”

But for many, emotion rules over facts....

Van Den Berg: So I laid it all out for her. And she
finally said, “But you know, Wal-Mart is taking jobs away
from Americans and giving it to people overseas.” So I said,
“Mary, I thought that all people were God’s children — not
just Americans. [Attendees laugh.] What's wrong with giving
people overseas a job — especially since nobody here wants
to run to China or Thailand to be a greeter at a Wal-Mart?”

There are people in Thailand who, because of poverty,
are sold into sex slavery. So how bad can Wal-Mart be?

It may be hard to believe — but if you've ever been hungry,
anything can happen. And I know, because I was hungry
during World War II. I can tell you that it does something
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to you. So anyway, I said, “I know Wal-Mart may not pay
the highest wages, but don’t you think these girls would be
better off working at Wal-Mart than in some brothel?”

So finally she said, “Okay.” But she still had us sell
the stock. She just could not live with the fact that we
bought Wal-Mart. That’s the kind of irrational thinking
that we're seeing from wonderful, well-meaning people.
And it’s all because they don’t know the facts — or
understand the value.

IT'S THE POOR WHO BENEFIT FROM WAL-MART MOST
— MILLIONS OF EMPLOYEES AND CONSUMERS ALIKE.

It's the poorest segment that benefits most from Wal-Mart.

Van Den Berg: Wal-Mart has $300 billion in sales.
They've created 1.8 million jobs worldwide — 1.3 million of
which are here in the U.S. — many of them opportunities
for people with very few skills. It's truly extraordinary how
a wonderful company like this, that was the most admired
company two years in a row only two years ago, has become
the most maligned company today. I mean, if you didn’t
know better, you would think that they were running a
concentration camp.

Here’s something else: A UBS/Warburg study found
that Wal-Mart grocery prices are 17-29% less than other
supermarkets. So they've been able to save the average
household $2,300 a year to help them keep their costs down.
And that's significant, because a lot of their customers have
lower incomes. Even when you're talking about $2,300 on a
$50,000 income, that’s significant. But when you're talking
about $2,300 on $10-12,000, it’s really significant. That's
a very big deal. So the poorest segment of the population
are the people who benefit the most from Wal-Mart.

Wal-Mart’s compensation package ain’t all that bad....

Van Den Berg: And Wal-Mart pays its full-time
hourly employees nearly double the federal minimum wage
— $10.11 per hour on average. By comparison, H&R Block
pays $8, Foley's pays $6.50, RadioShack pays $5.25,
Seven-Eleven pays $7.35, and McDonald’s pays $6.25. So
why aren’t the unions complaining about those companies?

They've singled out Wal-Mart because they believe
that if they can succeed in unionizing it, they can drive
prices up and their grocery union can stay competitive.
But that would be a total disservice to the U.S. economy
and to the consumer.

And Wal-Mart provides health insurance to 1 million
of their people in the U.S. They offer 18 different plans —
and they recently began a new program for $11 a month.

Full-time employees are covered by health insurance
after six months, and all part-time employees are covered
after two years. There are few retailers that provide as
many benefits. And in addition to health insurance, they
also have a stock option program, and a 401(k) plan.

If Wal-Mart unionized, they would say goodbye to low prices.
Van Den Berg: Just look what happened in Canada.
The union drug up some barmaid who left a bar to work for
Wal-Mart. And she was unhappy with Wal-Mart — and she
started organizing with the union. And I keep asking myself,
“Did she have a stock option or 401(k) program at the bar?
Did she have health insurance at the bar?” And they were

(continued on next page)
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mistreating her at Wal-Mart? This is the kind of nonsense
the union promulgated.

So do you know what Wal-Mart did? They said, “Fine.
If you're going to unionize, we’ll close the store.” And that’s
exactly what they did. They closed the store, and all those
people lost their jobs — because Wal-Mart knows that if the
union gets in there, they can forget about their low prices.

WMT contributes greatly to charity and people’s welfare.

Van Den Berg: Wal-Mart makes a 3% profit on sales.
Is that too much for a successful business? I don’t think so.
I don’t think that a company can survive on anything less
than that. This company produces jobs, and creates
opportunities. In 2004, Wal-Mart paid $1.4 billion in state
taxes and $4.1 billion in federal taxes. So they're certainly a
contributor to our government. And in 2005, they donated
$200 million to charity. That’s an incredible contribution
to charity — and more than a lot of companies have in sales.

Wal-Mart has won every conceivable award from
minorities — from black and Hispanic foundations, among
others — because of the number of Hispanics and blacks
they employ in their stores. They have a work force of
approximately 775,000 females, 139,000 Hispanics,
208,000 African-Americans, and over 220,000 seniors.
Now if that isn’t diversity... I'd like to see any company in
America that has this kind of record. It is truly amazing.

At one time, this was one of the most admired
companies. And quite frankly, given the contributions to
the world that Sam Walton has made, I've long felt that he
should have won a Nobel Prize — because 50 years ago,
this man took $6,000 and started one of the most successful
companies that’s ever existed. Thanks to Sam Walton,
people have the chance to own their stock, they have
401(k) plans, and they have health insurance. And
consumers truly have lower prices.

Wal-Mart employs many who'd otherwise be unemployable.
Van Den Berg: But here is the most important thing
that I love about Wal-Mart: They give people with literally
no skills, who would normally be on welfare and on the
unemployment lines, an opportunity to work.
My wife, Eileen, and I have done some work with the
homeless. And I can tell you that the homeless are not

(continued in next column)
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just people who are drunks and who've given up on life.
There are a lot of homeless people who are good people, but
they just can’t get a job because they don't have any skills.
And when you don’t have any skills these days, you're in
trouble. So you can see what a wonderful contribution
Wal-Mart makes to this economy — because without them,
more people either would be homeless, unemployed, or
unable to get a job.

My point is that there are a lot of people employed by
Wal-Mart who could not get a job anywhere else. They take
people off welfare, they take ’em out of the unemployment
line, and give 'em a new start in life. And most of Wal-Mart’s
managers started in entry-level positions and worked their
way up. Now for somebody who doesn’t have good skills,
that’s a pretty appealing situation. And it just amazes me
that Wal-Mart can integrate these people in their company
— and have such an incredible operation. And to see this
company so maligned when they do so much for this
economy is truly appalling.

Current and potential employees are voting with their feet.
Van Den Berg: Again, Wal-Mart employs 1.3 million
people in the U.S. alone. And you know that free markets
sort everything out. Well, we've heard stories about the huge
lines of people applying for jobs when Wal-Mart has opened
stores. For example, when they opened a store in Oakland,
California, there were 12,000 people applying for 350 jobs.
If they were abusing people as bad as the media claims, do
you think that there would be 12,000 people applying for
these jobs? Do you think they're stupid? No, those people
understand what’s going on. They like the opportunity.

At a store they were opening in Chicago, there were
25,000 applicants — that’s right, 25,000 — for 400 jobs.
And that’s the real test. No matter what anybody says
about Wal-Mart, if you have that many people applying for
jobs, you know that they're offering something of real value
to these people....

WE NEVER BET OUR LIFE ON ONE STOCK.
BUT IF WE HAD TO, WAL-MART WOULD BE IT.

If I had to choose one opportunity, this would be it.

Van Den Berg: So you now know why good people are
angry at Wal-Mart — because of this vicious campaign being
run by the union. But let’s review the actual numbers.
Wal-Mart is selling at a totally irrational price. This is
truly astounding.

When Wal-Mart was the most admired company, its
stock was at $70. It fell to $42. That’s a decline of 40%.
Meanwhile, its sales per share have gone from $37 to $76
— up 105%. Its earnings per share have gone from $1.28
to $2.63 — so they're up 105%. Its dividend, from its peak
stock price in 1999 to its 2005 low, has increased from
$0.19 to $0.58 — up 205%. And its P/E is down from 55
to 16 — a decline of 71%.

It's hard to believe that one of the greatest companies
in the world — with incredible growth potential all over the
world — is selling for almost half the price, despite an
increase in earnings and sales and opportunity.

So that’s the story on Wal-Mart. And that’s why it’s
our third largest position. We can’t guarantee you results
on any one stock — and we don’t bet our life on one stock.

(continued on next page)

©2006 OUTSTANDING INVESTOR DIGEST, INC. * 295 GREENWICH STREET, Box 282 * NEW YORK, NY 10007 ¢ (212) 925-3885 ¢ www.oid.com
PHOTOCOPYING WITHOUT PERMISSION IS PROHIBITED.




August 30, 2006

CENTURY MANAGEMENT’S
ARNOLD VAN DEN BERG & JIM BRILLIANT
(cont’d from preceding page)

But if I had to choose one extraordinary opportunity —
absent something really bad happening — this would be it.

People will only be bamboozled about Wal-mart for so long.

Van Den Berg: This just shows you that a smear
campaign — whether it’s political, a union, or any other
campaign of propaganda — can literally create a situation
where a company that has made an enormous contribution
to this economy, to consumers and to its employees, can
become irrationally priced and sell at a bargain level.

Let me close on Wal-Mart by telling you it’s like the
old saying: There are three things you can’'t hide — the
sun, the moon and the truth. People will eventually see
through the smear campaign and understand what this
wonderful company is really about.

WE JUST GO WHERE THE VALUE IS —
AND TODAY, THE VALUE’S IN BIG-CAPS.

Opportunities like today’s don’t come along every day....

Van Den Berg: This last chart is a compilation of
everything we've said in this seminar so far. And I think
that it should sum up the opportunity in big-cap stocks.
(See CHART 7.)

We’'ve compared the earnings yield [i.e., earnings
divided by stock price] on the top Blue Chip stocks to the
yield on 10-year Treasury Bonds. I got the Treasury yields
from Compustat. Then we estimated the earnings yields of
the top 33 stocks in the Leuthold Group’s Royal Blue Index

CHART 7 W
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— which is the créeme de la créeme of American companies.
And when we did, we determined that, on average,
historically, those Blue Chips have sold at 73% above par.
In other words, on average, historically, they've been priced
to yield over 40% less.

Why is that? Why does a stock usually sell for more
than a bond? It's because the interest payment on a bond
doesn’t grow. For example, you may get a 5-6% yield on a
bond, but the interest payment on that bond doesn’t grow.
With a stock, you can typically get growth of 6-7% — and
sometimes even 10-11%.

So when a big-cap stock offers the same yield as a
Treasury Bond, you've usually got a huge bargain —
because not only do you get the same initial yield as a bond,
but you also get the company’s growth for free. So when
you can buy a great company at the same yield as a bond,
it’s generally a great opportunity.

And as you can see in this chart, that’s only happened
three times during the last 30 years. So it’s not something
that you see every day. But that’s the situation today.

Blue Chips at Treasury vields are great bargains.

Van Den Berg: And if you look at the '72 period that
we talked about earlier, the Nifty-Fifty got up to about
150% of par before they went down. And when were they
the real bargain? The real bargain was when they sold
below the 10-year Treasury Bond level in 1977. It took five
years for that consolidation. They bumped up a little bit,
and then came back down. And in 1979, they were, again,
a bargain when they hit a level equal to the Treasury Bond.

Do you know why that’s such a great value? Think
about it. If a top créme de la créme company gives you the
same yield as a Treasury Bond, and then you're getting the
8-11% return from growth on top of that, it’s a no-brainer.
Look how much better off you are. So when these Royal
Blue stocks provide the same yield as a Treasury Bond,
they’re a tremendous bargain.

And if you look at the next 25 years, you see that in
1987, the Royal Blue stocks got up to about a 180%
premium before they came crashing down. And in 1993,
after the recession, they got within a few percent of par.

All the stars are aligned. It's an extraordinary opportunity.

Van Den Berg: Then in the tech bubble, they got to
280% of par. If any of you would have been looking at this
simple chart, you'd have known, without question, that
these stocks were grossly overvalued. They were selling at
a 280% premium to the Treasury Bond, when the greatest
premium at which they’d ever sold before had been 180%.
So you can see what an extraordinary overvaluation it was.

And the premium’s been coming down ever since.
And after six years, the yield is once again equal to the
Treasury Bond. Just think about that. If you look back at
a 35-year history of this index, there have been only three
times when big-cap stocks had earnings yields equal to the
Treasury Bond. And right now, they're even cheaper than
they were in *77 and '93 — and those were during bear
markets. That’s not in absolute terms, but relative to
interest rates and inflation.

So everything is now aligning — low interest rates,
low inflation, 6 or 7 years of consolidation, and an increase
of 100% in earnings. All of the stars are aligned today.
That’s why this is such an extraordinary opportunity.

(continued on next page)
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We go where the value is. And today, it’s in the big-caps.

Van Den Berg: The last time we had this many
big-cap stocks in the Century Management portfolio was
23 years ago, when we were almost completely in big-caps.
If you go through our 1983 portfolios, you'll see that we
were loaded up to the gills. So we're not small-cap, mid-cap,
or large-cap managers — we are value managers. We just
go where the value is. And today, the value is in big-caps.

And as I showed you, we have a lower interest rate
today than at almost any time during these years. So
we've got a lot of cushion in our thesis.

The owners of these stocks have been suffering a long time.

Van Den Berg: The only other thing I can say about
this situation is that we may be a little early. But it's so
extraordinary, we’'d rather be too early than too late. And
so right now, we're in the zone of being able to buy a very
small segment of the market owned by people who've
suffered great pain since 1998 or 1999 and have had to go
seven years with no gains. So these people are tired of
these stocks — and they’re selling ‘em.

And do you know who the biggest sellers of these are?
What was the biggest fad in 2000? Indexing. All you had
to do was buy an index. You didn’t need a money manager,
or an actively-managed mutual fund. All you had to do
was just buy an index and hang on.

Well, indexing is a great concept. I believe in indexing,
but I believe in buying it when it's cheap. It doesn't matter
whether you manage your portfolio or you buy an index —
you've still got to buy it cheap. But lots of people bought
indexes at the top of the market. And now, when they're
selling an index, they're selling all of these stocks — and
they're selling em to us. This is the most unloved sector of
the market — and that’s why we love it.

These stocks are extremely cheap, and have great futures.

Van Den Berg: I believe we've demonstrated that there
are many times when markets can swing from extremes of
optimism to extremes of pessimism. And three conditions
have combined to create a situation where you're truly able
to buy a house on the lake today for less than you can buy
a similar house in a lesser neighborhood. This opportunity
only comes along once every 15 or 20 years. We believe
that these stocks are extremely cheap....

We may be a little bit early, the journey may be a
little bit bumpy, but I think you're going to enjoy the ride.
All aboard.

BUT WE THINK ITS PROSPECTS ARE GOOD.

With 3M, it’s about investor sentiment, not its prospects.
Shareholder: Why are we buying 3M?

Jim Brilliant: In 2004, 3M sold at $90 — which is
the highest it’s been, split adjusted, in the last 10 years.

OUTSTANDING INVESTOR D

August 30, 2006

At that time, business was going well, everybody was
excited about the company’s prospects, and Wall Street
came in and wrote all kinds of glowing research reports.
However, as with most of the S&P, people became
disenchanted with 3M stock and sold it. Why? It wasn't
because the company’s prospects weren't good — after all,
the company’s earnings have continued to go higher.
People sold their 3M and their other big-cap stocks,
because they were badly lagging the small caps. As Arnie
would say, they sold it based on apathy. They weren’t
making any money on 3M, and the stock was going down
— so they just kept selling it and selling it and selling it.

One reason for analyst disappointment — Aldara.

Brilliant: The company has a medical business that
recently introduced a unique pharmaceutical product — a
topical ointment called Aldara — that actually penetrates
the immune system and can combat skin cancer. But
analysts expected it to have sales of around $800 million.
And instead, they wound up being only $250 million. So
Wall Street’s disenchanted.

But why exactly were their sales so disappointing?
Well, it turns out that the product has to go through

PORTFOLIO REPORTS estimates the following were
CM Adyvisers Fund’s largest equity purchases
during the 3 months ended 5/31/06:
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dermatologists because it’s by prescription only — and
there’s a conflict of interest with the dermatologists. The
dermatologists would rather cut out skin cancer or freeze it
— because that’s what they get reimbursed for — than give
their patients a skin treatment in a prescription ointment,
because they don't get paid on a prescription.

So were 3M's sales of Aldara disappointing because
it’s a bad product? No, it’s because of a conflict of interest
in the supply chain. However, what Wall Street says is,
“To heck with it — it’s a failed product.”

But let me try to put it in perspective. Again, analysts
expected sales to be S800 million — and they came in at
$250 million. However, that’s one division — and it's a
small part of a $22 billion a year business.

But the main reason is their own psychology....

Brilliant: So do sales of $250 million that were
expected to be $800 million on a $22 billion a year business
really matter? Maybe it does if you recommended the stock
at $90, and you've been dead wrong about it, and it's gone
nowhere but down for the past two years. In that context,
any kind of mishap will upset an analyst — because he’s
been embarrassed.

(continued on next page)
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So now they're looking for reasons to say, “Sell it” —
with 3M right at the bottom. So they recommended 3M at
22 times earnings. However, at 16-1/2 times earnings and
16-1/2 times free cash flow, they've had it. Why? Because
they’ve been getting grief from their clients for two years.

But this is a cheap stock and a great business. And it
has one of the best cultures of any company in history.
They've been around for more than 100 years. So it's a
wonderful business, it’s a cheap stock — and I think that
its prospects are very good.

WE LIKED THE RISK/REWARD RATIO IN COMMODITIES,
BUT TODAY WE LIKE IT BETTER ELSEWHERE....

It’s all about the risk relative to the reward....
Shareholder: What is your view on energy stocks for
the rest of the year?

Brilliant: We had a big investment in energy — just
as we did with commodities and the industrial companies —
coming out of 2002-2003, as we saw industrialization
increasing the demand for those products when the markets
were supply constrained. However, during the last half of
2005, we sold a lot of these companies.

The way we look at things is we’'ve got buy points and
sell points. And we work on the basis of risk and reward.
When we buy something, we want it to have no more than
one unit of risk for every four or five units of reward. And
once that risk/reward ratio flips, so there are more units of
risk than there are of reward, we start selling it.

At the same time, we're looking for other stocks that
will fit that 4-to-1 or 5-to-1 risk/reward ratio. So with
respect to energy and commodities, we see that as having
shifted. In other words, there’s now more risk for less
reward. By contrast, with Colgate, Wal-Mart and the like,
we feel they provide us with a higher ratio of upside — or
more reward per unit of risk.

Commodity prices skyrocketed. Don't look for a repeat....

Brilliant: So specifically for energy stocks, I'd just
say two things: First, whenever you look at energy — or
any commodity, for that matter — it’s priced at the margin.
So what drives energy stocks? What drives a commodity
stock? There are two phases: First, what's the price of the
commodity doing? Take copper, for example. If the price
of copper goes from 65¢ to $2.50, that’s a significant move
on the price of copper on every pound of copper you sell.

Then, the question becomes how many pounds — or
units, if you will — of copper are you selling? If the
number of units you're selling is rising, say, 5% per year,
but copper prices go up four times, you're going to make a
lot of money.

For example, when we bought Phelps Dodge in 2002,
they were losing money. Now they're making $10 or $12.
But that’s because copper prices have gone up four times.
Do you think that they’re going to go up another four times
over the next five years? Does anybody here think that
copper’s going to rise from $2.50 to $8.50 over the next
five years? I don’t think so. And that’'s why we sold it.
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So now what do we have? Well, we have copper at
high prices, and units still growing 5%. But it’s not like
we're going to have Phelps Dodge go from losing money to
making $10 or $12. I don't think that we're going to see
Phelps Dodge earning $50 a share in the next five years.

Therefore, now that commodity prices have gone up,
we have to rely on units expanding — because I don’t think
we're going to see oil go to $150 a barrel.

Consumers and suppliers respond to price....

Brilliant: Commodities are priced at the margin.
And it’s true that during the last five or 10 years — even
20 years — we’'ve underinvested in commodities. But what
happens with commodity prices is that when they get up
there, everybody’s got a pick, everybody’s got a shovel, and
everybody’s got a drill bit. And they try to capitalize on it.

So all of a sudden, supply starts coming onto the
market. And as soon as supply gets onto the market and
either exceeds demand or demand slips, what happens to
those commodity prices or the commodity stocks
themselves? Well, they’ll go down dramatically.

In the fall of last year when gasoline prices got to $3,
we saw that it started to impact demand. There was the
beginning of demand destruction. So gasoline prices came
down — and everybody was back, and excited and happy,
driving their SUVs again.

But there’s a study that says if gasoline prices stayed
at 83.00 and above, 25% of U.S. car drivers would want to
go to an alternative energy vehicle. Once it goes to $3.50
and stays above that price level, 50% do. And at $4,
almost 75% of Americans said they'd start switching.

We're not going to see commodity prices continue to rip.
Brilliant: Now the population in this room are in the
minority — 50% of Americans live paycheck to paycheck.
So you can see what happens if gasoline prices go above $3.
It really starts eating into these people’s disposable income.
And if their disposable income declines and they aren’t
buying as many other goods, then what happens to our
economy? That’s the point at which it starts to roll over.
So if energy prices get so high that 50% of Americans
have to start cutting back on the things that they buy, the
economy will start to slow down and roll over. So we're not
going to see commuodity prices continue to rip, like they have,
as long as the Fed remains tight, like they are — and as long
as incomes aren’t growing dramatically, which they're not.

Wal-Mart and Colgate offer a better risk/reward ratio.

Brilliant: So I think that the risk/reward ratio is in
favor of companies that are outside the commodity area.
Do I believe that energy is going to roll over and go away?
No. What will oil do between now and the end of the year?
I don’t know.

But from a stock standpoint, whether we're talking
about energy stocks or commodity stocks, I think the
biggest gains have been had relative to risk. I think that
companies like Wal-Mart or Colgate, where you've got a
consumer class that's moving in a direction you can expect
to continue for the next 10 or 20 years, offer a better
risk/reward ratio.

—OID

(Interview with Amold Van Den Berg begins on next page)
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TREMENDOUS DISGUST SURROUNDING BIG CAPS
MAKES FOR A POWERFUL CASE FOR BUYING 'EM.

OID: You made a very convincing case for buying some
large-caps at your most recent client conference.

Van Den Berg: We keep coming across big-cap stocks
that from every conceivable angle are cheaper relative to
interest rates and other stocks than we've seen in many,
many years. And at first we thought, “Oh, it's just because
we're lucky.” But the more we dug, the more we found.

In fact, it was really bothering us that the only thing
that we could find to buy were big-cap stocks.

OID: You wanted to make sure you weren’t doing it
Jjust because you had more assets under management.

Van Den Berg: That's right. And that’s what people
suspected we were doing. But if we can’t find something
worth buying, we just stay in cash. We don’t have a
problem holding cash. In fact, in December of 2004, we
were 70% in cash.

OID: I wish [ could say that...

Van Den Berg: So we thought, “How can these stocks
be so cheap?” Then it dawned on us. The indexing craze
peaked in 1999-2000 for the S&P. And it’s been
underperforming ever since. It peaked at close to 1,500 —
and it’s still down around 1,300 today. As a result, people
who bought it haven’t made any money for six years.

OID: Along with almost everyone who’s owned the
underlying big-cap stocks.

Van Den Berg: Exactly. So even though most of
these companies’ revenues and earnings have doubled,
people have just gotten disgusted with ‘'em. So they've
been under tremendous selling pressure.

OID: Malkes sense.

Van Den Berg: And meanwhile, whenever they've
sold an index fund, they've gone into whatever is hot. And
that’'s hedge funds and commodities and small-cap stocks.

[Editor’s note: And, as has been pointed out by the
folks at Longleaf, private equity. And private equity firms,
thus far, have been unable to buy megacap companies.
Therefore, their prices haven’t been bid up, while the prices
of many of the smaller-cap companies stocks have.]

Van Den Berg: It's classic. These stocks have just
gone through the same pattern that they always do. They
got overpriced. They went nowhere for eight or so years.
Meanwhile, their fundamentals caught up with their price.

If you look at the big-cap valuations, you'll find as
good a value as there is in the market today. Given how
much disgust there is surrounding these big-cap stocks,
we think it makes for a very powerful case why people
should be buying these stocks today.

[Editor’s note: Excerpts from Van Den Berg’'s most
recent client conference begin on page 8.]

PFIZER’S BEEN LANGUISHING FOR EIGHT YEARS —
AND HAS NOTHING BUT UNCERTAINTY. THAT'S GOOD.

OID: Speaking of disgust, I noticed that you guys
have actually been buying Pfizer.
Van Den Berg: That's right. It's a great story.

OID: I'm sure it is. And the only question then
becomes whether it’s a long story or a short story...

Van Den Berg: Well, we believe that it’s a great long
story. First of all, it trades at one of the lowest multiples of
free cash flow of any big-cap stock in our portfolio.

OID: So far, so good — although I understand that
there are lots of reasons why.

Van Den Berg: There are. But the main reason why
Pfizer is so cheap is that when Wall Street is wrong about a
stock and clients have gotten angry about it... Imagine if
we’d bought it back in 1998 or 1999 between $35 and $50.
Well, here we are eight years later — with the stock in the
$20s, with all kinds of uncertainties. Would we want to
raise our heads and say, “Mr. Client, we've just updated
our research report on Pfizer.”?

They're not going to want to write about something
that they've been wrong about for eight years.

OID: That would certainly explain the psychology.

Van Den Berg: Oh, yeah. This thing doesn’t have
any sponsorship. That’'s what drives portfolio dressing.
That’s why they sell their losers at the end of the year.
They don’t want their clients asking questions about ‘em.
It's human nature. My own service department used to
come and tell me, “Why don’t we just sell this damn stock.
I spend 20% of my time answering the clients’ questions
about that one stock.”

OID: That’s funny. You say they “used to”?

Van Den Berg: I just asked ’em, “What do you think
you're here for? If we only had winners in the portfolio,
then I wouldn’t need you.”

Just think about what happens to the psychology of
these people who've been sorely wrong for a long time.
They don’t want to remind people about their losers —
whether they’re money managers, brokers, editors...

OID: There’s no need to get personal...

Van Den Berg: Frankly, if we had owned Pfizer for
the past five years, we might not be talking with you either.
And you might not want to talk with us.

OID: I hope that’s not true.

Van Den Berg: So anyway, Pfizer’s been languishing
down here for eight years. And on top of everything else,
it’s got nothing but uncertainty.

What a perfect time to sit down, have a cup of coffee,
really go through these numbers and say, “Let’s just forget
about everything that’s happened and just pay attention to
where we are today.” And that’s exactly what we've done.

We even prepared a scenario which assumed that the
Indian company, Ranbaxy, would win its challenge against
the Lipitor patent — even though we knew that it was
extremely unlikely. A new analyst at our firm, Tom Lewis,

(continued on next page)
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was adamant that we shouldn’t even consider the possibility
— because it was so remote. However, since he agreed
that it remained a possibility, he ran the numbers anyway.
And even in our worst-case scenario, we figured that we'd
be OK.

OID: And of course, it looks like they won’t lose it —
absent the unlikely event that they lose on appeal.
Van Den Berg: That’s right. Pfizer won. So they now
have patent protection for Lipitor until 2011. And factoring
in that victory, we think $40 is an extremely conservative
valuation for Pfizer. With Lipitor’s patent valid through
2011, we can easily get to a valuation of $50 or more.

[Editor’s note: Make that March 2010 — for now.
According to an August 2nd press release from Pfizer, a
panel of the Court of Appeals for the Federal Circuit
“upheld the exclusivity of the main patent covering
atorvastatin, the main ingredient in Lipitor, maintaining
patent protection in the U.S. until March 2010". However,
it also ruled that a second patent, which would have
expired in June 2011, was invalid on technical grounds —
what sounds like sloppy drafting of the original application.

In the same press release, Pfizer said that there is a
process for correcting such defects in the U.S. Patent and
Trademark Office and that they intend to pursue it.

While we have not heard anything about the odds of
Pfizer being able to reclaim the 15 months of exclusivity,
we understand, should they be unable to do so, the impact
is expected to be less than 35¢ of earnings in total.]

Van Den Berg: Basically, we foresaw an OK return if
they lost Lipitor, an acceptable return if their cardiovascular
franchise suffers a big downturn in 2011, and an exceptional
return if one of their new drugs, Torcetrapib, gets approved
and extends the life of that franchise out to 2017 or 2018.

If you want, I'll get Tom to lay out the numbers and
let you be the judge.

I'M ACTUALLY THE SKEPTIC AT THE FIRM.
YOU COULD ARGUE IT'S WORTH $60 OR MORE.

Van Den Berg: Tom has researched this company
just so intensely. He's got a spreadsheet that factors in
each of their drugs using a variety of different assumptions
all the way out to 2012. And he believes some combination
of the cardiovascular drugs in Pfizer’s pipeline are likely to
replace Lipitor — and then some.

OID: So he doesn’t think the company will shrink.
Van Den Berg: No. And with its win in the Lipitor

(continued in next column)
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case, as far as were concerned, Pfizer became a shoe-in.
So we feel very confident about the analysis. And if you'd
like us to go through it with you, just let us know.

OID: My place or yours?

Van Den Berg: However, we've not only been buying
Pfizer, but we've been buying Wal-Mart, Kimberly-Clark,
Marsh & McLennan, Dow Jones, Newell Rubbermaid,
Colgate-Palmolive and Automatic Data Processing — just
one big-cap company after another.

And we haven’t owned these companies in 20 years.
The last time we were predominantly in big-cap stocks was
back in the 1980s. So it’s actually been close to 25 years.
It's almost like we're a big-cap manager. [He laughs.] It's
just amazing. But I'm thrilled — because we're finding
some real good values.

5
PORTFOLIO REPORTS estimates the following were
Century Management’s largest equity purchases

during the 3 months ended 6/30/06:

. MICROSOFT CORP

. HUTCHINSON TECHNOLOGY INC
. GENERAL MILLS INC

. MARSH & MCLENNAN COS

. SEAGATE TECHNOLOGY

. BRIGGS & STRATTON CORP

. PFIZER INC

. IMATION CORP

. WAL-MART STORES

. DOW JONES & CO
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OID: If you don’t want to talk about Pfizer, feel free to
just say so — although that was a mighty smooth way
that you changed subjects there...

Van Den Berg: Before I have Tom join us, let me
confess that I'm the conservative one in the group.

OID: There’s no need to bring up politics. We prefer
to offend people by talking finance and economics —
although imperialist fascism in religious clothing
seems to have become a topic of interest lately, too...

Van Den Berg: When you talk to Tom, he can make a
case for $60. He even has a scenario way above that.

OID: I like this guy already.
Van Den Berg: And he has some very good reasons
to back up his valuations.

OID: Even better.

Van Den Berg: I tease him that it’s probably his bias
— because he comes from a sell side background — that
causes him to come up with numbers considerably higher
than I would personally come up with. I wouldn’t argue
with him, but I wouldn’t want to publish it.

OID: And you won’t have to. We’ll handle that part...

Van Den Berg: 1 wouldn’'t want to hang my hat on it.
So I hope you'll understand if I insist that he stick to the
more conservative scenarios.

(continued on next page)
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OID: As long as we get to do the final edit, certainly.
So where’s the wild-eyed guy, already?

PEOPLE ARE FOCUSING ON WHAT CAN GO WRONG,
AND IGNORING THE THINGS THAT CAN GO RIGHT.

Tom Lewis: Let me just start by saying that if you
would have told me a year ago that I was going to join
Century Management and we’'d be buying stocks like Pfizer
and Wal-Mart and companies like that...

Van Den Berg: And Microsoft...
Lewis: Yeah. [He laughs.]

Van Den Berg: He thinks we're joking.

OID: Not at all. I'm laughing about the irony of it all.
It sounds funny. Think about it: Deep value manager
buys Wal-Mart, Pfizer and Microsoft.

Van Den Berg: It is ironic.

Lewis: I haven’t been watching the market quite as
long as Arnie. But the last couple years, I began to wonder
whether or not the big-caps offered good relative value.
However, I didn’t focus too hard on it.

But when I joined Century Management, I learned
that these guys are great at laying out decades of data and
just slicing and dicing it and figuring out what it all means.
They look at it like a seasoned physician looks at an EKG.
And when you look at it that way, it jumps out at you —
the whole relative value thing. It becomes obvious that
we’re in the middle of a once-in-a-generation opportunity.

Van Den Berg: Tom made a very important point to me
when we were first talking about Pfizer. He said, “You know,
this is so classic — after a stock’s been declining for seven
or eight years and it’s gone from $50 to $24, everybody is
focused on all of the things that can go wrong. What they
aren’t focusing on are the things that can go right.”

The stock peaked near $50 about seven years ago.
And at that time, it was only earning 87¢. By comparison,
this year, it’s expected to earn something around $2.00.

So the stock’s dropped by half while the earnings per share
have more than doubled.

[Editor’s note: And while the free cash flow has
roughly tripled.]

OID: That sounds very similar to Coca-Cola in 1982.
Van Den Berg: Exactly. People are just selling these

stocks out of disgust. They've begun to look at it as dead

money. That’s just the story generally with most big-caps.

Lewis: So reason #1 of why Pfizer is cheap is disgust.
TODAY’S REGULATORY REGIME IS MORE CAUTIOUS —
BUT THERE’S ALWAYS UNCERTAINTY IN THIS FIELD.
Van Den Berg: But with Pfizer, there’s also fear.

OID: I assume you’re talking about the liability that

Pfizer faces from Bextra and Celebrex lawsuits?

Lewis: No, but that’s an interesting question. I took
areal hard look at Merck before I joined Century right after
Vioxx had been pulled from the market — and I studied
some cases back then. And that’s one of the things that
helped me get a running start on Pfizer when I got here.

When you look at the outcomes in the epidemiological
studies involving tens, if not hundreds, of thousands of
outcomes and you make comparisons, there did appear to
be a slightly higher risk of a cardiovascular event with
Vioxx. But you actually had a slightly lower incidence with
Celebrex.

OID: In other words, rather than showing Celebrex to
be harmful, the large-scale studies suggest that it was
actually protective.

Lewis: Exactly. So it would appear to vindicate
Celebrex. And if there’s an instance of Bextra harming
somebody, I think the lawyers would've shown up by now.
And I looked for that — and couldn’t find it.

OID: You don’t think that those jackeals lawyers are
Just picking the low-hanging fruit first — and that
they’ll get around to Pfizer once they’ve picked
Merck'’s bones clean for having sold Vioxx?

Lewis: No. Celebrex appears to have been vindicated
in the same clinical studies that suggested that there’s an
increased risk associated with taking Vioxx.

When Arnie says that fear is another reason why
Pfizer's stock is so cheap, what he’s talking about is
something else. The company said it this way on one of
their conference calls, although they'd hinted at it before.
What they said is that they make their money from
patented products, but those patents all have a finite life.
And everybody knows that some of their most important
products are coming off patent — a couple of ’em in the
last year or so, a couple of 'em over the next year or so.
And that’s a certainty.

Meanwhile, the benefit management companies and
the generic drug manufacturers have gotten really good at
driving generic substitution. Whereas it used to take
around seven months to get to 90% generic, it's gotten
down to maybe two or three months now. So when patents
expire, those revenues essentially go away — and everyone
knows it. That’s a virtual certainty.

OID: And didn’t Congress effectively shorten the life
of patents for drugs, as well?

Lewis: As Irecall, they tweaked it. However, what’s
been more of a factor has been the FDA. You know that
the way they behave will be cyclical, but you can’t predict
when those cycles will begin and end. And today, for a
variety of reasons, the FDA is choosing to err more on the
side of caution.

OID: Because they — and virtually everyone else —
know which way the political winds are blowing.
Lewis: Exactly. So that drags out the time it takes to
get new drugs through the FDA approval process. And
meanwhile, the clock is running on companies’ patents
while they’re waiting to have it approved. So if the time
that it takes to get a new drug approved stretches out from
one year to three years, they lose two years of revenues

(continued on next page)
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and profits. That’s been an issue.

So you have virtually certain loss of revenue that’s
supposed to be made up by revenues and earnings from
future products that are completely uncertain.

OID: And that, in a nutshell, might go a long way
towards explaining today’s valuations.

Lewis: That’s right. But let me give you an idea of just
how uncertain the future success of their new products
really is. Pfizer acquired Lipitor with Warner-Lambert. And
in the process of getting to understand Lipitor, I learned
that at one point, Warner-Lambert was so uncertain about
the future of what would become the biggest drug ever —
which now has $12 billion in annual sales — that they
actually tried to license it out. In other words, they almost
gave it away.

OID: Wow.

Lewis: So if the companies that live with these drugs
for years and years and earn their livelihoods from them
are only that good at predicting the future of their products,
how good can those of us sitting out here in the cheap
seats be?

OID: In that case, I hope that you’ll feel free to just
round Pfizer’s 2012 earnings to the nearest penny...

Lewis: But what we do know is that the company
expends a tremendous amount of time, effort and money —
they spend $7 billion or so — on R&D. And they came up
with a goal of 20 new drug approvals in the 5-year period
ending in 2006. And the company seems to be on track to
meet their target.

[Editor’s note: Or, at least, come mighty close to it.
(See Pfizer Chairman Henry McKinnell's comments on
page 46.)]

Lewis: Obviously, not all of those drugs are going to
be blockbusters. I think of it like a portfolio of stocks —
there's probably going to be a couple of duds and then
some that do way better.

OID: Or vice versa in the case of yours truly...

Lewis: But we know that what the investor at the
margin loathes is uncertainty. And you've got the certainty
of revenues of certain products going away — last year,
this year, next year — including Neurontin and some other
names that I could bore you with. So everybody knows to
the day what drugs will go off patent 12+ years in advance.

But nobody knows exactly how big their new drugs
will be — or even what applications they’ll be approved for.
For example, here’s something that’s gotten better since I
first paid over $26 for this stock last August. They have a
drug called Lyrica. I understood that it was in the process
of being approved as an epilepsy drug. However, epilepsy is
not a huge category — unlike, for example, high cholesterol.
Don’t get me wrong — it’s meaningful, but it's not huge.

However, in addition to epilepsy, they also use it to
treat neuropathic pain. And there’s something being said
about using it to treat what's known as general anxiety

QOUTSTANDING INVESTOR DIGEST

syndrome. As an epilepsy drug, it didn’t seem like much.
And the other two were kind of on the come. Well, a panel
in Europe recently recommended approval of Lyrica for this
anxiety syndrome — which apparently affects something
like 5% of the population of the Western World at some
time in their life.

OID: So it looks as though Lyrica might be on its way
Jrom being a niche drug to something much larger.

Lewis: That's right. I don’t know exactly how large,
but I do know it could be a whole lot bigger. I can’t look
through the drugs in Pfizer’s pipeline and tell you how big
each one is going to be. But that’s the way it works. You
get an initial indication that a drug’s approved for, but it
doesn’t necessarily stop there. So Lyrica has turned out to
be one of Pfizer’s fastest launches ever. And it’'s not
because of its use in epilepsy, but because of other uses.

So surprising things happen — and not all of them
are bad.

OID: However much it might seem that way today.
Lewis: Exactly.

FOR US, THE LIPITOR LAWSUIT WAS A NON-EVENT.
THE CHANCE PFIZER WOULD LOSE WAS REMOTE.

Lewis: Our starting point was to determine Pfizer’s
value in what we considered to be the worst-case scenario.
So among other things, we assumed that they lost the
Lipitor patent case to Ranbaxy. We assumed that their
potential blockbuster, Torcetrapib, winds up being a bust.
And we assumed conservative margins for what was left.
But no matter how pessimistic a scenario we ran, we
concluded that their stock was, at worst, fairly valued.

And needless to say, were not looking to buy stocks
that are fairly valued. But that was the big “if” at the time.
That was the big concern people seemed to have on top of
all of the other really obvious concerns about the rash of
patent expirations Pfizer and other big pharma companies
are facing. And frankly, we thought that the odds of them
losing in court weren’t very high, although it wasn’t zero.
Of course, subsequent to that, courts in the U.S. and the
U.K. upheld the validity of Pfizer's patent.

And if the Lipitor patent winds up being valid until its
expiration in 2011, then we can’t come up with a valuation
of less than $40-50 in the next three to five years.

OID: Do you mind me asking your average cost?

Van Den Berg: I believe our average cost has been
somewhere between $24 and $25. As I recall, we've paid
as little as $21 and change and as much as $26.50 or $27.

OID: So you’ve paid the current price.
Van Den Berg: Oh, yeah.

Lewis: We started buying Pfizer before its victory in
the Lipitor patent lawsuit against Ranbaxy, but not before
we had the opportunity to read Pfizer’s brief on the case and
everything about every patent challenge that we were able
to get our hands on. And one of the things that we learned
was that in something like 39 attempts in challenging
patents, Ranbaxy had been successful only once.

(continued on next page)
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OID: What a great factoid.

Lewis: And nobody had ever been successful in the
heart of the matter in this case — no pun intended —
which revolved around “composition of matter”. Of course,
some patents have been successfully challenged —
although the successes have been few and far between —
but not on “composition of matter”.

[Editor’s note: Lewis elaborated: “ ‘Composition of
matter’ refers to the atoms that make up the molecule and,
importantly in pharma, their orientation to each other. As
I understand it, molecules with the same parts (i.e., atoms)
oriented differently are called isomers. Two very similar
(mirror image on some plane) isomers are called
enantiomers. Sometimes one is more efficacious than the
other. So removing the less effective one leaves you with a
more powerful drug.”]

OID: Very interesting.

Lewis: And fortunately, I remembered just enough
about organic chemistry from the courses I took in college
30 years ago to be able to follow the discussion when they
started talking about isomers and enantiomers and that
sort of thing to see that it was virtually impossible that
Pfizer wouldn'’t prevail. That said, you know about betting
on the impossible in this game...

OID: Never say never — especially when it involves the
American legal system.

Lewis: Amen. But we also knew that it wasn’t a jury
trial. And we ascertained that the presiding federal judge
had extensive experience on pharmaceutical patent matters.

OID: And a history of rationality, I presume.
Lewis: And no apparent bouts of insanity.

ON A WORST-CASE BASIS, IT'S DEAD MONEY.
AND THE WORST CASE IS EXTREMELY REMOTE.

Lewis: So, again, there’s certainty surrounding the
expiration of lots of Pfizer's patents and enormous
uncertainty about the performance of the drugs that will be
replacing them.

So here’s how we dealt with that uncertainty in
valuing Pfizer. First of all, we wanted to determine the
impact of Pfizer’s Lipitor franchise going away completely.
And when you run the numbers there, you see that the
rest of Pfizer’s portfolio generates a pretty puny margin.

OID: Are you sure this one’s a long?

Lewis: So one of the things I tested — and I got all
the way down to about Line 700 on one of my spreadsheets
as I'm studying scenarios...

OID: Line 7007?!

Lewis: I basically broke it down into three categories.
Obviously, one was Lipitor. And then I took what I call
“The Big Five” — which are four significant products that
are about to go off patent or had just gone off patent plus

Celebrex. Like Vioxx, it got pulled. Pfizer’s still selling it —
which is a whole other issue.

However, it went from being a $3.3 billion product to
a $1.6 billion product. And there was some question as to
whether or not they would keep it on the market.

Van Den Berg: [After a long pause] He's just got to
dig through 700 lines. He'll be right with you.

Lewis: Pfizer had two drugs in the Cox-2 inhibitor
class — Celebrex and Bextra. And in 2004, they had sales
of $3.3 billion and $1.3 billion, respectively. And in late
2004, the Vioxx scare came along — so they pulled Bextra.
And I have Celebrex at a run rate of $400 million or so per
quarter today — which is where it looks like it’s stabilized.

[Editor’s note: It looks like there may be a disconnect
between widespread perception and reality on that one:
During the second quarter, worldwide sales of Celebrex
rose by 17% to $471 million. And here’s what Pfizer U.S.
Pharmaceuticals Vice President Pat Kelly had to say about
Celebrex and its prospects given increased competition
from generics — the most recent addition being Mobic —
during their latest conference call (held on July 20th):

“The arthritis market has been primarily generic for
quite awhile anyway. And ibuprofen and naproxen are
much more significant players than Mobic will ever be. So
we don’t think the specific expiration of Mobic will have
much impact on Celebrex.

“Our future story’s all about rebuilding physician and
patient confidence in what is the most efficacious agent —
branded or generic. Celebrex provides the strongest and
most effective pain relief for patients with arthritis. And
we're continuing to rebuild those expectations.

“At the same time, we're continuing to find ways to
expand the Celebrex franchise. Just last month, we filed
the juvenile rheumatoid arthritis claim for Celebrex —
which will add, once again, another new use to this agent
which is already widely utilized, but hopefully headed
towards even greater utilization.”

Outgoing Vice Chairman Karen Katen chimed in:
“During the second quarter, we also filed in Europe for
ankylosing spondylitis.... So there’s another new indication
there ... for increased use of this important medicine.

“So we're very optimistic about Celebrex’s future —
despite the generic availability of a product like Mobic.”]

Lewis: But I've included Celebrex in “The Big Five”
category of drugs that are essentially going away. And I
estimate that those drugs that are going away shortly
comprised $15.7 billion of the $46.7 billion total sales of
the Human Health division in 2004.

OID: I think I'm with you so far.

Lewis: And I don’t know the profitability of Lipitor or
Pfizer’s other drugs individually. But we knew that their
overall operating margin was 43.7% in 2004. Therefore,
the operating margins of some of Pfizer’s drugs are above
43.7% and some below it — for various reasons, of course.

So I stress tested the profitability of Pfizer ex-Lipitor
by assuming different levels of Lipitor profitability. (And by
the way, for purposes of our analysis, I assumed a lot of
different levels.) However, if Lipitor has a 70% margin
which is what we settled in on — and the Big Five have a
48% margin — then one of the things that will drop out of

(continued on next page)
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our analysis is an implied margin on the rest of the
company’s product mix.

And using those assumptions, we concluded that the
operating profit margin on the rest of Human Health was
only around 21% — 20.9% to be precise.

OID: Given the uncertainty in this business, please
feel free to just round to the nearest percent.

Lewis: I appreciate it. But remember that we're
talking about implicit numbers — because we don’t really
know that Lipitor has a 70% margin. We do know that the
higher I assume it is, the more conservative we're being
about the margin on the rest of their business.

Basically, what we're trying to determine is what the
remainder of Pfizer’s business would look like financially in
the event that Lipitor does go away, and it turns out that it
was way more profitable than we thought.

OID: For, in effect, your worst-case scenario.

Lewis: You've got it. So we know that Lipitor’s
margin is higher than average, but we know that it’s lower
than 83% — because that’s the upper limit of what it ever
gets to under the best of circumstances.

By the way, I also assumed an above-average profit
margin for “The Big Five”, and their revenues going from
$12.4 billion in 2005, to $7.9 billion in 2006, to $5.8 billion
in 2007, and $2.5 billion thereafter.

OID: As a result of upcoming patent expirations.

Lewis: That's right. And I assume that at that point
those patents are gone, and that Celebrex is only making a
small contribution. In effect, I've programmed in what I
believe are aggressive estimates of the potential profits that
Pfizer will be losing.

OID: And that tells you...

Lewis: That tells me a number of things. It tells me
roughly how profitable the rest of Pfizer’s revenues are, and
how fast it has to grow in order to offset that decline. And
if my assumptions about the rest of Pfizer’s business are
reasonable, it also tells me some things about their likely
future earnings and free cash flow growth.

(continued in next column)
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OID: And the bottom line is...

Lewis: Mind you, Pfizer may not even agree internally
about the level of profitability of one product to another —
because they might not agree about the most appropriate
way of allocating certain costs and so forth. But based on
the analyses we ran that we spent the better part of two
months on, if we do away with our 70% profit margin for
Lipitor — assuming Lipitor and the drugs whose patents are
scheduled to expire during the next few years just go away
— it suggests that Pfizer’s earnings would be about $1.13
per share. And if so, they would likely stay in that range
for a couple more years and then start to grow.

And as growth in what’s coming into the pipeline
lately and what’s about to come into the pipeline starts to
more than offset the patent expirations that are so
concentrated in 2005, 2006 and 2007, and considering
Pfizer’s balance sheet and the stability of its earnings and
all of that, we got very comfortable with a downside on an
absolute worst-case basis — short of a scenario where your
money’s no good anyway — of about $21-822 a share.

Van Den Berg: That's using a simple multiple of 20
on their worst-case free cash flow. And we won’t bore you
with our entire analysis and all of the reasons why we’re
confident that our analysis is conservative...

OID: Bore us, please.

Van Den Berg: Let us come back to that later.
However, for lots of reasons, we're very confident that it’s
plenty conservative.

Tom'’s analysis gives Pfizer a pretty good haircut.
And that’s how we came up with $1.13. It could well be
that Pfizer’s earnings and free cash flow ex-Lipitor and the
Big Five are higher than that. Absent some kind of
cataclysmic event, however, we view that as our absolute
downside. So basically, the worst case is dead money.

Lewis: And don’t forget that you also get a yield of
over 3.5% while you wait.

IN OUR “MODERATE SCENARIO”,
FREE CASH FLOW WOULD BE $2.30-3.30.

OID: So what’s your “moderate” scenario?

Lewis: In our moderate scenario, depending on our
assumptions, we come up with something between $2.30
and $3.30 of free cash flow per share.

OID: What were the assumptions you used in order to
come up with the $2.30 per share of free cash flow?

Lewis: If I take their base business and I grow it at a
13% rate, which I think is reasonable — again, excluding
the Big Five that I assume are going away — and I put a
margin of 33% on their revenue, which is almost exactly
what it was in 2004, I figure that it would grow to $2.30
per share of free cash flow by 2011.

OID: And your $2.30 scenario assumes that
Torcetrapib doesn’t malke it.

Lewis: That’s right. That's just taking the revenues
from the drugs whose patents won’t be expiring during the
next few years and growing it 13% per year. Admittedly,
that’s kind of conservative given what’s in their pipeline.

(continued on next page)
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And then I apply a 33% margin to that revenue, tax effect it,
and divide by 7 billion shares outstanding — which is
slightly below today’s level of shares outstanding because
they are buying back shares.

That $2.30 would be in 2011 after Lipitor is gone —
and Pfizer’s cardiovascular franchise has gone away,
except for a generic operation. In that scenario, I assume
that Pfizer continues to sell Lipitor — only as a generic at a
much reduced level of both revenues and margin. So the
$2.30 is a number with very little contribution from Lipitor
and none from Torcetrapib.

OID: And even on that basis, you say that you think
Pfizer should be worth $40-45 or more in 2011.

Van Den Berg: That's right. But let’s just see what
their free cash flow would be assuming their normal margin
— just to give you the difference.

OID: Bless you.

Van Den Berg: Ido think a 33% margin is too low.
You come up with the worst case, the mid-case and the
best case, but what you want to use is the most probable.

OID: Praise the Lord.

Van Den Berg: So if we adjust the Human Health
operating margin to 47%, which is less than it was in the
first half of 2006, that would bring free cash flow in 2011
to a little over $3.00 per share.

OID: So your most likely case in the event that
Torcetrapib is not approved would be $3.00.

Van Den Berg: The most probable would be a bit
more than $3.00 per share — but we're using $2.30. And
neither of those scenarios is wildly optimistic.

OID: So you're calling the scenario where you get
$3.00 of free cash flow in 2011 your middle case?

Van Den Berg: Well, to be fair, I think that’s still
conservative. But that’s moving towards the middle case.
I think that $2.30 is sort of the low case. Maybe $3.30 is
the middle case.

Lewis: Yeah. If we assume Lipitor grows at a more
moderate rate over the next few years until it reaches the
end of its patent life in 2011, we're looking at $3.30 per
share in free cash flow in 2011. And I think a $45 value
would be justifiable on that basis.

OID: Piker.

Van Den Berg: Yeah. IfI had to value Pfizer three to
five years out, I'd probably say that it's a $40-45 stock.
And I could easily see it going to $50, but I prefer $45.

IF TORCETRAPIB GETS FDA APPROVAL,
THEN OUR NUMBERS COULD BE WAY LOW.

OID: You're killing me. You're telling me you think
Pfizer won’t even be worth 14 times free cash flow?!
Van Den Berg: Well, I think it would be safe to say

OUTSTANDING INVESTOR DIGEST

S

s L

»} éugust 30, 2006

that Tom has a much more positive viewpoint than that.

Lewis: We do have a couple of scenarios that would
make Pfizer’s value a lot more than that.

OID: Let’s just save time and go straight to those,
because they’re what we’re going to publish anyway —
unless you have something higher...

Lewis: Beginning in 2011, Pfizer's competitors will be
able to offer generic Lipitor. But something that could lead
Pfizer to do way better than what we've talked about so far
is if Torcetrapib, which is in Phase 3 testing, gets approved
— which could, in effect, extend the life of Lipitor’s franchise
a dozen or so years beyond its scheduled patent expiration.

I truly believe that Torcetrapib has the potential to be
a real miracle drug that could really do a number on
cardiovascular disease. The action of Lipitor and the other
statins is to lower low density lipoproteins — the so-called
“LDL" or “bad” cholesterol — which of course, is a good
thing. And by the way, a positive side of this that I've only
become aware of during the last few years as I've started to
rub shoulders with older people...

OID: And added Pfizer to your portfolio...

Lewis: I've learned that for many people in their 60s,
these medications can be the difference between being
middle-aged and being old.

OID: And here I thought that was Pepsi.

Lewis: Epidemiological studies show that at a time
when for a variety of reasons (including demographics and
life-style) cardiovascular disease should be increasing in
our country, it's actually declining. And other factors may
be involved, too — like people smoking a little bit less. But
clearly, the adoption of these LDL-lowering statins is an
important part of that.

Well, Torcetrapib raises the “good” cholesterol — the
so-called high density lipoproteins — or HDL, which
apparently helps remove the LDL...

OID: And, as I recall, makes it less likely that
someone will suffer a cardiac event at any given level
of LDL.

Lewis: Exactly. The studies show that people with
high HDL have a lower incidence of cardiovascular disease.
But that’s not all...

One of the reasons why Lipitor is the preferred statin
— one of the things that’s made it such a great success —
is that 10 milligrams of Lipitor can do what 40 milligrams of
other statins can do, only better. And the lower the dose,
other things being equal, the lower the odds of significant
side effects.

As you might imagine, that’s a major selling point for
physicians who were still nervous about prescribing statins
for their patients. And that’s made it much easier for
Pfizer to market Lipitor.

However, in a combination pill with Torcetrapib,
Lipitor should be even better. And here’s why I say that:
Torcetrapib potentiates Lipitor. In other words, it's been
shown to make a given amount of Lipitor work better — so
that the dose of Lipitor can be even less.

OID: That sounds impressive, all right.
Lewis: So Torcetrapib’s currently in Phase 3 testing.

(continued on next page)
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And Pfizer should be filing for FDA approval next year.
Incidentally, I understand in order to get FDA approval,
Pfizer not only has to show that Torcetrapib plus Lipitor
does what Pfizer says it does and that it’s safe, but they
have to show it reduces plaque, too.

OID: So you save on dental floss, too!?

Lewis: Not that kind of plaque. But if Pfizer can
show that the Torcetrapib/Lipitor combination reduces
plaque in blood vessels and that there are no unacceptable
side effects, instead of Pfizer's marquis cardiovascular
franchise going away in 2011, its cash flow not only
shouldn’t decline, but it should keep growing nicely
without missing a beat.

IF TORCETRAPIB WERE TO GET APPROVED,
WE’D BE TALKING ABOUT A DREAM SCENARIO.

OID: And Pfizer’s most likely free cash flow and value
if Torcetrapib’s approved?

Lewis: Oh, God! That would be equivalent to
extending Lipitor another decade or so. In that case, you'd
have a tremendous and growing cash flow from that
franchise in each of the intervening years. And using a
33% margin on their Human Health division — and a
13% growth rate — I came up with $3.75 of free cash flow
in 2011 and $4.07 per share in 2012.

OID: Using your worst-case margin and growth rate.

Lewis: That's right. A true high scenario would be a
40%+ margin on that business — and it might grow faster
than 13%.

OID: If there's one thing that I know something about,
it’s best-case scenarios. And I'm not letting you guys
ever see your wives again until you tell us what it is.

Lewis: Well, if we just keep the 13% growth rate and
give it a 44% margin, then it would be approaching $5.00
per share of free cash flow in 2011, and slightly over $5.00
in 2012.

Van Den Berg: Oh. yeah.

OID: Glory, glory, hallelujah. Was that so hard?

Van Den Berg: That's where it would be. But look, if
a fraction of investors believed that, this discussion would
be academic. If people expected S5 of free cash flow...

OID: Then Pfizer would be a helluva lot higher today.
Van Den Berg: It sure would.

Lewis: But those are remotely possible outcomes.

Van Den Berg: [ wouldn't even mention those.

OID: Because you're in the humdrum field of investing,
not the high stakes world of investment publishing.
Van Den Berg: As value investors, we want to put
multiples on things that we can reasonably expect without
court cases or approvals of new drugs or things like that.
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There are a lot of “if’s there. But the fact still remains that
if somebody buys it in the mid-820s, they can project a
reasonable price of $40-50. And if Torcetrapib gets
approved, well, then you've got a real winner. But those
are dream scenarios. Theyre fun to think about, but...

Lewis: And if those extras come to pass and the
stock’s at $45, then we won't sell it.

Van Den Berg: Right. We wouldn't sell it at $45.

OID: In the scenarios that you ran where Torcetrapib
got approved, how did you arrive at pricing for it?

Lewis: I just assumed that its value proposition in
the market would be comparable to that of Lipitor.

OID: That sounds reasonable, if vague.
Lewis: I don’t think we're being aggressive.

Van Den Berg: If it gets approved, then I think that
our upper scenarios would be very much in the ballpark.
And I think Tom’s $5.00 wouldn’t be out of the question —
because If Torcetrapib winds up being approved and it
extends Lipitor’s economic life, then Pfizer’s a no brainer —
because we’'d not only be talking about adding in the 85¢
from Torcetrapib, but adding back a growing contribution
from Lipitor, too.

And at that point...
better than we can.

Well, I think you can do the math

OID: If that’s true, it’s only because I have practice
using multiples above 14. But can’t you humor a
desperate editor?

Van Den Berg: If Pfizer were generating $5 per share
in free cash flow, other things being equal, then I think it
might be worth $80 or thereabouts.

AN AVERAGE S&P FREE CASH FLOW MULTIPLE?
IT'S AROUND 20. BUT PFIZER’S NOT AVERAGE.

OID: And if you were trying to assign a fair multiple
of free cash flow — based on what it actually deserves
— instead of lowballing us with 14-16 times...

Van Den Berg: Well, for S&P 500 companies, I'd say
that the median valuation has probably been something
around 15-16 times earnings, and 20 times free cash flow.

OID: So you think Pfizer’s a below-average company?
Van Den Berg: No way. The average S&P 500
company has an EBITDA margin of 14-15%. Pfizer's is
closer to 40%. And the average company in the S&P 500
probably has a net profit margin of around, say, 5-6%.
Pfizer’s net profit margin has averaged more like 22-25%.

[Editor’s note: And it's been even higher since 2002
— averaging something north of 29%. And Value Line is
assuming a net profit margin that’'s even higher still —
north of 30% — in their 2009-11 projections.]

Van Den Berg: Also, Pfizer’s return on capital is up
around 20% — which is probably twice that of the average
company in the S&P 500. And Pfizer’s balance sheet is
bulletproof — and its earnings are all free cash flow.

OID: And then some.

(continued on next page)
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Van Den Berg: That's right. So there’s no way that
anyone could confuse Pfizer with an average company.

OID: In other words, you think it’s better.

Van Den Berg: Pfizer's not even in the same league.
It’s head and shoulders superior to the average member of
the S&P 500 — even if it winds up not growing quite as fast.

OID: Well, in that case, wouldn’t an intrinsic value of
14-16 times free cash flow probably be a tad low?

Van Den Berg: Yeah. To be fair, I think 20-25 times
free cash flow would probably be a very reasonable multiple
— especially given the current interest rate environment
and our view of what interest rates are likely to be in the
next three to five years. As we said at our conference, we
believe we're in an unusually favorable environment for
financial assets — with low inflation and low interest rates.

So considering the current interest rate environment,
today’s level of inflation and the production of products
worldwide and relatively restrained money supply growth
very likely keeping inflation down, we could easily argue that
free cash flow multiples should be even higher. [He pauses.]

But we really don’t need to get into that — because
you can easily justify these multiples without that thesis.
Believe it or not, the S&P has sold at an average of about
30 times free cash flow at peaks, and 20 times earnings —
because, of course, not 100% of earnings are free cash flow.

OID: Well, with apologies in advance for asking,
wouldn’t a 25 multiple on $3.50 to S5 of free cash flow
imply a stock price of more like $87.50 to $125?

Lewis: It would. But we don’t even want to go there
— because that’s speculation.

OID: Because it relies on Torcetrapib getting approved
and being a commercial success.
Van Den Berg: You've got it.

Lewis: And if Pfizer being a worthwhile investment
depended on Torcetrapib being approved, then we wouldn't
be buying it.

Van Den Berg: Exactly.

Lewis: Again, we understand the approval hurdle
isn’t just whether or not it raises HDL — it certainly
appears to accomplish that — but whether or not it has an
effect over and above what can be achieved with Lipitor
and the other statins.

Van Den Berg: So Pfizer has a higher hurdle to jump
in order for the FDA to approve that one.

Lewis: And I think it's a reasonably good bet that
they’ll succeed, but not good enough for us to rely on.

Van Den Berg: Please don't quote us on any of this...

OID: No, of course not. We’ll keep it our little secret
— just between us and our subscribers.

Van Den Berg: ...Because we're only looking for the
lowest reasonable scenario we don’t have a problem seeing.
And for me, that’s $40-45 based on $2.30 of free cash flow

three to five years out. As long as it’s good enough on that
basis, we consider everything else gravy.

Lewis: That’s right. If we're correct and Pfizer winds
up with anything near $3.00 of free cash flow per share in
the 2011 time frame, then today’s price is cheap. I mean,
the market ought to be willing to pay a multiple on that
free cash flow substantially higher than it is today.

Van Den Berg: That's exactly right. I mean, even if
we use a lowball figure for 2011 free cash flow of $3.00 and
a similarly lowball multiple, we arrive at a value of $45-60.

| THINK PFIZER’S MAKING GREAT PROGRESS —
AND THAT TORCETRAPIB’S POTENTIAL IS HUGE.

OID: Please believe me when I say that I understand
you’re not counting on Torcetrapib being approved.
But might we trouble you to be just a little more
specific about what you think the odds are?

Lewis: I think they're higher than I thought last fall.
It's still a high hurdle. However, I make a point of listening
carefully not only to what people say, but how they say it.
It's very important to me that if I'm going to delude myself,
that I do so on the side of being cautious.

OID: So much for a career in publishing...

Lewis: And I think I'm hearing a level of confidence
from Pfizer's management I wasn’t hearing before. 1
definitely get the impression that they're making great
progress on their trials.

OID: Let me phrase my question somewhat differently:
If you were forced into a corner by a sleep-deprived,
deadline-hounded, totally desperate newsletter editor
and forced to say how likely you think it is that Pfizer
will get approval for Torcetrapib, what would you say?

Lewis: Well, I've heard that it has the effect it’s
supposed to have — and that it potentiates the Lipitor.
That means it makes however much Lipitor someone takes
have more of an effect. That’s something that they weren’t
saying before. They've also tested it for safety. And they've
confirmed that it does raise good cholesterol — the so-
called HDL.

So all told, last August, I might have guessed that the
odds of Torcetrapib being approved were just over 50%.
Today, I think I'd say 70%.

OID: Sounds good.

Lewis: But what remains at this point is for them to
see if it actually reduces plaque better than Lipitor alone.
And there hasn’t been data forthcoming yet in that regard.
However, they were willing to speak more recently with a
level of detail and enthusiasm that I wasn’t hearing before.

OID: But if Torcetrapib raises the good cholesterol
and potentiates Lipitor, why wouldn’t that be enough
to get it approved?

Lewis: I don’t know. That’s just what they told me.
Presumably, that’s the hurdle the FDA'’s set for approval.
Maybe it’s because they concluded that the level of plaque
is the most important indicator of how healthy people are.

(continued on next page)
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OID: If Torcetrapib gets approved, what are the odds
that it’ll be a commercial success?

Lewis: Huge. After all, cardiovascular disease is the
biggest disease in the Western world. It's been estimated
that only about one third of the people in the United States
who would benefit from lower LDL are getting treatment.
And who knows what the market could be globally?

OID: Price controls, counterfeiting and other
intellectual property piracy aside.

Lewis: Even then. But in my projections. I simply
assume that Pfizer’s revenues combined from Lipitor and
Torcetrapib grow about 14.9% during the first year after
Torcetrapib’s approval, which is 2008, 13.1% in 2009,
7.6% in 2010 and 2011 and 6.2% in 2012.

BUT THE ONLY CERTAINTY IS PATENT EXPIRATION.
APPROVAL AND MARKET ACCEPTANCE ARE UNKNOWNS.

OID: That doesn’t sound wild-eyed. But what’s to say
there’s not something out there about to be approved
that’s better?

Lewis: If there was something like that out there, I
think that I would've heard about it. That said, however,
some people say that niacin works just as well. But I have
to go to an arcane bulletin board on the internet to read
about it. I suppose that there could be something...

One of the things I had to overcome with this idea...
I'm not really into alternative health. However, I am taking
a couple of things that I didn’t take before — like fish oil.

[Editor’s note: We told Lewis how we'd read that
statins deplete the body’s supply of Coenzyme Q-10 —
which we understand is important. if not critical, for
proper heart function. So. we told him. we were surprised to
learn that a review of 97 clinical trials published between
1965 and 2003, pooling results of 275,000 people in the
April 11th Archives of Internal Medicine had concluded
statin drugs reduce mortality and cardiac death by 13%
and 22%, respectively; although the same review also
concluded that those taking fish oil reduced mortality and
cardiac death even more — by 23% and 32%, respectively.]

Lewis: I don't want to leave you with the impression
that I take the fish oil for my cardiovascular health. I just
take it because my eye doctor told me it's good for my eyes.
And Jim Brilliant, our director of research, mentioned that
it’s supposed to help brain function, too.

OID: Yeah. It's supposed to be great for your memory.
That’s why I take it. And it absolutely works wonders.
...Now, what were we talking about?
Lewis: Natural healthcare alternatives.

OID: Oh, yeah. I haven’t read all of the studies.
However, I suspect that if people were fully informed
about health and natural alternatives, the usage of
pharmaceuticals might decline by 80-90%.

Lewis: Which wouldn’t be a good thing for Pfizer or
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any of the other drug companies.

OID: You wouldn’t think so.

Lewis: Well, let me address that issue this way: Near
the top of my list of things that I'm not worried about
would be an outbreak of well-being and common sense —
of everybody starting to eat right, get the right amount of
exerci