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The Third Year’s The Charm

) ear Clients and Friends,

The year 2006 was a solid year for equity markets

worldwide, continuing a 3-year trend of the stock mar-
ket generating the full year’s return almost exclusively
in the fourth quarter! Indeed, 2006 could be called the
tale of two years — with a very poor start
followed by a powerful finish." Notably,
the high quality, global powerhouses that
make up the bulk of your portfolio came
back with a vengeance in the fourth quar-
ter, and began to exert leadership in the
financial markets — a leadership that, as 1

write this in mid-January, is continuing.

Throughout our 2006 client communica-

tions, we presented our view that the over-

all U.S. economy — while fundamentally very solid —
would enter a period of slower or more normal GDP
growth rates. In our
view, both the U.S.

housing market and

increased use of lev-
erage over the last

few years would lead

to a healthy slow-

down in consumer spending. This is actually what the
Federal Reserve was seeking to achieve with the slow
and steady climb in interest rates. We referred to this
as a normal mid-cycle slowdown, and believed that this
would be a catalyst for stronger stock market perform-

ance. That played out in late 2006 and remains one of

“Let’s leave it at this:
In good time, good
things happen to
cheap stocks.”

James Grant, Editor,
Grant’s Financial
Newsletter

many reasons for our bullish view towards the
financial markets in 2007, and your stocks in

particular.

Indeed, our outlook for stocks in 2007 is decid-
edly bullish. Going into the new year, the invest-
ment focus at ].W. Burns & Company remains
on high quality growth equities and selected in-
ternational stocks. We believe the economic en-
vironment of the slowing economy, lower oil
prices, benign Federal Reserve interest rate pol-
icy and lowered inflation expectation sets the
stage for another very good year in the equity
markets. With this backdrop of a healthy, yet
moderating economy, our view Is that quality
growth stocks will significantly outperform
cyclical and small cap equities.
We also believe that developed in-
ternational stocks will outperform
the emerging markets in a moder-
ating global economy, although we
remain convinced that one particu-
lar emerging country — China — will
continue to play an ever increasing
role in the world. As such, our
research continues to seek compa-
nies — both in the U.S. and internationally — that
directly benefit from China’s explosive growth.
It should be noted that a high percentage of your
current portfolio — companies such as Walt Dis-
ney, General Electric, Fed Ex — are global lead-
ers already powerfully positioned in China/Asia

and will benefit for years to come.
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withstanding, we

believe a broad

bull market has yet



to materialize. On an inflation adjusted basis, the stock
market remains well below the highs reached in eatly
2000. In our view, stocks overall and especially the pre-
mium, low risk equities we have positioned in your
portfolio, are an outstanding bargain relative to real es-
tate, bonds, hedge funds, and the like. In the immedi-
ate aftermath of 9/11, when the Global Central Banks
aggressively lowered interest rates to provide protection
against severe economic fallout, the world has been
awash with liquidity. Instead of investing in traditional
blue chip stocks, investors focused on increasingly ex-
otic investments — such as hedge funds, private equity,
aggressive small and micro-cap stocks, real estate, tim-
ber and art — pushing many of these asset class prices
up to extreme levels.? This has come at the expense of
traditional Blue Chip equities such as the stocks in your
portfolio that are durable, growth-oriented,
and cheap. As we have mentioned in

previous client communications, the

posturing and media hype notwithstanding, a
slim majority for either the Republican or De-
mocratic Party usually translates in nothing get-
ting done in terms of serious legislation — bullish

for stocks.

Another factor, although not much talked about
in the financial media, is that we are in the third
year of a Presidential election cycle. Historically,
this has been the best year for equities with an
average return of 18% for the S&P 500 since
1945. For the first, second, and fourth years of a
presidency, the S&P 500 has posted average
gains of only 2.35%, 2.4%, and 8.6%, respec-
tively.> The chart below shows the year by year
results through the presidential election cycles in
a shorter time frame, but the trend

remains. Let’s take a look:
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to say, and we are indeed expecting good

things to happen to your portfolio.

Along with the high quality and inexpensive earnings
streams, there are other reasons we are bullish heading
into 2007. Certainly 17 interest rate increases since
mid-2004 have dampened investors’ appetite for equi-
ties. At the time of this writing, it appears that we are
nearing the end of the Federal Reserves tightening cy-
cle. This would be a major positive for stocks, and cer-
tainly played a part in the market rally in the fourth
quarter. Corporate earnings and balance sheets remain
strong, inflation — aided in no small part by falling oil
prices — remains benign, merger and acquisition activity
is very robust (2007 is expected to be a big year for
M&A activity, historically a very bullish sign) and cor-

porate share repurchases continue to boom. Political
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The third year tends to be strong for a number
of reasons, but certainly both political parties are
heading into the political election cycle and,
again, not much gets done. Benign political ac-
tivity tends to be very, very good for stocks, as
politicians don’t get in there and “muck every-

thing up.”



A Word About Risk:

There are certainly risks; there are no guarantees with
stocks, as in life. Our biggest concern at J.W. Burns &
Company would be that Central Banks globally raise
interest rates and financial liquidity dries up, as hap-
pened in the May-June market correction; I believe this
is quite unlikely, but one never knows. The real risks
are usually the ones no one is thinking about. A finan-
cial crisis such as the 1998 melt-down of the hedge
fund Long-Term Capital Management or the 1997 —
1998 Asian currency crisis comes to mind. In this re-
gard, we can only report to you, our clients, that not
only are your quality growth stocks cheap,
they are also a potent hedge against risk.
High quality, low debt, durable companies
such as the equities in your portfolio tend
to hold up significantly better than the
broad market in tough times. In fact, it
has been said by someone on Wall Street
that when times get bad, buy stocks of
things people can eat, drink and smoke!
Your portfolio is full of powerful global
franchise businesses with superior business
models. These are companies that literally can prosper
in tough times. Yes, we have an eye on risk and believe

your portfolio is built to withstand shocks.

It seems over the last few years, most investors have
forgotten about risk. As I mentioned in the opening,
more and more exotic investments continue to entice
investors. Recently Forfune magazine came out with
their 2007 Investotr’s Guide, and interviewed five well-
known strategists. I’m never at a loss for words, but, in

this case — well, I'll let them say it.

-“It’s that risky things have become extremely expen-
sive . . . junky companies have done better than high-

quality companies; junky bonds have done better than

“A Slim majority for ei-

ther the Republican or times cash flow. This is where

Democtatic Party usu- people should be looking to put
ally translates in nothing money.”- Dave Herro, Portfolio
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serious legislation—

Bullish for stocks.”

high-quality bonds.”
- Jeremy Grantham,Chairman at GMO

-“The relationship between equity-market vola-
tility and the performance of quality stocks is
amazing. Lower quality stocks do exceptionally
well when volatility is down, and high-quality
stocks do exceptionally well when volatility goes
up . .. I don’t think it’s going to be a good bet
over the next year, year and a half, to say that
volatility is going to continue to go down.”-
Rich Bernstein, Chief Investment Strategist
at Merrill Lynch

-“Companies with high return on equity and re-
turn on capital and strong balance

sheets are trading at nine or ten

Well said . . . well said, indeed.

Going Global:

In 2007, we do not contemplate major changes
but a “tweaking” and further continuation of our
quality and international emphasis. Over the last
few years, J.W. Burns & Company has broad-
ened its investment platform to give a more di-
versified approach, especially regarding interna-
tional equities. Yes, the theme of global growth
continues to dominate our thinking and discus-
sions! Investment ideas that we may initiate a
position or continue to add to include Barclays,
Monsanto (soft commodities feeding the world),
EAFE (ishares international fund), China Mo-



bile, Powershares Golden Dragon ETF (a basket of
Chinese and U.S. stocks which benefit from China’s
expanding economy), Allied Irish Banks, and unique
for us, we are very interested in international real estate.
The international real estate market is just beginning to
come into its own and is very inexpensive relative to
U.S. real estate. There are a few mutual funds that seek
high quality, lower risk Real Estate Investment Trusts
(REITY) in international markets that are significantly
uncorrelated with the U.S. real estate market. We be-
lieve this is potentially a high return area and we will

continue to do research here.

In the end, a company’s earnings growth
and financial strength will determine the

stock’s price performance. We believe

'Harry Segalas, W.P. Stewart
?Jeremy Grantham, Chairman at GMO, October 2006

*Sam Stovall, Chief Investment Strategist at Standard &
Poor’s

your portfolio is positioned in the world’s “As always, we will con-
premier growth companies and we expect tinue to diligently seek
strong returns in 2007. As always, we an above-average return

will continue to diligently seek an
above-average return with below-

average risk.

Thank you for the confidence you have
placed in us, and please call us with any questions or

concerns.

Best wishes,
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James C. Burns, CFA

President

with below average



