uttonwod

3RD QUARTER REPORT -

NOVEMBER 2006

What a difference acouple of months make! After a
fairly flat year in most of the investment markets, as we wrapped up the

third quarter and stepped into the fourth, we have seen a turn in investor
sentiment and a corresponding rally in the stock market. Bonds have also
done well, with both the short and longer term interest rates declining rather
dramatically.

It's our opinion that we are finally seeing
financial markets shrug off some of the bearish
forecasts and begin to reflect generally good
fundamental conditions.

In summary, while there is still plenty to be concerned about, like oil prices,
the mess in Iraq, and terrorism threats, we think the outlook for the economy
and financial markets is, on balance, pretty darn good. We have been in this
optimistic mood since late 2002 and so far all the economic numbers seem to
point toward more growth. Obuwiously this will not always be the case and we
are very aware the last time the stock market was reaching new all-time highs,
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it was right before a very nasty three-year correction.

As we start the 4th quarter, our economic optimism doesn’t mean the stock
market can’t reach overbought conditions, or that some market sectors aren’t
due for a correction. It simply means, in the big picture, we do not think
stocks are at an overvalued level as a whole.

At Buttonwood Financial Group,
we have always believed that education
is a big part of our job. We provide these
Quarterly Newsletters and corresponding
reports to keep you informed of our
perception of the economy and its effects
on your investments. Our goal is to remove
the “noise” and provide you with facts.

I was in one of my favorite bookstores the
other day and walked past the magazine
rack. Right in front of me were probably six
or seven of the leading business magazines

full of all the knowledge fit to print that
week. Ironically, two of them sitting side by
side caught my eye. On one magazine the
cover read, “The Coming Collapse of the
US Economy”, while the headline on the
front of the magazine next to it proclaimed
we are living in “The Goldilocks Economy”
where everything is “just right.”

Usually after these Newsletters are posted
on our website (www.ButtonwoodFG.com)
or mailed, we receive several calls with
technical questions about what makes up
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the components in some of the graphs
we have included or what effect a specific
scenario might have on the markets. We
love to get these calls because it means we
are doing our job of providing the facts,
cutting through the hype of the news
media, and providing information that
you can convert to knowledge.

Over the years I've had several graphs that
have become favorites so you see them
quite regularly in these reports. I thought
in this Newsletter I'd add in a little more
information about each of the graphs such
as what the components are that make up
the graph and what they are telling us. |
hope you find this extra detail beneficial.
As you know, the information we provide
is based on what we hear you say you want
so keep the feedback coming!

AS | MENTIONED EARLIER,
the interest rate hikes we have seen over
the past couple of years have continued to
do just what they were supposed to — cause
the economy to slow. We saw this again in
the second quarter. We expect the same
trend in slowing for the third quarter. In
the big picture we expect economic growth
will slow to about 3% over the second half
of the year — the proverbial “soft-landing”
coming into play.

GDP Growth: Q1 Fast, Q2 Slower, Q3 Forecast 2%
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In the graph above the quarterly percent change at annual
rates in Real GDP is shown by the red bars. The blue line
shows the 12-month percent change in total payroll employ-
ment.

So growth is slowing but how slow will it
go! What will tomorrow hold? From a
component standpoint, the graph below is
one of the more complex graphs we regular-
ly include. It helps us to take a look at what
the consumer as well as business may be get-
ting ready to do, along with a look at the
markets that are preparing for those actions.
Since the recovery from the 2001 recession,
the leading indicators have been in a nice
upward trend. They are both slowing some-
what, but if they didn’t we would probably
see more interest rate hikes in an attempt to
contain inflation. And if rates are too high
we might see growth slow completely.

ECRI Leading, Dow Barometer Down a Bit, Still Low Recession Risk
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So what exactly is measured by this graph?
The components look like this:

The DJ U.S. Business Barometer is a correlation-
weighted composite index of weekly measures of business
actiity. The input data are seasonally adjusted. The
components of the index are:
1. Real weekly chain store sales

(ICSC/UBSW measure, adj. for inflation)
2. Box office receipts (top 10 mowies, latest weekend, SA)
3. Home purchase index (MBAA)
4. Railroad car loadings (seasonally adjusted)

The components of the ECRI Weekly

Leading Index are:

1. Growth rate of M2 plus Long-term  Household
Mutual Funds

2. JOC-ECRI Industrial Price Index,
Growth Rate

3. Initial Claims for Unemployment
Insurance (Inverted)

4. Moody's seasoned corporate bonds,
BAA rating (Inverted)

5. NYSE Composite Stock Price Index

6. Risk Spread between 10-year Treasury bonds and
BAA corporate bonds

7. Mortgage applications, Purchase Index






