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outperform the market. For example, the degree to which the valuations of individual stocks
are spread apart; we initially looked at data from Empirical Research (see chart 1). This data
goes back to the early 1950s, and based on a composite of four traditional measures of
valuation compares the magnitude of the variation between the cheapest group of stocks
relative to the overall market. The “spread” in valuation reliably increases at times of major
distress, such as 1973-74, the recession of early 1990s following the S&L debacle, and the
earnings collapse that occurred in the recession that began in 2001 following the tech
bubble bursting. More recently, this measure showed stock valuations were widely spread
last fall as the crisis unfolded, roughly as wide as they'd ever been during the 50-plus years
in Empirical’s data set. Our common sense and experience suggests to us that those types of
environments would favor our stocking picking discipline and active managers in general.
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with their underlying fundamentals (even admittedly bad fundamentals). We have believed

for several months now that one reason for this disconnect was that as highly stressed finan-
2 §§8§§ §§3$§81° cial institutions (including hedge funds) were forced to reduce their leverage, they sold any
www.cbandt.com liquid assets they could to raise capital. Some stocks were being dumped at any price. Supply
and demand imbalances can create pricing anomalies in the short term, and with a tempo-
rary glut of supply as hedge funds and other investors dumped stocks, and a lack of demand
as investors hunkered down to weather the storm, leading some stocks we follow to trade at
what we considered to be ridiculous levels. Since then, we've questioned our assumptions to
make sure they are factoring in a sufficiently negative overall environment at the company
level, and we continue to see what we believe are some of the most compelling individual
stock opportunities of the past couple of decades.

As a reminder, our stock selection process focuses on three main areas: 1. great companies
with sustainable competitive advantages; 2. good management teams that are share holder
friendly; 3. finally, the companies need to be trading at good valuations. Over the past few
months, we have been able to find a lot of companies that meet our stringent criteria, and
we remain confident that our disciplined investment approach will add a lot of value in this
environment. One of my favorite quotes is from Shelby Davis and goes something like this...
“Investors make the most money during a bear markets, they just don't realize it yet,” mean-
ing that future returns come from buying great companies at bear market prices. We will
continue to work tirelessly on your behalf to uncover those great investments that will lead
to superior future returns.

- CB&T Investment Team 5/2009
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