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REITs

REITs were pummeled in October and have lost about 40% of their value since May, though
they have had a powerful rebound the last week of October. Before their four-day 26%
rally at the end of the October, REITs were briefly in fat-pitch territory but the rally closed
the window for now. So much for low beta and low correlation. Investors are anticipating a
hard landing for commercial properties and are particularly worried about the retail, hotels,
and office sectors. Their concerns are well founded but by our calculation REITs are already
pricing in a 30% decline in property values. When we evaluate our outlook for negative
dividend growth over five years we come up with a mid-single-digit return. With a less
pessimistic but still conservative outlook, it is very possible that returns could be over 10%
over that time period. If REITs underperform domestic equities again, and stay depressed
(relative to equities) for more than a few days we may consider adding some REIT exposure
to portfolios. In the meantime, we will continue to patiently watch the asset class.

Emerging Markets Equities

Even after their huge move up in the last few days of October (about 28%), emerging
markets equities are down about 55% from their peak of about a year ago. The “decou-
pling” thesis has been at least partially discredited as it has become clear that the develop-
ing world will not be immune to the downturn in the U.S. and Europe. Like our other asset
classes, we evaluate emerging markets for negative outcomes, in this case factoringin a
50% decline from peak earnings and only moderate growth after that. Even in that sce-
nario, the asset class could deliver a five-year annualized return in a high single-digit to low
double-digit range. Of course over the near term, emerging markets are potentially one
of the most volatile of the asset classes we monitor. Like REITs, we are content to sit on the
sidelines for now, but are watching the asset class closely for a potential buying opportu-
nity.

Bonds

TIPS, corporate bonds, and tax-exempt bonds have all sold off sharply. Only tax-exempts have
started to recover. Corporate bonds in particular look to be extremely oversold though it is
hard to know when they will rebound. BAA bonds (still investment grade) now yield close to
10%, while high-yield bonds are yielding near 19%. Overall, we see little long-term value in
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Strategy

Near term the market seems to be in a trading range around the lows of October, at this
time we do not know if we are seeing a move off of the bottom. It could be, but given the
severity of economic problems, we suspect it is not. Severe bear markets typically have
strong rallies followed by a re-test or breakthrough of previous lows. In both 1973-1974 and
2000-2002 there were 20% rallies within those bear markets. One of many challenges we've
faced has been dealing with the incredible market volatility, where huge moves from day
to day and even within a day can quickly present opportunities, then take them away. The
flip-side of all of this volatility is that it creates some excellent buying opportunities in great
investments. We plan to stay with our disciplined investment approach and look for oppor-
tunities to buy great investments that have the potential to outperform their benchmarks.
We greatly appreciate your trust in us and we will do our very best to guide you through
these challenging times.

- CB&T Investment Team 11/2008
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