February 2012

A THREE-YEAR INVESTMENT RETROSPECTIVE:
SURPRISINGLY GOOD
Extrapolation – to predict by projecting past experience or known data.
(Source: The Merriam-Webster Dictionary)
Many investors have fallen prey to extrapolation risk over the last three years. Because the
substantial returns since the severe market decline in 2008 illustrate important principles, this
commentary purposefully focuses on the last three years of market performance. We examine
what the market provided investors after the severe market decline in 2008 when the S&P 500
declined 37%. More specifically, we compare the market returns that materialized during this
time to widely-held expectations that returns would be negative, given the then current economic
and market environment.
With so many economic headwinds – seemingly intractable problems in Europe, gridlock in
Congress, and market volatility, just to list a few – it may come as a surprise that the broad stock
market has generated an annualized rate of return of 14% over the last three years. That 14%
average annual return (a cumulative gain of 49%) was much greater than the broad bond market
return of 6.76%. The average bank CD yield (six month CD) for this period was only 0.58%.
These three-year outcomes are graphed as follows:
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Human nature is incredibly powerful and influences all of us more than we realize – and more
than we would like to believe. The last three years of market performance provide a powerful
example of the behavioral mistakes in investment thinking that frequently occur. We believe
behavioral mistakes are the primary reason investors, including professional portfolio managers,
often fail to capture the returns the markets offer. Successful investing is often counter-intuitive
and requires one to patiently wait years – and not necessarily just a few years – for a portfolio to
bear fruit. Unfortunately for investors, as well as for many professional portfolio managers,
patience and the ability to look beyond the current environment are often beyond reach.
Because human nature caused many investors to believe the 2007-2009 bear market would
continue (extrapolation of recent trends is a powerful human nature force), and because many
investors were unwilling to think and act in a contrarian manner (people are more comfortable
staying with the crowd or consensus), they were unable to invest, or remain invested, over the
last three years. Therefore, they were unable to capture the exceptional returns the market
provided during 2009-2011. With the sting of 2007-2008 still prominent, and a strong preference
for return of capital versus return on capital, many investors across the country chose to bail out
of stocks or otherwise shun them. The graph below shows the exodus from stock mutual funds
from 2007-2011, a good barometer of investor sentiment. For any given year, it is unusual for
more money to be withdrawn from stock mutual funds than added (a net withdrawal). Two
straight years of net withdrawals are unprecedented.
Net Withdrawals from U.S. Mutual Funds (in billions)

Source: TrimTabs Investment Research, Inc.

This graph suggests that investors have been overwhelmed with the constant barrage of negatives
and have fled stock mutual funds for five years running, and in so doing missed the recovery.
There are two primary reasons our clients participated in the strong returns of the last three years.
First, it is axiomatic that one cannot participate in a market’s returns unless capital is invested.
Therefore, we worked hard to educate and convince our clients that the probability of a
substantial recovery from 2007-2008 was more than sufficient to compensate for market
uncertainties. We knew we had to keep our clients from joining the masses that were bailing out
(see the above graph). Our counsel was effective, and our clients “sat still in the boat.”
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Second, we did not allow the litany of very real issues and concerns to dominate our decisionmaking. The policy trends in Washington, macro-economic headwinds, debt and deficit issues,
geo-political developments, etc. were the subject of many of our investment committee meetings.
The issues were, and remain, real and worrisome. But we made sure those issues were part of the
analysis, not the analysis. To balance the analysis, we considered economic and market history,
the operating and financial strength of the companies we owned and were evaluating, and
relative valuation and risk/reward. We also drew on decades of experience. Perhaps most
importantly, we knew the market’s pricing of companies was emotional and irrational and did
not reflect the true or intrinsic value of the companies in which we were investing. At the risk of
over-simplifying, the following considerations kept us invested over the last three years and
prevented us from bailing out and re-allocating our clients’ portfolios to cash and bonds:


Market and economic history suggested recovery was likely



The balance sheets of the companies in which we were invested were strong



The fundamental profitability of the companies in which we were invested was sound



The valuation metrics suggested the return potential far out-weighed the risks



Psychology – knowing the more the crowd is fearful, the greater the opportunity.

For most of our clients, we are using a combination of the following strategies:


Cash reserves utilizing investment grade corporate bonds with maturities ranging from 1
to 3 years ($20 million minimum)



Bonds utilizing investment grade corporate issues with maturities generally ranging from
3 to 10 years, and utilizing tax-free bonds when appropriate



Managed Volatility and Income Strategy utilizing blue chip stocks with above average
dividend yields and covered call options providing a relatively defensive means to invest
in multi-national companies



Core equities utilizing the strategy we have employed for 33 years, which focuses
primarily on large-cap and mid-cap value stocks that we believe are under-valued



Small and mid-cap value strategy that focuses on under-followed, somewhat under-theradar companies that have significant upside potential along with greater volatility



Balanced portfolios of stocks and bonds that blend the above strategies.

As we begin 2012, we are spending a great deal of time analyzing (i) inflation and currency
risks, (ii) potential impact of slowing growth in China, (iii) correlation risks inside each strategy,
(iv) bond duration and yield positioning in what could be another year of low yields, and (v)
sharper tools to reduce the timing risk of initiating new equity positions too early. Otherwise, we
will keep plugging away on our investment decision-making process. Our portfolio management
success ultimately comes down to making good investment decisions and maintaining patience.
As long as we can consistently make solid decisions and apply the patience that is necessary to
see those decisions through, we fully expect that we will continue to have good long-term
outcomes.
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Disclaimers: The views expressed represent the opinion of
Willis Investment Counsel’s research and portfolio
management team. The views are not intended as a forecast
or guarantee of future results. This material is for
informational purposes only. It does not constitute
investment advice and is not intended as an endorsement of
any specific investment or strategy. Past performance is not
predictive of future results, which may vary. Investing is
subject to risks and uncertainties; future returns are not
guaranteed, and loss of principal may occur.

For more commentary, we invite you to
visit our website at www.wicinvest.com.
Contact Information

710 Green Street
Gainesville, GA 30501
P: 770.718.0706 | F: 770.718.0805
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ABOUT WILLIS INVESTMENT COUNSEL
Founded in 1979, Willis Investment Counsel (WIC) is an independent investment management firm, specializing in
the management of equity, fixed income, and balanced portfolios for a wide variety of private and institutional
clients. We structure and individually manage equity, fixed income, and balanced portfolios in accordance with a
policy of investment guidelines and requirements that is developed collaboratively with our clients and their
advisers.
The members of the WIC investment team average 28 years in the investment industry, with broad, diverse, and
complementary experience in private wealth and institutional investment management. For more than 32 years, WIC
has consistently applied a disciplined, time-tested investment process in growing its clients’ capital with less risk.
WIC is based in Gainesville, Georgia, less than an hour’s drive from downtown Atlanta. For more information on
WIC, we invite you to visit our website at www.wicinvest.com.
DISCLAIMERS
WIC is an SEC-registered investment adviser with its principal place of business in Gainesville, Georgia. Since
inception, the firm has operated independently, without affiliation with any brokerage firms, mutual fund
companies, banks, or other financial institutions. WIC and its representatives are in compliance with the current
notice filing requirements imposed upon registered investment advisers by those states in which WIC maintains
clients. WIC may only transact business in those states in which it is notice filed, or qualifies for an exemption or
exclusion from notice filing requirements. This document is limited to the dissemination of general information
pertaining to its investment advisory services. Any subsequent, direct communication by WIC with a prospective
client shall be conducted by a representative that is either registered or qualifies for an exemption or exclusion from
registration in the state where the prospective client resides. For information pertaining to the registration status of
WIC, please refer to the Investment Adviser Public Disclosure website (www.adviserinfo.sec.gov).
This document is confidential, intended only for the person to whom it has been provided, and under no
circumstances may be shown, transmitted, or otherwise provided to any person other than the authorized recipient.
While all information in this document is believed to be accurate, WIC makes no express warranty as to its
completeness or accuracy and is not responsible for errors in the document.
This document contains general information and is not suitable for everyone. The information contained herein
should not be construed as personalized investment advice. The views expressed herein are the current opinions of
the author and not necessarily those of WIC. The author’s opinions are subject to change without notice. There is no
guarantee that the views and opinions expressed in this document will come to pass. Investing in the stock and bond
markets involves gains and losses and may not be suitable for all investors. Information presented herein is subject
to change without notice and should not be considered as a solicitation to buy or sell any security.
Past performance may not be indicative of future results and the performance of a specific individual client account
may vary substantially from the foregoing general performance results. Therefore, no current or prospective client
should assume that future performance will be profitable or equal to the foregoing results. Furthermore, different
types of investments and management styles involve varying degrees of risk and there can be no assurance that any
investment or investment style will be profitable.
This document is neither an offer to sell nor a solicitation to purchase interests or additional interests in WIC Value
Fund, L.P., Green Street Fund, L.P., or WIC Managed Volatility and Income Fund, L.P. (collectively, the “Funds”),
nor does it include all material terms, conditions, and provisions pertaining to an investment in the Funds. Such
information is contained in the Private Placement Offering Memoranda for the Funds. Investors should carefully
consider the investment objectives, risks, management fees and expenses of the Funds. This and other information is
contained in the Offering Memoranda. Please read the Offering Memoranda carefully before initially investing or
investing additional funds. Investments are not FDIC-insured, nor are they deposits of or guaranteed by any bank or
other entity. Securities of the Funds shall not be offered or sold in any jurisdiction in which such offer, solicitation
or sale would be unlawful until the requirements of the laws of such jurisdiction have been satisfied in full. For
additional information about WIC, including fees and services, please see our disclosure statement set forth on Form
ADV, Parts 1A, 2A and 2B on file with the U.S. Securities and Exchange Commission.
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