
One notable talent of Wall Street is finding new,
appealing products to float to investors.  This is a
positive byproduct of our free enterprise system, and
this creative process will not diminish.  The costs and
barriers for bringing these new products to the
marketplace are usually not significant.  When one of
these products is a success, the return to the promoter
can be essentially infinite.  If a product is not successful,
the promoter can easily shut it down, realize a modest
loss, and move on to the next product offering.  

Of course, when a new product does result in broad
market appeal, then a myriad of players floods the
market with competing product offerings.  In our view,
such is the case with hedge funds.  Hedge funds have
been the fastest growing investment vehicles over the
last three years.  Today there are an estimated 6,000
hedge funds in operation.  New funds
open almost daily with a new, exciting
flavor, and old funds close almost daily
after realizing an unacceptable,
distasteful flavor (i.e., capital losses).  We want
CornerCap’s clients and friends to be knowledgeable
about what is "hot" out there in the hopes that some will
avoid being burned.  The following is our description
and prescription for these investments.

WHAT IS A HEDGE FUND?

In general, hedge funds are limited partnerships with
one or more general partners, who share in the profits,
and no more than 99 limited partners.  Hedge funds
differ from mutual funds in that hedge funds are very
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lightly regulated and have few, if any, limits on their
investment alternatives.  Withdrawals from such funds
can only be made at certain times, such as the end of
the quarter, year-end, or after a specific number of
years.  In addition to a fixed fee, the hedge-fund
manager is also paid a performance incentive fee.

CornerCap actually manages a fund that meets
essentially all of the above criteria.  The cofounders of
CornerCap have managed the Carolina Equity Fund, a
limited partnership, since September 30, 1979, and the
fund has realized a 14% net-of-all-costs annualized
return.  This fund differs from a hedge fund because
CornerCap is not paid a performance incentive fee, and
there are specific investment guidelines and objectives
that define and limit the risks of the fund.  Given the
fund’s long and commendable track record, many

experts in the field have suggested
that we promote it as a hedge fund.
We don’t think so.

WHAT IS THE ATTRACTION?

After a three year bear market that has been worse than
anything seen since the depression, investors were
simply tired of stocks, mutual funds, and the market in
general.  All investors, institutional and individual, were
hungry for both high-octane returns and a hedge against
the downside.  Hedge funds were able to make that
promise.  They could certainly enhance returns with
their ability to leverage, use derivatives and concentrate
holdings, and they could limit the downside by betting
against the market (i.e., shorting) or by using any other
strategy they might choose.  

SEE PAGE 2

SEE PAGE 3
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THE NUMBERS JUST DON’T ADD UP

In the above article on hedge funds, we have tried to
emphasize the importance of costs and risks in making
investment decisions.  However, what is most important
is the net return realized by an investor over the long
term.  As noted in the above article, our longest running
account, the Carolina Equity Fund, has realized a net
return of 14% per year for almost 24 years.  We are very
proud of these results.  We are probably even more
proud of the fact that most of the shareholders in this
fund have stayed the course, choosing to ride with

CornerCap through good times and rough spots.  The
behavior of these shareholders is probably more
extraordinary than they realize.

What kind of net return does the average stock investor
realize?   From 1984 to 2003, the S&P 500 Index
returned 12.2%.  Over that same period, the average
equity mutual fund returned 9.3%.  We would attribute
essentially all of this 2.9% underperformance to costs.
According to Morningstar, the current average expense

WHO’S ACCOUNTABLE?
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THE RISKS:  The term "hedge" is a misnomer.  Hedge means to
take two positions that will offset each other if prices change,
thereby limiting financial risks.  For example, an investor might
be long Japanese stocks and short the yen to eliminate the
currency risk, or he might own a herd of cattle that are to be
sold (i.e. long cattle) and short cattle futures to lock in current
prices.  Hedge funds certainly execute these types of long/short
transactions but not normally as a pure hedge.  The long/short
is frequently so imperfect or not intended as a hedge in the first
place that risk is magnified, not reduced.

The 20% management incentive fee structure described above
encourages the manager to do all he can to create outstanding
short-term investment returns.  The problem is that these
managers will do exactly what they are paid to do or die trying.
There is no incentive to hedge risk or to deliver prudent
investments; the incentive is to maximize returns at whatever
the risk.  There is no incentive to create good, long-term
returns; the incentive is to make large bets and create
significant near-term volatility.  With enough risk and volatility,
a fund has a good chance of hitting a significant investment
return number in a particular year.  If the fund does not hit that
number and falls too far behind the target to receive the 20%
incentive compensation, then the fund is closed down and the

remaining assets returned to the
investors.  Except for a modest
investment of his own capital,
the manager has no real penalty
for failure.

Does not this winner-take-all lottery mentality sound just like
what we have witnessed with the CEOs who have been
granted huge stock options that vest on a particular date if they
can find a way to get their companyÕs stock price up (see April
2003 CornerCap newsletter article "Misplaced Motives")?  The
shareholders of Enron, Worldcom, Adelphia, etc. gave
incentives to the CEOs to get their stock price up, and the
CEOs were determined to deliver.  Shareholders of hedge
funds are giving the managers of those funds similar incentives
to get their returns up, and those managers are determined to
deliver.  What will be the consequences?

There will be financial blowups, fraudulent behavior, and an
outcry for the government to fix the problem.  A few years ago,
we experienced the near meltdown of Long Term Capital
Management.  There have been others (Gotham Partners,
Eifuku Master Trust, Beacon Hill, etc.), and there are more in
the making.  These limited partnerships come under the
regulatory radar screen.  There is no transparency of the
investments being made.  No one knows what the funds are
holding, particularly not the new investor.  Due diligence is
next to impossible.  Managers can invest in anything one might
imagine, and they can concentrate their holdings as much as
they wish.  The investments made by them may be illiquid,
and, since they may price their own investments, the value of
their funds may be questionable.  A shareholderÕs investment

The academic argument for hedge funds, which has merit, is
that they are an alternative and non-correlated investment
hedge against the expected returns of the traditional equity and
debt markets.  If your hedge fund investments move up while
your traditional investments move down, and vice-versa, your
total portfolioÕs near-term volatility should be reduced.  

For the reasons noted above, hedge funds first became popular
with institutional investors.  The hype started with the media
and the fund promoters and then accelerated.  More recently,
the market has found new ways to make these new, creative
investment vehicles available to smaller, less sophisticated
individual investors.  This swelling popularity made new
buyers feel like they were investing with the "smart money."
Rather than invest in a portfolio of stocks, the frustrated
pension officer or day trader could buy a portfolio of funds,
i.e., a fund of funds. 

WHAT IS THE CONCERN?

Where do we start?  Let us start where we always start, with the
numbers.  They just donÕt add up.  Before addressing returns
(i.e., the projection that justifies anything imaginable), let us
review the more important
attributes of these vehicles.

THE COSTS:  We certainly hope
no one would invest taxable
money in these hyper-turnover
funds, so let us disregard taxes.  We will also disregard any
short-term borrowing costs.  Of course, whoever is selling
these funds must be paid, but we will also disregard any fund
entry/exit load costs.  We want to be conservative here.

The typical hedge-fund manager might charge 1% per year
plus 20% of realized gains.  If you assume a 10% average
return for the fund, the managerÕs fee would be around 3% per
year.  If you use a fund-of-funds manager, this managerÕs fee
might average another 1% per year.  The last layer of costs is
the trading cost (bid/ask spreads plus commissions).  Estimates
show that while the assets of hedge funds only represent 4% of
the market, they approximate 25% of trading activity!  That is
a lot of turnover, frequently taking place in illiquid, expensive
markets, and it results in huge trading costs.  While 5% to 10%
a year would be our reasonable estimate, we will be
conservative again and assume only 2% per year.

The above fees, which are clearly on the conservative side,
total around 6% per year.  That is the minimum hurdle that
must be cleared before the shareholder can win.  As always,
the guaranteed winner is Wall Street.  The fees and costs of
trading come off the top.  When the bubble was finally
punctured in March 2000, the bonuses being paid by Wall
Street were also punctured.  Managers, brokers, traders, etc.,
all needed a new source of revenues (and bonuses).  For that
objective, we would agree that hedge funds are ideal.
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