
There is an important debate in the investment world that
has continued for decades without resolution.  Do we
enjoy an efficient equity market for investors, and if not
a totally efficient one, then how inefficient is the U.S.
equity market?  The Efficient Market Hypothesis (EMH)
argues that market participants as a whole are rational
economic beings, the sum total of which always act in
their own self-interest and make optimal investment
decisions.  If the strong form of the EMH is true, many
investors may question the need for firms like
CornerCap.

At CornerCap, we understand the theory of market effi-
ciency.  However, after observing the numerous market
bubbles, herd idiosyncrasies, and marketing ploys over
our three-plus decades of investing, we can see that
approximate market efficiency will remain more of a
goal than a reality for many years to come.  

Market Inefficiencies

At CornerCap, a lot of time is spent researching individ-
ual stocks to identify opportunities that have been over-
looked by the market.  These opportunities usually

surface when problems have existed and persisted with a
company and investors have abandoned the holding
because they are tired of losing money, frustrated, or
maybe just overly embarrassed.  We find the same
behavior with industries and sectors.  Over time, we
have always counted on investors’ overreacting to the
here and now, thereby giving us a greater opportunity for
tomorrow.

Also, by measuring investment research returns each
week since the early 1980s, we have determined that our
quantitative investment models have been able to cap-
ture the inefficiencies that persist in the market.
Quantitatively, we look for our buy candidates (top 30%
of the universe) to outperform our sell candidates (bot-
tom 30% of the universe) for each of our investment
models used in our Composite Valuation, and this has
been the case.  Interestingly, but not surprisingly, our
Composite Valuation, which weights and aggregates
each of the investment models, has outperformed all of
the sub-models that are incorporated in our Composite
Valuation.  We believe that CornerCap’s quantitative
research will continue to discriminate over time,
although not at all times.
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THE LOSS OF HUMAN LOGIC

Yogi Berra once said that you could observe a lot just by
watching.  We have been watching the behavior of
investors over the last few years.  We are not
surprised by their behavior, because we
have been around too long for much to sur-
prise us.  Investors are like adventurous
mountain climbers, always in search of the
next highest peak.  However, the herd has
bad eyesight and seems to continue climb-
ing until it tumbles over the cliff.

Hard Assets

Having been seriously burned by the heights of the tech
bubble and not saved by the diversification hopes placed
in holding the S&P 500 Index, investors have decided
that both safety and performance can be found in hard
assets, such as gold, real estate, and natural resources.
Morningstar® reports that over the last five years, mutu-

al funds concentrated in these assets have gone from $19
billion to $104 billion.  Not included in these mutual

fund numbers are the over $1 trillion dollars
that are now invested in "alternative invest-
ments" using mostly limited partnerships,
much of which are in hard assets. 

As suggested above, diversification is the
primary justification used for continuing to
flow funds into hard assets, hedge funds, pri-
vate equity, and other alternative asset cate-
gories.  Is this really justification or just

rationalization?  According to Morningstar®, as the
broad market has remained essentially flat over the last
five years, natural resource funds have annual gains of
19.1%, real estate funds of 20.3%, and precious metals
funds of a whopping 35.7%.  REITs have also continued
to soar, even though their average yields have been cut
in half over the last five years.
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Mental Inefficiencies

In the area of investments, what is it about us human beings
that periodically makes us behave irrationally, either overly
exuberant or too disheartened?  Why are we not always ration-
al, analytical and risk-aware thinkers, regardless of the new
technologies hitting the marketplace?  A number of behavioral
scientists (Andrew Lo, Meir Statman, Richard Thaler, etc.) have
been researching the science of behavioral economics and
how this science may relate to the behavior of investors.  Their
studies may, at least to some
degree, give us a better under-
standing of the collective
decision-making processes. 

For those of us who subscribe to the physiological evaluations,
these scientists and others find that there are three basic
thought processes.  The most basic process is present in all
mammals and reptiles and affects the life and death functions,
like breathing, heartbeat, body temperature, etc.  While this
critical process may keep us alive, it does not impact the way
we make decisions.

The next higher thought process is said to control feelings and
emotions, like fear, greed, sex, etc.  This manner of thinking is
present in all mammals, so we will call this thought process
mammal-emotions.  

The highest and most recently developed thought process is
said to control rational thinking, like math, music, reading, lan-
guage, etc.  This manner of thinking is present in all humans,
so we will call this thought process human-logic.

It might be beneficial to give a couple of examples of these
thought processes.  For someone to show a natural smile, the
mammal-emotions thought process tends to be in control.
However, when the cameraman forces you to smile, it may
appear insincere because the human-logic thought process is
in control.  (A good trick used by many in Hollywood to find a
natural smile is simply to imagine that you are back in another
place and time.)

Another example of the mammal-emotions thought process is
when someone makes a deliberately hurtful comment to you.
If you respond immediately, the mammal-emotions tend to
dominate causing a continuation of the hurtful barbs.  A better
approach is normally to wait a day, giving your human-logic
thought process time to recover, dominate, and
deliver a more thoughtful and less antagonistic
response.  

Both thought processes, the mammal-emotions
and human-logic, impact investment decision
making.  Scientists believe that most of the time

investment decisions are controlled by the human-logic
thought process.  For example, to value a company, you proj-
ect out a set of reasonable cash flows over a reasonable period
of time and discount those estimates back to a present value.  If
this value is significantly above the price being offered on the
stock exchange, the stock appears cheap and goes in your buy-
candidate pool.  If the discounted value is well below the price
on the exchange, then it makes no sense to be an investor in
the company.  As Lo and other behavioral scientists have writ-
ten, it appears that the more value-focused approach to invest-
ing performs best when the human-logic thought process is

dominating the actions of Wall
StreetÕs research community.  

However, there are times when
the mammal-emotions thought

process asserts greater influence over the decision making of
investors.  The extraordinary events of the day can become so
powerful that the mammal-emotions can actually overpower
the human-logic, resulting in the loss of traditional logic and
reason.  This condition will occur when an unforeseen disrup-
tive event (e.g., the disruptive technology of the Internet/tech
bubble) comes on the scene, and all those reasons for the rea-
sonable cash-flow forecasts noted above seem to have lost their
relevance.  At these times, the Wall Street community seems to
project cash-flow forecasts to levels that are later proven to be
well beyond reason.  On these occasions, the more growth-
focused approach to investing will generally perform best.

Disruptive Events

We believe that trying to decipher the ebbs and flows of the
mammal-emotions growth market and the human-logic value
market is difficult and probably impossible to do with any con-
sistency.  Only with a great deal of luck can one foresee the
arrival and magnitude of a new disruptive event.  However, as
the passions for the new event or technology build, a disci-
plined human-logic investor with his feet firmly planted on the
ground will see the building of the tidal wave.

At CornerCap, we have a good 30-year record for spotting and
writing about these advancing tidal waves.  Since we will
always follow the disciplines that we have built over the years,
we tend to underperform other investors during the loony-logic
ramp up and outperform during the ratcheting down or return
to reality.  Examples of these disruptive events have included
the OPEC oil bubble in 1980, the "black Monday" portfolio
insurance debacle in 1987, the Internet/tech bubble in the late

1990s, and most recently, the
hard-asset and hedge-fund
mania (see other article), which
is still in process.  

The macro-market calls that we
made on these occasions

THE LOSS OFHUMAN LOGIC (CONTINUED)

2

Since we will always follow the disci-
plines that we have built over the

years, we tend to underperform other
investors during the loony-logic ramp
up and outperform during the ratchet-

ing down or return to reality.

SEE PAGE 3
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