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In recent years, we have witnessed the proliferation of various 
alternative mutual funds. The catalyst for growth of alternative 
mutual funds has been the financial crisis, which punished nearly 
all asset categories. The crisis encouraged investors to seek new 
vehicles for potential capital appreciation and risk mitigation, 
shining a spotlight on the alternative-funds industry. Long/Short 
investment strategies have been used for decades by hedge 
funds, typically the domain of institutional and large investors. In 
recent years, this sophisticated strategy has been made available 
to retail investors through mutual funds. The benefits of offering 
this strategy through the mutual fund vehicle allows it to be 
available to all investors, both large and small, with more 
transparency than hedge funds. 
 
Long/short equity funds are a growing subset of the liquid 
alternative mutual fund universe. They are primarily used in an 
effort to enhance returns, reduce volatility, and improve 
diversification. 
 
In this white paper, we will explore the strengths and potential 
challenges of long/short equity strategies and discuss how they 
may fit in a portfolio. 
 
How Does a Long/Short Equity Fund Work? 
 
A typical objective of a long/short strategy is seeking to generate 
alpha through effective stock selection, exploit market 
inefficiencies, and manage risk during market downturns.  Long/
short funds strive to accomplish these objectives by controlling 
the net allocation of “long” and “short” positions within the 
portfolio.  
 
“Long” positions refer to securities that are owned in the portfolio 
and intended to be held to achieve growth and return over time. 
When a fund manager purchases stocks, the fund owns these 
securities, or is “long”. A lesser known but riskier strategy is to 
“short” a stock. How does shorting work? Think of shorting as 
seeking to buy low and sell high—except in reverse order. A fund 
borrows the stock and sells it at market price in the hopes of 
buying it back later at a lower price. While there are inherent risks 
to shorting, if the price declines, the fund may “cover their 
short” (or repurchase the shares), replace them, and realize a 
profit. With short sales, you risk paying more for a security than 
you received from its sale. The risk of loss from a short sale is 
unlimited because the Fund may purchase the shorted security at 
a higher price to complete the transaction and there is no limit for 
the security price. 
 
Long/Short Allocations 
 
Long/short equity funds are typically actively managed in both 
stock selection and net equity exposure. Seeking to manage risk 
becomes paramount rather than chasing returns.  
 
A fund manager’s willingness to take on risk can be measured by 
the fund’s net equity allocation. Net exposure is the percentage 
difference between a fund’s long and short exposures. Net 
exposure is a measure of the extent to which a fund is exposed to 
market fluctuations. 
 
A high net equity exposure would suggest the manager has a 
bullish outlook on the overall market, while a low net equity 
exposure would suggest a more cautious view. Having the ability 
to adjust exposures through both long and short positions allows 

a manager to adapt to different market environments and help 
better manage volatility.   
 
While net equity exposure is an important consideration for long/
short strategies, gross exposure is also a critical element. Gross 
exposure is the percentage of a fund’s assets that have been 
deployed and whether leverage is being used.  
Let’s review the charts below for a more thorough explanation of 
the concept.  
 

 Fund #1 is 70% long and 30% short. It has a net exposure of 

40% (long minus short). The gross exposure of Fund #1 is 
100% (long plus short), 

 Fund #2 uses leverage and is long 100% and short 60%. The 

gross exposure of Fund #2 is 160%. 
 
 
The skill of a fund manager to accurately seek out inefficiencies in 
the market is a critical factor in overall fund performance. A higher 
net equity allocation may tend to increase the net upside 
participation for a fund. Funds with higher gross exposure tend to 
take a more aggressive posture, which may expose an investor to 
more risk. If a fund’s gross exposure is above 100%, it is using 
leverage with the goal of increasing the risk-adjusted return. 
However, if the market moves against the fund’s positions, the 
use of debt raises the potential loss. 
 

 
 
 
 
 

The Case for Long/Short Equity Funds Over Multiple Market 
Cycles 
 
Long-term investors will wade through multiple cycles. A long-only 
strategy may succeed during one period but may leave the 
investor “longing” for meaningful returns during another. Let’s 
review a long/short strategy with a long-only strategy over several 
market cycles. 
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There is no guarantee a fund or strategy will achieve its stated objective or that risk can be managed successfully. 
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The 19-year period between December 31, 1999, and December 
31, 2018, includes two significant bear markets and two bull 
markets. As shown in chart “The Case for Long/Short Funds Over 
Multiple Market Cycles”, a hypothetical $10,000 investment at the 
beginning of the period in a long/short investment would have 
grown to $25,499 (as measured by the total return of the Credit 

Suisse Long/Short Equity Index) versus $24,657 for the long-only 
approach (as measured by the total return of the S&P 500 Index). 
Notably, the long/short equity strategy exceeded the return on the 
long-only strategy for nearly the entire period.  
  
The Case for Long/Short Equity Funds During the Financial 
Crisis  

 
The chart above further illustrates the market performance for a 
long/short equity strategy during the equity market decline of a 
decade ago. 
 
 
If we step back from the financial crisis and review drawdowns 
over an extended period, long/short equity funds have historically 
experienced much less volatility than a long-only strategy. 

 
The Case for Long/Short Equity Funds During Drawdowns 
Long/short managers have built-in flexibility that a long-only 

strategy lacks, offering investors the opportunity to capture alpha 
especially in periods of high volatility or market downturns. Further, 
a long/short strategy could be better suited to managing overall risk 
through multiple market cycles.  
 
The bar chart below illustrates that while the S&P 500 has trended 
higher over the longer term, corrections can be quite common, with 
an average annual drawdown of nearly 14% between 1980 and 

2018. 
Historical Outperformance and Potentially Reduced Risk 
Now let’s evaluate various metrics over multiple market cycles. 
Between December 31, 1999, and December 31, 2018, the CS 
Long/Short Equity Index averaged a 5.1% CAGR (compounded 
annual growth rate), while the S&P 500 Index posted a CAGR of 
4.9%. Yet, as Figure 7 shows, the volatility as measured by 
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There is no guarantee a fund or strategy will achieve its stated objective or that risk can be managed successfully. 

Source: Morningstar Direct. Data for 12/31/1999 to 12/31/2018. Index returns are for 

illustrative purposes only and do not represent actual Fund performance. Index 

performance returns do not reflect any management fees, transaction costs or ex-

penses. Indexes are unmanaged and one cannot invest directly in an index. Past 

performance does not guarantee future results. 

Source: LPL Research, St. Louis Federal Reserve. Index returns are for illustrative 

purposes only and do not represent actual Fund performance. Index performance 

returns do not reflect any management fees, transaction costs or expenses. Indexes 

are unmanaged and one cannot invest directly in an index. Past performance does 

not guarantee future results. 

Source: Morningstar Direct. Data for 12/31/1999 to 12/31/2018. Index returns are for 

illustrative purposes only and do not represent actual Fund performance. Index 

performance returns do not reflect any management fees, transaction costs or ex-

penses. Indexes are unmanaged and one cannot invest directly in an index. Past 

performance does not guarantee future results. 

Source: Morningstar Direct. Data for 10/07-10/10. Index returns are for illustrative 

purposes only and do not represent actual Fund performance. Index performance 

returns do not reflect any management fees, transaction costs or expenses. Indexes 

are unmanaged and one cannot invest directly in an index. Past performance does 

not guarantee future results. 
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standard deviation for the long/short index was a much lower 
10.3% versus 17.6% for the long-only S&P 500 Index. Bottom 
line: The outperformance of a long/short stance was historically 
achieved with less volatility. 
 
 
Consider How to Allocate a Long/Short Equity Strategy in a 
Portfolio 
 
The answer to what an appropriate allocation to long/short equity 
strategy as part of an overall portfolio will of course depend on 
each investors’ long-term objectives and risk profile. In the table in 
the opposite column, note that historically total returns increased 
with greater long-short allocations, and volatility decreased, as 
measured by standard deviation.  
 
Evaluate the Manager 
 
In assessing a fund manager, investors should realize that some 
managers may use a fundamental only approach, while others 
use quantitative models to evaluate securities and sectors. 
Regardless of approach, investors should fully understand the 
manager’s investment process. In our view, critical components 
such as the factors prompting buy/sell decisions, the criteria used 
for evaluation, the manager’s emotional or behavioral biases, the 

manager’s approach to managing volatility, the manager’s long 
and short process, and the fund’s performance during up as well 
as down markets, and the enforcement of disciplined principles, 
should all be considered to fully evaluate managers.  
 
 
Risks  
 
Before investing in a long/short equity fund, investors should also 
understand the risks associated with long/short fund investing. 
Examples include: 
 

 Long/short equity funds generally employ strategies that may 

result in high portfolio turnover rates, which may increase 
transaction costs and negatively impact performance. Such 
portfolio turnover may also generate net short-term capital 
gains which are taxed at a higher rate than long term capital 
gains and increased taxable distributions.  
 

 Long/short equity funds may utilize an array of complex 

strategies, including derivatives, futures contracts, hedging, 
financial leverage, and other strategic transactions that may 
likely increase the volatility of the fund and subject investors 
to potential disproportionate losses. Such funds are not 
required to diversify across broad industry sectors and may 
take concentrated positions in certain economic sectors, 
potentially raising volatility and adversely affecting 
performance. 

 

 The maximum risk from holding a long position is limited to 
the initial investment. However, the loss from shorting is 
theoretically unlimited. In addition, the fund manager could be 
required to close out a position earlier than intended if the 
securities lender requires delivery of shares. An investor that 
is short a security is also obligated to provide the dividend to 
the securities lender when paid out. 

 
Fees 
 
Fees for alternatives funds like long short equity tend to be higher 
relative to other fund categories. The asset-weighted average fee 
for alternative mutual funds was 1.36% in 2017, higher than the 
asset-weighted average of 0.73% for actively managed U.S. 
equity funds, according to Morningstar.  
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There is no guarantee a fund or strategy will achieve its stated objective or that risk can be managed successfully. 

Source: Morningstar Direct. Data for 12/31/1999 to 12/31/2018. Index returns are for 

illustrative purposes only and do not represent actual Fund performance. Index 

performance returns do not reflect any management fees, transaction costs or ex-

penses. Indexes are unmanaged and one cannot invest directly in an index. Past 

performance does not guarantee future results. 

Source: Morningstar Direct. Data for 12/31/1999 to 12/31/2018. Index returns are for 

illustrative purposes only and do not represent actual Fund performance. Index 

performance returns do not reflect any management fees, transaction costs or ex-

penses. Indexes are unmanaged and one cannot invest directly in an index. Past 

performance does not guarantee future results. 
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CAGR 
12/31/99-

12/31/18 

Standard 
Deviation 
12/31/99-

12/31/18 

100% CS Long/Short Index TR USD/  
0% S&P Index TR USD 5.05% 10.28% 

75% CS Long/Short Index TR USD/  
25% S&P Index TR USD 5.00% 11.32% 

50% CS Long/Short Index TR USD/  
50% S&P Index TR USD 4.96% 12.83% 

25% CS Long/Short Index TR USD/  
75% S&P Index TR USD 4.91% 14.89% 

0% CS Long/Short Index TR USD/  
100% S&P Index TR USD 4.86% 17.65% 

Figure 7 
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The Outlook for Long/Short Investing in 2019 
 
We believe an investment landscape marked with increased 
volatility has created a more attractive environment for long-short 
equity strategies.  
 
We appear to be near the end of the expansion, and the bull 
market is showing signs of aging. Volatility, which had been 
subdued, returned in 2018, and we believe downside risks are 
beginning to emerge.  
 
With that in mind, we anticipate volatility in equity markets over 
the next several years as investors respond to possible rate hikes 
at home and a tightening of the reins by global central banks.  
 
At some point, the headwinds of rising interest rates and 
inflationary pressures could be too much to overcome. 
Consequently, for the first time in several years, investors may be 
confronted with the challenge of seeking to balance equity risk 
with the goal of achieving meaningful returns.   
 
A long/short equity strategy may offer an alternative that can 
better manage risk and maintains an allocation to equities through 
all market cycles. By adding a long/short equity strategy to a 
portfolio, investors may potentially complement more traditional 
assets with added diversification benefits. 
 
 
Disclosures  
 
Mutual fund investing involves risk, including possible loss of 
principal. With short sales, you risk paying more for a security 
than you received from its sale. Current and future holdings are 
subject to risk. There is no guarantee the fund will achieve its 
stated objective. Short sales losses are potentially unlimited, and 
the expenses involved with the shorting strategy may negatively 
impact the performance of the fund. The Fund may invest in 
derivatives, which are often more volatile than other investments 
and may magnify the Fund’s gains or losses.  Investments in 
smaller companies typically exhibit higher volatility.  REIT 
investments are subject to changes in economic conditions, credit 
risk and interest rate fluctuations.   
 
Alpha, often considered active return on investment, gauges the 
performance of an investment against the market index or 
benchmark that is considered to represent the market as a whole. 
The excess return of an investment relative to the return of a 
benchmark index is the investment’s alpha. Standard deviation is 
a measure of a portfolio’s return dispersion and is a statistical 
measure. Indices are unmanaged, and one cannot invest directly 
in an index. Correlation measures how securities move in relation 
to each other. It is measured on a scale of -1 to +1. A perfect 
positive correlation between two securities is +1. A perfect 
negative correlation is -1. A drawdown is the peak-to-trough 
decline during a specific recorded period of an investment. A 
drawdown is the percentage between the high point and the 
subsequent low point. 
 
Horizon Advisers serves as investment advisor for the Hancock 
Horizon Family of Funds. The Hancock Horizon Family of Funds 

is distributed by SEI Investments Distribution Co., which is not 
affiliated with Hancock Whitney Corporation, or any of its affiliates. 
 
 S&P 500 Index is a commonly recognized, market capitalization 
weighted index of 500 widely held equity securities , designed to 
measure broad U.S. equity performance. The Credit Suisse Long/
Short Equity is a subset if the Credit Suisse AllHedge Index that 
measures the aggregate performance of long/short equity funds. 
Long/Short equity funds typically invest in both long and short 
sides of equity markets, generally focusing on diversifying or 
hedging across particular sectors, regions or market 
capitalizations. 
 
© 2019 Hancock Whitney 
 

Please read the prospectus carefully to obtain a complete 

understanding of the risks. Read it carefully before you 

invest or send money. Please see full or summary 

prospectus for more information on charges, expenses, 

investment objectives, and risk factors along with 

information regarding other share classes that are offered for 

purchase. The Fund's prospectus can be obtained by visiting 

http://www.hancockhorizonfunds.com/FundInvestors/ or by 

calling 1-800-990-2434. 
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