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The performance of financial markets continues to be driven by the actions of Central Banks. Frankly that one sentence 

could be my market commentary for all of 2013, but especially April. Most financial instruments offering a yield have been 

pushed to all-time high valuations now that the Japanese Central Bank has joined the party. While these moves are 

logical for some of these assets, i.e., high quality, growing global companies with dividends, for others such as no growth 

telecom or utility stocks, the eventual hangover could be painful.  Then, of course, there’s non-yielding assets like gold 

which have suffered substantial drawdowns. But who cares for now, as long as you’re not managing a resource fund, 

enjoy the party while it lasts. 

During the month of April 2013, our ninth month of operations, both of our funds continued to deliver solid risk-adjusted 

returns. The Forge First Market Neutral LP (‘FFMNLP’) fund delivered a net return of 2.49%. This performance increased 

the year to date and since inception net returns to 11.32% and 19.95% respectively. FFMNLP made money 13 days 

during the month, one more than the benchmark TSX and exited April 2013 with gross and net exposures of 214% and 

18% respectively.  

We made more money in FFMNLP’s short book than the amount we earned from the long side of this portfolio. The shorts 

generated gross profits of 211bps while the long side chipped in an additional 46 bps of gross gains. Material and Energy 

picks stood out on the short side with gross contributions of 93 bps and 72 bps respectively. On the long side, 

Communications was the largest sector source of profits. Overall, on a net basis, winning sectors for the month included 

Communications, Industrials, and Materials. The biggest gain in the portfolio was the Mood Media convertible debenture 

with 148 bps. 

The risk metrics for FFMNLP remain solid just like the returns. The correlation of FFMNLP to the TSX sits at a very low 

6.06%. The adjusted beta of this fund exited April at 0.12% while the standard deviation, a measure of volatility, sits at 

7.25%. As a result, FFMNLP's Sharpe ratio sits at 4.7. 

Our second fund, the Forge First Long Short LP (‘FFLSLP’) also had a strong April 2013. Net of fees, FFLSLP gained 

2.21% during the month such that its year to date and since inception net returns advanced to 12.01% and 22.0% 

respectively. 

Given its mandate of generally net long bias, FFLSLP was hurt by its net long Energy exposure in April, in addition to its 

overall higher net long exposure. FFLSLP ended the month with gross and net exposure levels of 202% and 40% 

respectively. 

In contrast to FFMNLP, FFLSLP made more money from its long positions than its short positions during April 2013. 

Longs, led by Materials, Financials, and Communications chipped in 170 bps of gross performance. Short positions added 

a further 112 bps of gross performance, with Energy, Industrials and Financials making the largest positive contributions. 

The biggest mover in portfolio was the Mood Media convertible debenture which gained 159 bps. On the losing side, 

Yamana Gold and Novus Energy cost the portfolio 54 bps and 62 bps respectively. 

From the perspective of risk analytics, FFLSLP offers up a Sharpe ratio of 4.3. Its correlation to the market is 11.72%, the 

standard deviation sits at 7.88% and its adjusted beta is 0.31%. 

Looking ahead, our portfolios will continue to be structured so as to benefit from a combination of single security situations 

and sector themes. The former selections typically include tactical trades such as mean reversion paired trades or merger 

arbitrage, but also longer term core positions where we've identified companies changing for the better or worse at 

attractive valuations, depending whether the position is a long or a short. 
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When it comes to going long or short on a sector theme, our view on the broader economy is important; and here it seems 

most regions of the global economy will continue to merely muddle along. 

Global financial leverage is the highest it has ever been, be it within the universe of China's State Owned Enterprises 

(SOEs) or most Federal governments within the G7. Meanwhile, given the growing predominance of aging baby boomers, 

demographic trends remain unfavourable. As a result, despite roughly five years of hyper stimulative monetary policy by 

the majority of Central Banks (511 interest rates cuts since 2007), most global economic metrics are sideways to down. 

The latest Central Bank to join the money-printing party is Japan (the BoJ). The doubling of Japan's Monetary Base over 

the next two years will cause the size of the BoJ's balance sheet to approach 60% of Japan's GDP by the end of 2014, 

well more than twice as large as that of the other 3 largest Central Banks.  

The potentially disruptive nature of the BoJ's effort should not be understated. With its 1.4 trillion Yen QE program, 90% 

the size of the Feds' QE3 despite the Japanese economy being only one-third as big as the US, the BoJ will force 

institutional investors such as insurance companies to seek a majority of their asset liability matching yield investments 

outside of Japan. Of course that's why 10 year yields hit the ridiculously low levels they did last month in the countries 

shown in the table below.  

                                 

Think about it! European unemployment has climbed above 12%. The pan-European debt to GDP ratio now exceeds 

90%. Lastly, for the umpteenth time, ECB Chief Draghi recently predicted their economy will improve in the following six 

months; but of course it won't.  

In their book, 'This Time Is Different', authors Rinehart & Rogoff may have made some calculation errors but their basic 

premise that too much debt leads to years of stagnation will be shown to be right, even if it's for the wrong reasons. 

Europe faces several more years of a bleak economic outlook. 

Potentially more destabilizing is what the chase for yield by the Japanese could do to the income statements of 

commercial banks in the western world. The assets of the Japanese financial sector are huge. At present, with the Nikkei 

seemingly rising daily, (up 60% in Yen terms since October 2012) yen-based investors have little need to diversify at 

present, but once the Nikkei`s melt up slows down or retraces lower, these yield-chasers are likely to seek greener 

pastures elsewhere. Assuming the Fed maintains its present pace of QE throughout 2013, the net supply of bonds 

available in the US market for purchase during 2013 could approach zero. Over time, if even 10% to 15% of the BOJ's 

$900bn/yr in QE finds its way into the US markets, the net result could be twofold. 

First, a new source of pressure on the net interest margins of banks and other financial corporations that are desperate for 

a more normalized yield curve as incremental demand could further flatten the yield curve. Conversely, what happens if 

the US economy improved enough in 2014 such that the Fed wanted to ease its foot off the gas pedal, to enable a 

steeper yield curve, but Japanese buying of that limited net issuance prevented the yield curve from normalizing? 

Counterintuitive as this may be, this development could serve to slow down the pace of improvement of the US economy. 

The takeaway from this scenario is that financial matters, be it government balance sheets or monetary policy, are in a 

mess throughout the world. Unfortunately rates of GDP aren't much better. 

Exports in most Asia-ex-Japan countries are faltering while imports of goods into China for re-export have turned down. 

Neither do I expect authorities in China to table additional stimulative measures to accelerate growth beyond the current 

7.0%-7.5% range. Beijing is more focused on controlling local government balance sheets and cooling down housing 

prices. In addition, the Chinese government has begun to show signs acknowledging the need to better manage their 

environment as opposed to priming their economic engine at any cost.  

JAPAN GERMANY FRANCE ITALY CANADA

0.44 1.16 1.66 3.25 1.67
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Meanwhile, the US economy continues to struggle. Sure the housing sector is improving and manufacturing data is okay, 

but their roughly 20% combined contribution to US economic output is more than offset by the ongoing contraction in 

government spending. Consumption, roughly 70% of US GDP, remains problematic. Real wage growth has turned 

negative again while the personal savings rate exited Q1 at 2.6%. It’s true that national net worth in the US has recovered 

handsomely, thanks to the healing housing market and the melt-up in equities. But how much of this boost in wealth is 

going to the bottom four quintiles in the US, the people with the highest propensity to spend incremental dollars? Lastly, 

while any jobs growth is a positive, our work suggests the devil is in the details of the April US jobs report.  

In researching US consumer service stocks recently, be it retail, restaurants or hotels, we’ve picked up many comments 

from companies supporting the view that much of the recent hiring in the US has been driven by an unbundling of job 

additions away from larger employers to smaller companies to circumvent the financial impact of US health care 

legislation. While it’s tough to prove, given the differences between the Household and Establishment Surveys and the 

Non-Farms Payroll from the Bureau of Labor Statistics, the growth in part time jobs and the increase in furloughs and 

weaker hours supports this hypothesis.  

As for Canada, while a recent article discusses how hedge funds want to short Canada, http://on.wsj.com/10pWJHU from 

a stock market perspective it’s tough to do. It’s true that approximately 20% of our economy is exposed to the recent 

weakness in commodity prices. Also, several of our provinces face severe fiscal challenges. In fact, I’m not convinced the 

severity of the downtown on Bay Street is fully discounted into the revenue forecast of the province of Ontario. But given 

the strength of the Federal Governments’ balance sheet and the shortage of government bond supply in Canada, a 

tougher Canadian macro environment doesn’t necessarily translate into the best bear raid on Canadian stocks. 

Most commodity stocks are trading well below their net asset value, so even though there are no catalysts, unless one 

foresees further downside in commodity prices or the individual company is underfunded, there’s not much to do there. As 

for our financials, I don’t see enough of a meltdown in our housing market to make the banks anything more than a 

potential trading-oriented short sale. If long bond yields were to fall to fresh lows the insurance stocks could give up some 

of price gains achieved during the past year. Beyond, financials and resource stocks, the liquid Canadian market largely 

consists of miscellaneous securities. The majority of these stocks fall in to the category of ‘safety’ or ‘yield-oriented 

securities. There’s little question that valuations are stretched for most of these names, but that can be said about similar 

securities in any market place. Investors have flocked to these names.  

Putting it all together, I expect global growth to remain sub-par. As a result, labour and income data will remain weak, 

output gaps will remain large, and hence disinflationary trends will remain intact. Commodity pricing should remain 

benign. In turn, despite its questionable utility at this point, the Central Banks `Q-ternity appears to be a given into 2014. 

As a result, ten year bond yields are likely to remain in a trading range, between 1.60% and 2.20%, with risk to yields 

breaking lower. As for stocks, unless global growth picks up substantially, serving to reignite the commodities trade, US 

markets are likely to remain the best index alternative.  

However, S&P500 is testing the top of a 15 year trading range. For US markets to break sustainably higher from current 

levels, either the P:E multiple of the market must go up or earnings must march towards the $124 consensus estimate for 

the S&P500 in 2014 (trailing 4Q EPS sits at $102). The current P:E multiple is 15.8X trailing earnings. Relative to growth 

that’s not cheap, but the earnings yield on the S&P500, the inverse of the P:E multiple, is higher than the yield on high 

yields bonds! So is the cup half empty or half full. I see the multiple as being within the range of reason, but offering little 

upside.  

At the time of writing, 87% of S&P500 companies had reported Q1 results. Year-over-year earnings growth has been 

5.3% with Financials (earnings up 20.8%), Telecom (14.3%) and Consumer Discretionary (10.1%) leading the way. In 

contrast, revenue growth has been 0%, and of the 293 companies that have beaten earnings estimates, 48% have 

missed revenue estimates. 

http://on.wsj.com/10pWJHU
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Remember, going in to the Q1 reporting season, 123 companies had cut their guidance for Q1. I expect 2
nd

 half earnings 

estimates for 2013 to come down for two reasons. First, the impact of sequestration in the US plus additional government 

cut backs and/or tax hikes are bound to hurt profits. Second, Europe’s drag on the business prospects for US 

multinationals is likely to increase.   

So non-commodity related equities have had a great run, driven by earnings, but largely the monetary punchbowl. 

Demographics remain unfavourable and thanks to companies having extracted most of their profit growth during the past 

five years from the pocket books of labour, most consumers are more financially stretched today than they were five years 

ago. It’s unlikely inflation will be a problem during the next two years, hence corporate pricing power will remain tough. 

The Citigroup Economic Surprise index for the developed world is now showing its greatest divergence from the MSCI 

World Index of the past five years.  Earnings can take the market higher, but given how revenue growth has been 0% in 

Q1 and the economic surprises are getting increasingly negative, any further move in the market will need to be driven by 

valuation. For the next few months, it’s time to take some risk off the table. 

 

All questions or comments are greatly appreciated. Please reach us at 416-687-6771. Alternatively, please email Andrew 

McCreath at amccreath@forgefirst.com. Follow me on TWITTER @CEDARBUSH 

 

Thank you,  

 

 
 

Andrew McCreath 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
IMPORTANT:  The information provided in this data sheet is for information purposes only and does not constitute an offering memorandum. All material has been obtained from sources 

believed to be reliable, but its accuracy is not guaranteed. The 2013 results are unaudited and are based on our best estimates at the time of this report. Performance data is historical, and is 

not indicative of future performance. Volatility and correlation are calculated from daily returns. Sharpe ratio is hypothetical and is calculated using daily standard deviation and domestic 90 

day Treasury bill. The Forge First Funds are currently open to Canadian investors who meet certain eligibility requirements. Please contact Forge First Asset Management Inc. to request the 

offering documents. 
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