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Did you think the total return for the S&P 500 would exceed 32% during 2013? I sure as heck didn’t! Improving sentiment and 

generational low interest rates combined to catalyze the S&P 500 to deliver its best total return in 16 years. As for the TSX, even when 

you exclude the drag from basic material stocks, the Canadian index only generated an 18.7% total return for investors last year. I’m 

pleased to report that investors in the funds at Forge First had a solid year.      

 

Total Return in local currency 
December 2013 2013 – Full Year 

Since Inception  
(Aug 2012) 

S&P 500  2.52% 32.38% 38.32% 

TSX Total Return 1.99% 12.98% 22.01% 

   

 

FF LONG SHORT LP CL F LEAD SERIES 3.11% 53.69% 67.40% 

FF MULTI STRATEGY LP CL F LEAD SERIES 2.01% 40.80% 51.71% 

Note: Returns for the Forge First funds are based on the Aug 2012 CLASS F Lead Series and net of all fees. In a year, up to 12 series can be created within a  
Class of units. Accordingly, no two series will have the same net return. Unitholders are advised to refer to their monthly statement for the net return of  
their respective Class and Series. 
 

The Forge First Long Short LP (“FFLSLP”) delivered a net return of 53.69% for 2013 bumping the since inception net profit to 67.40%. 

This performance includes a net profit of 3.1% during the month of December, the 14
th
 consecutive month of gains. In December, 

Energy (+94 bps), Industrials (+82 bps) and Communications (+61 bps) were the largest profit contributors. Only 3 of 12 sectors saw 

losses in the month, led by ETFs (-24 bps) and Consumer Discretionary (-21 bps) stocks. 

During December 2013, our long book contributed 446 bps of gross profits while our short book lost 105 bps. Looking at the full year, 

the short book of FFLSLP made money in 4 of the 12 months, including the two months, shown in the table on the below left, that 

market indices declined during 2013. The use of a significant short book is a core part of our portfolio construction process at Forge 

First Asset Management and a key reason why the risk metrics of our funds have been solid.  

                 

The table on the above right identifies the risk metrics of the FFLSLP fund. In reviewing these statistics for this fund and our Forge First 

Multi Strategy LP (“FFMSLP”) fund below, please keep the following in mind. Alpha is the movement in the price of a security that is 

attributable to changes in company specific factors; a company changing for the better or for the worse. In contrast, movement in the 

share price from beta is merely the stock moving in the same direction as the broader market or the commodity that company takes to 

market. Hedge funds should have the twin goal of preserving capital when markets fall and generating returns from good stock 

selection, as opposed to just 'being long the market'. Funds that deliver on these goals will generate a significant portion of their returns 

from alpha as opposed to beta, have low market correlation, a standard deviation less than that of the broader market, and as a result 

of these characteristics, a Sharpe ratio, a measure of risk-adjusted return, greater than 1.0. 

Since inception in August 2012, the Sharpe Ratio for our FFLSLP fund has been 4.94. The level for this metric has been achieved as a 

result of two factors. First, alpha sitting at 36.82% of our total return supports a view that our security selection has been strong. 

Second, standard deviation, a measure of volatility, of 8.89% has been less than that of the market. This fact is attributable to tactics we  

MONTHLY COMMENTARY

Sharpe Ratio 4.94  

Alpha 36.82%  

Adjusted Beta 0.32 

Correlation to the TSX 29.38% 

Standard Deviation 8.89% 

Long Short LP Risk Metrics 
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use to construct both of our portfolios, such as the continuous use of the aforementioned short book, broad portfolio diversification, 

which implies no large single stock or sector weights, and the inclusion of listed index options for portfolio insurance. 

Lastly, the since inception correlation to the TSX has been 29.4% while the adjusted beta exited 2013 at 0.32. Gross and net exposures 

of FFLSLP were 122% and 50% respectively at December 31
st
. 

FFMSLP generated a net return of 2.01% for the Class F Lead Series during the month of December 2013. This performance brought 

the full year 2013 net to 40.80% for the Class F Lead Series and the since inception post fee profit to 51.71%. In parsing the numbers 

of the fund, the long book chipped in 325 bps of gross profits while the short book cost the fund 99 bps in December. Sector-wise, 9 of 

the 12 sectors made a positive contribution, led by Industrials (+59 bps), Energy (+49 bps), and Communications (+43 bps). ETFs, 

typically around 20% of the total short book at any period of time, was the only sector (-27 bps) that lost more than 5 bps.  

                

The ‘bell curve’ on the above left shows the frequency in days (left vertical axis) of the average daily profit or loss for the fund 
(horizontal axis) during 2013. The Multi-Strategy fund made money on 66% of the trading days in 2013, and as shown by the curve, 
had a positive skew in its return distribution, making more money on winning days than basis points lost on losing days. The table on 
the above right shows the risk metrics of the fund. The alpha of 30.90% and a standard deviation of 7.52% enabled the Sharpe Ratio of 
the fund to sit at 4.55. The adjusted beta of 0.15 for the fund was a key reason why the correlation has been just 7.52%. The gross and 
net exposure for the FFMSLP closed the year at 100% and 28% respectively. 

 

Looking ahead to year end 2014, aside from the potential impact from exogenous shocks, i.e., natural disasters or geopolitical risks, I 
believe the ‘big picture’ call that will determine the market returns for this year can be isolated to two issues: the rate of economic 
growth vs the risk of deflation and market valuation vs the level of earnings growth.  
 
The believable ‘goldilocks’ situation would see U.S., European and Chinese real GDP grow 2.8-3.0%, 1.0-1.3% and 7.0-7.5% 
respectively during 2014 with core inflation bottoming at current levels in each of these regions. If this happened, the Fed’s tapering 
program could proceed at its current ‘market comfortable’ pace and the market, cleansed of the fear of deflation, would likely avoid any 
potential interest rate shock, up or down, perhaps resulting in even higher stock market valuations. 
 

                                        
                                                  Source: Goldman Sachs 

                                       
As shown in the graph above, today’s P:E of 15.9X forward EPS is the highest since 1976, except for the 1997-2000 tech bubble. If we 
assume investor psychology and flow of funds can drive the multiple to 17X, one standard deviation above the mean, on a forecast of 
$130 of 2015 EPS, the S&P 500 could trade at 2210 one year from now, 20% above its current 1850. 

Sharpe Ratio 4.55  

Alpha 30.90%  

Adjusted Beta 0.15 

Correlation to the TSX 8.00% 

Standard Deviation 7.52% 

Multi Strategy LP Risk Metrics 
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The problem I have with this outcome is that challenged demographics and accumulated debt will continue to drive measures of core 
inflation lower during the next year. The graph on the below left shows the year over year percent change in U.S. import prices from 
Japanese exports. Whereas five years ago, China was alleged to be the potential source of global deflationary trends, today it’s pretty 
clear that Japanese export pricing will make it tough for competitors in the destination market place to not cut prices, let alone raise 
them. Meanwhile, with private sector bank lending down 2.3% year-over-year in November 2013, core inflation sitting at only 0.7%, and 
unemployment at 12.7%, it’s clear the disinflationary trends in Europe are far from arrested. Finally, thanks to the effect of tapering on 
the U.S. dollar and the excess supply of many commodities, disinflation will continue to be sourced from the commodity sector. 

 
 

               
 Source: Bloomberg                                                                                                                 Source: Bloomberg                   

Meanwhile, I maintain that ‘exit velocity’ for the U.S. economy can’t be reached until income is more widely distributed. The graph on 
the above right shows the split of wealth creation between profits and wages is the widest it has been in decades. With nominal U.S. 
wage growth having been stuck at 2% since 2009 and employment levels 4% below their potential

1
, its unlikely consumer spending 

(70% of U.S. GDP) can catalyze the 3.5%+ rate of economic growth forecast by many Wall St. economists. 

 

The most likely scenario is that economic data will continue to gain momentum enabling equities (and their valuations) to grind higher 
until we reach a point of inflection where either one or two things happen. In the short term, flow of funds takes the S&P 500 to 1900 
over the next few weeks at which point investors question the forward risk/reward potential in stocks. By this time, investors will have 

confirmed that 2013 buybacks totaled an astounding $750 billion or 6% of the market cap of the S&P at the beginning of 2013. Also, 

we’ll be mostly through Q4 reporting season and if the trend in S&P EPS estimates over time that’s shown in the graph below 
continues, implied valuations will have risen even more than thought. However, this development would likely cause the market to stall 
vs fall. 
 
 

                                           
                                                                   Source: IBES 

 
 
In the medium term, say by the Spring of 2014, inventory replenishment will have begun, corporate capital spending will have begun to 
contribute towards a stronger U.S. recovery, and the weather-infected December 2013 jobs report will likely have been reversed. 
Whatever the exact composition of this improvement ends up being, my suspicion is that growth will have improved to a degree that will  
 

                                                           
1
 A recent study from the U.S. Congressional Budget Office suggests aside from the levels seen at the depth of the recent recession, the slack in the 

labour market remains at its highest level in 40 years 
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cause markets to begin to fear that the Fed will inevitably get behind the curve. It’s what happened to 10 year bond yields after 
Bernanke first uttered the word taper on May 22

nd
 is what causes me to believe this will happen.  

 
In my mind, the almost doubling in 10 year yields from May 22

nd
 through early September 2013 proved that markets are bigger than any 

central bank. Hence, if ‘behind the curve’ fears enter in the market because growth is ‘heating up’, Fed speakers can chirp ZIRP (zero 
interest rate policy) all they want but such talk will have decreasing utility. If this happens, I suspect equities could suffer their 1

st
 greater 

than 10% retracement since August 2011. For the year, this outcome could see equities finish up 5% either side of their 2013 finish. 
 
 

                                        
                                                          Source: Bloomberg 
 
 
 

Another scenario could see the U.S. economy rollover from the fatigue of the recent increase in interest rates. If this were to happen, 
the Fed would stop the taper and perhaps even launch an additional QE program. Such a development would likely cause markets the 
most difficulty. That’s why one thematic trade we like from the short side for 2014 is finding high payout ratio, low growth ‘bond proxy’ 
stocks. The chart above shows that the 2012-2013 period when the yield on the S&P 500 exceeded that of a 10 year bond is now long 
gone; and while their valuations have pulled back from the peaks achieved one year ago, there are still many overvalued names given 
the outlook for growth and interest rates.  
 
The net of it all is that I believe it’s tough to make a case that equities will have a big year in 2014. I’m aware many investment 
strategists point out that history shows a big year in stocks is typically followed by another robust year. However, I’d point out that in the 
majority of those cases, earnings growth had been better than what it’s likely to be in 2014 and interest rates were falling, not 

increasing. Lastly, now that the markets have climbed over the wall of worry and bullish indicators are at record highs, it just might 
be time to worry about the lack of fear. Remember, at Forge First, we believe the best way to make money, is not to lose money.  
 
All the very best to you and yours in 2014. 
 
The team at Forge First appreciates your support and interest. As always, should you have any questions or comments, please contact 
me at 416-687-6771 or amccreath@forgefirst.com.  
 
Follow me on TWITTER @CEDARBUSH  

                                                                                                                                         
 

Thanks very much, 

 

 

 

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. 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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