
  

                                                                                                                                                            MARCH 2014 
 

 
Three items have played havoc with markets year to date: weather, falling inflation and disappointing capital spending. The weather 
speaks for itself, and is uncorrelated to the other two variables; hence markets are likely to give most companies a 'free pass' on their 
contribution to the forecast 0-1% year over year Q1 EPS growth for the S&P 500. Of course, this free lunch raises the importance of Q2 
guidance. While we'll be unable to peg the US Q1 GDP slowdown to less than 2% to weather versus a mid-cycle slowdown until we see 
April data in May, the March US payroll report lends significant credence to that argument. Beyond the economic confusion caused by 
the severe winter across most of North America, the energy chain appears to be the only sector to have had a potentially lasting impact.  
As for inflation, it's still falling and that's why bonds beat non-resource heavy stock indices in Q1. 
 

Total Return in local currency 
March 2014 2014 – Year To Date 

Since Inception  
(Aug 2012) 

S&P 500  0.84% 1.81% 40.81% 

TSX Total Return 1.23% 6.06% 29.42% 

    

FF LONG SHORT LP CL F LEAD SERIES 0.65% 5.67% 76.89% 

FF MULTI STRATEGY LP CL F LEAD SERIES 0.17% 3.02% 56.30% 
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. 

 

Yields on 10 year US & Canadian government bonds fell 29 & 41 bps to 2.72% and 2.45% respectively during Q1 2014. In contrast, the 
S&P 500 generated a price rise of 0.69% and total return of 0.84%. In Canada, basic material, gold, and energy stocks combined with a 
weaker Canadian dollar to fuel gains of 0.88% for the TSX in March and 5.24% during Q1 of 2014. The total return for the TSX during 
March and Q1 were 1.23% and 6.06% respectively. I’m pleased to report that both of the funds at Forge First had solid first quarter 
results. 
 
The Forge First Long Short LP (“FFLSLP”) delivered a net return of 0.65% during March for the Class F Lead Series, boosting its year 
to date gain to 5.67% after all expenses. The long book of this fund generated a gross return of 116 bps while the short book cost the 
fund 18 bps. Winning sectors for the month included Consumer non-cyclical stocks (137 bps), Energy (37 bps) and other consumer 
sectors (36 bps). Losing sectors included Materials (-32 bps), Technology (-30 bps) and Financials (-30 bps).   
 
As for the risk metrics of FFLSLP, the since inception standard deviation of the fund sits at 8.57% while the correlation to the TSX is 
running at 32%. The Sharpe Ratio, the accepted measure to assess risk-adjusted return, is very solid at 4.76. The FFLSLP ended 
March 2014 with gross and net exposures of 153% and 66% respectively.  
 
Our other fund, the Forge First Multi Strategy LP (“FFMSLP”) generated a net return of 0.17% for the Class F Lead Series during 
March. Year to date this lower volatility fund has now advanced 3.02% net of fees. Shares in consumer non-cyclical companies (102 
bps) were the principal positive contributor during the month, while losing sectors included Materials (-30 bps), ETFs (-24 bps), and 
Financials (-27 bps). During March, the long book made 64 bps while the short book cost the fund 25 bps. 
  
The risk metrics associated with the FFMSLP remain quite low. Specifically, the adjusted beta sits at a 0.14, the correlation to the TSX 
is 10%, and the annualized standard deviation is 7.1%. The Sharpe Ratio for FFMSLP is 4.31. Exiting March, the net exposure of this 
fund was 37% on gross exposure of 131%. 
 
During 2009 I suggested a natural consequence of a balance sheet recession featuring challenged demographics was the "square root 
recovery

1
", and that it would be with us for several more years. Today, debt levels are even higher, though switched mostly from private 

to public hands, excluding Canada. As for inflation, while relentless increases in the price of perishables, rent and energy seems 
inflationary, I'd counter they're deflationary. Consumers have to purchase essential items regardless of their price; it just means they 
have less money for non-discretionary spending. The March 2014 CPI data in Europe showed that a record high 48 of the 92 items in 
their inflation basket saw annual price hikes of less than 1%.  
 
Ending this disinflationary spiral requires wages to climb. With additional dollars in their pocket, consumers could bid up the price of 
discretionary items. In addition, the greater confidence that comes from having more dollars in your pocket would cause consumers and  
small businesses to increase revolving credit. In turn, as banks lend more money, the velocity of money (a 60+ year low of 1.55X as of 
Feb. 2014), and the precursor to higher inflation, would increase, but of course, it's not that simple. 

                                                           
1
 A ‘square root recovery’ shows a path of economic growth that looks like the square root sign of high school math. After the sharp upturn that follows the sharp 

downtown, the economy stagnates sideways for years. 
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The financial crisis catalyzed a shift in the global economy, from a world of excess demand to excess supply. The higher supply implicit 
with this shift sits largely in emerging markets and explains why US exports of non-petroleum products relative to GDP, shown in the 
graph on the below left, keep falling. 
 
 

        
          Source: U.S. Government                                                                                                   Source: U.S. Government 
       

 
Consequently, capacity utilization, shown in the graph on the above right, remains below the 'trigger point' for the marked increase in 
capital spending that many economists had predicted for 2014. Instead, in their search for margin expansion, companies have 
continued to reallocate dollars from fixed assets to innovation and technology. In the early 1980s spending on R&D and software 
accounted for 10% of capital spending; today, these two line items total approximately 30% of capital-related spending. Ironically, this 
combination of technology spending and the availability of cheap capital foster increased competition. In turn, heightened competition 
leads to price cutting, exacerbating the Fed's ability to reverse the trend of disinflation.  
 
In addition to causing companies to redirect capital, the revenue growth shortfall implicit to lower business volumes explains why 
companies are so focused on cost cutting. However, the recent sharp decline in short term unemployment seen in the graph on the 
below right (as opposed to the stubborn rate of long term unemployment) suggests wages in the US may finally begin to rise toward 
levels more in line with productivity and inflation.  
 
 
 

           
        Source: U.S. Government                                                                                                       Source: Bloomberg 
 

 
 
If average hourly earnings climbs towards the 3% level as shown in the graph on the above left, two issues will confront the FOMC; how 
to shrink their balance sheet and should they be raising interest rates. Both Yellen and Bernanke have stated the Fed will shrink its 
balance sheet by allowing its bonds to mature. However, just letting their book mature would merely shift funds from the U.S. Treasury 
to the Fed. It would not shrink the gargantuan excess reserves, now almost 20X required levels, held by US commercial banks.  
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With this level of required reserves (earning 25 bps risk-free at the Fed) U.S. banks have an arguably dangerous amount of capital to 
lend, if and when wages and growth pick up, especially when, as you can see in the graph on the below right, their loan to deposit ratio 
is at a multi-year low. 
 
 

                   
          Source: Federal Reserve                                                                                                        Source: Federal Reserve 
 

 
In the event the appetite for borrowing picks up from the current Q1 run-rate approximating 2.5% (graph on above left), beyond interest 
rates, the Fed has two ways to control the growth in credit. The US central bank could increase the amount of reserves a bank has to 
hold against each dollar of lending. However, with this tactic viewed as a tax, Americans appear dogmatic towards increasing this 
Required Reserve Ratio. Instead, the Feds have accelerated the use of reverse repos

2
. This Fed tactic see money funds, banks and 

government-sponsored enterprises placing funds with the central bank overnight in exchange for Treasuries. These counterparties earn 
interests on the reverse repos.  
 
During the first two months of 2014, the Fed's reverse repo program has seen a staggering $4T (50 transactions approximating $80B 
each) of sales, having the net effect of withdrawing $24.8B net liquidity from the system. Clearly, the FOMC sees reserve repos as a 
key tool in its arsenal to manage the reversal of QE. Unfortunately, the ECB still needs to go the other way. 
 
While it's true the continental European economy has stabilized, consequential growth remains elusive. Europe has at least three 
strikes leaning against its recovery: an overvalued currency, the hangover from previous fiscal tightening and a banking system that is 
still shrinking. The graph on the below right shows bank lending has been shrinking for the past 2.5 years. In light of the balkanized 
structure of the Europe only the ECB can try and reverse these unfavourable trends.  
 
The graph on the below left shows the balance sheet of the ECB has been shrinking for more than 18 months. It's inevitable its balance 
sheet will expand once again. Arbiter Germany is warming up to the idea, but it's unlikely to happen until the 2nd half of 2014. While 
there's much chatter the European version of QE will see the ECB buy bonds, government or corporate, there are two reasons why it's 
more likely the ECB opts to buy loans from European banks instead. 
 

                   
         Source: Bloomberg                                                                                                                  Source: Morgan Stanley 

                                                           
2
 Reverse repos withdraw liquidity from the banking system having the opposite effect of the Fed's QE program which sees cash injected into the system when the 

Fed buys a security. 
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Whereas as traditional lending from U.S. banks provide less than 20% of total U.S. private sector credit today, bank lending remains the 
preferred source of capital in Europe, hence I expect the ECB will move this summer to further the development of the asset-backed 
securities market. In addition, this ploy may better facilitate lending since it would enable the loan to deposit ratio of European banks to 
finally move towards the levels of their North American counterparts. 
 
This forecast expansion in the ECB's balance sheet is one reason why I expect the U.S. dollar to climb against most currencies during 
the next 12 months. Other reasons include a wage-driven improvement in the U.S. economy, furthering of the accepted energy 
renaissance in the U.S., and the likelihood that the Republicans will take control of Congress in November 2014.  
 
Given already anemic annual revenue growth of only 1%, a higher U.S. dollar would be an unwelcome event for corporate America's 
income statement. In contrast to the 10% growth in 2013 operating earnings computed for the S&P 500 index, U.S. MSCI calculated 
data suggests operating profits, shown in the graph in the below left, have turned negative for the first time since 2010. The principal 
difference between these two data sets is that the S&P 500 data includes M&A-driven write-offs in its calculation, a substantial sum in 
late 2012 figures.  
 

               
        Source: SG Cross Asset Management                                                                               Source: Bloomberg 
 

Consequently, share buybacks (part of capital return to shareholders shown on the above right) will play an important role in enabling 
S&P 500 EPS to grow 7.2% and hit 2014 consensus EPS of $118.70 from last year's $110.67. The next question is what is the 
appropriate P:E multiple to pay for these earnings. As of Friday, April 4th, the S&P 500 was trading at 15.8X, the high end of P:Es on 
prospective earnings (ex the 2000 tech bubble) during the past 45 years. Without substantive change in the economic outlook to drive 
profit growth higher, the graphs below suggest the mid-term outlook for stocks will be determined by the battle between short and long 
interest rates. 
 
 

                          
 

 
The graph on the above left indicates stocks have done well (periods marked with ovals) during the past 20 years when short rates are 
stable and long rates are rising. These yield curves are called, ‘bull steepeners’. In contrast, the graph to its right suggests P:E multiples 
contract during 'bear flattener' rate environments, when short rates move higher while long rates remain constant.  
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Recently, 2 year bond future pricing has discounted statements of several Fed speakers that interest rates would begin to climb during 
2015. The curve flattening impact of this rise in short rates is likely one of the reasons why long duration equities, i.e. biotech and 
internet stocks, have been hit hard in the past few weeks.         
 
 
I still believe the US economy will move towards an annualized 2.8-3.0% rate of economic growth during the 2

nd
 half of 2014. In May, 

investors will get the required clarity on data so as to enable equity markets to buy into this view. That confirmation should cause P:E 
multiples to rise, taking U.S. equities to new highs. At that point, as discussed in my Outlook 2014 Market Commentary (December 
2013 fund report), I said the markets’ next move is up to the Fed. If investors see money velocity picking up and get concerned the 
Fed’s ‘getting behind the curve’ then markets will correct. To date, the Fed’s showing its mettle. The FOMC didn’t let the weather sucker 
into cutting back on its tapering program and it’s clear they’re actively homeworking their exit from QE. But for now, markets are likely to 
stay choppy as they seek out direction. Our funds remain long, but well hedged. 
 
 
 

 
 
 
 
 
Thematically a trade we really like is natural gas. North American storage levels will exit this winter season, the coldest since 1977, 
roughly 50% below their five year average. Assuming a summer with average temperatures, gas injections must increase 35% over the 
level of last year for storage to be 90% full entering the next winter season. With more than 50% of U.S. gas production coming from 
the transport-constrained Marcellus, achieving this rate of injection is far from assured. As a result, we expect North American gas 
producers to see a year-over-year increase in the average price they get for gas to climb from approximately $3.50/mcf to $4.50/mcf. 
While many stocks have already had good moves we are positioned for further moves in this sector. 
 

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. And very shortly, please watch for our new website at www.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 2014 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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