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Canada is about to return to its
usual spot on the North Ameri-
can economic podium — in sec-
ond place, behind the U.S. 

Canada has been bragging about
its economic outperformance
with an economy that’s grown
faster than the U.S. for the past

two quarters. However, that’s all
about to change, says economist
Sherry Cooper at BMO Nesbitt
Burns in Toronto, who says there’s
a “dramatic shift in economic for-
tunes” between the two countries,
and that the U.S. economy is
poised to outperform the Canadi-
an one in coming quarters.

“While the U.S. will be boosted
by tax cuts, interest rate cuts and
a weaker currency, Canada’s eco-
nomic outlook is plagued by
SARS, the stronger Canadian dol-

lar, and the fall in oil prices,” the
firm said.

And even though the U.S. Fed-
eral Reserve is obsessively wor-
ried about the prospect of defla-
tion, Ms. Cooper thinks that
Canadian inflation will be below
the level in the U.S. Continued
strength in the Canadian dollar
will dampen inflation and further
tighten monetary conditions.

So watch out, Canada. Uncle
Sam has shaken off his hangover
and is about to start his own par-
ty again, and remember, his mu-
sic is always louder than yours.

No clue: Why is the stock of
Ivanhoe Energy Inc. up 99%
over the past two days?

See DESK on Page IN2

Peter Puccetti, chief investment
officer of Goodwood Inc. which is
a long/short manager with $170-
million in assets, holds 28 posi-
tions. At present, some 17 are
long and 11 short positions.

“We have a net long bias.” Some
70% of the fund is in long posi-
tions and about 9% is short. Over
the six and a half year history of
the fund, it has been less than
100% invested, says Puccetti.

“You take the market value of
the longs and add the market val-
ue of the shorts together and if
that adds up to 100%, it means
you are fully invested.”

Goodwood tends not to use
leverage or derivatives. “We con-
sider that our results will have
plenty of zing, if we pick stocks
well,” says Puccetti. 

Goodwood’s portfolios are con-
centrated. Its top six or seven
stocks, both long and short,
would add up to 30% to 40% of
the total fund’s equity.

“What we are really trying to do
in any 12-month period, is find
three or four ideas that we know
like the back of our hands that we

think can double or more.” 
The other long/short manager

in the panel is David Fawcett,
founder and partner in Epic  Cap-
ital Management Inc., which has
roughly $50-million under man-
agement. Although Epic has a
larger number of positions in its
portfolio than Goodwood, it gen-
erates performance off 20 to 25
core names, says Fawcett.

When it comes to leverage, this
manager has the flexibility to go

up to 150% of capital invested, but
like Goodwood, it has had about
100% of capital invested since in-
ception. Roughly 75% of the port-
folio is in long positions and 25%
is short. Epic does use “minimal”
derivatives to mitigate risk.

“We find that in certain situa-
tions, where we are negative on a
stock and cannot borrow it to
short it, derivatives are useful,”
says Fawcett.

Perhaps the most concentrated
portfolio is run by special situa-
tions manager Warren Irwin,
president of Rosseau Asset Man-
agement Ltd. in Toronto.

Irwin, who has $50-million un-
der management, is focused on
some 15 core names, be that long
or short. The ratio of long to
short? “We have a high degree of
flexibility in this regard.” 

Sometimes, Rosseau does
match its longs and its shorts.
Right now, given the paucity of
bankruptcies, Irwin says he is
having a tough time finding short
sale candidates. This manager
does not use a lot of leverage.

See HORVITCH on Page IN3
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In the second half of the roundtable on hedge funds, the portfolio managers tell
Sonita Horvitch how they choose stocks in keeping with their specific strategies.
There are as many investment styles as there are hedge fund managers — and there
are 5,000 to 6,000 managers around the world. While all sell stocks short, some
use leverage (borrowing), some concentrate their portfolios or use derivatives such
as put and call options, or mix and match an assortment of techniques. Our portfo-
lio managers highlight the differences in approach across strategies — and even
within one strategy, the well-known long/short hedge fund.

YVONNE BERG / NATIONAL POST

David Fawcett, partner at Epic Capital management, says Epic generates its performance off of about 20
to 25 core stocks, with about 75% in long positions and 25% sold short.

HEDGE FUNDS PROFIT
IN STORMY MARKETS

Wounded by the ensuing me-
dia criticism of its high

fees, Canada’s labour fund indus-

try says “methodology errors” in a
prize-winning academic paper led
to “seriously flawed conclusions.”

While few labour sponsored in-
vestment funds (LSIFs) sell out-
side RRSP season, the industry is
clearly in damage control mode. 

A formal rebuttal by David Levi,
president and CEO of Growth-
Works and past Director of the
Canadian Venture Capital Associ-
ation, was approved by several
other labour fund executives. They

allege two professors who shared a
$10,000 award did not perform
“due diligence” by verifying infor-
mation from the labour fund com-
panies. They point out the irony
they themselves are in the due dili-
gence business of assessing ven-
ture capital business plans. 

The professors, meanwhile, are
rebutting the rebuttal. One of
them — Ryerson School of Busi-
ness Management’s Scott Ander-
son — told the Post he disagrees

with Levi’s analysis of incentive
fees, discussed below.  “We adopt-
ed a more conservative, tougher
performance target,” he says. “We
adopted this type of conservatism
in all our calculations.”

The award’s sponsor,  Barclays
Global Investors Canada, also
stands by the paper, which was
submitted to an independent se-
lection committee. “Anyone who
wishes to achieve the same credi-
bility on a rebuttal should submit
their paper to an independent re-
view like the two professors did,”
says Barclays president Gerry
Rocchi. “We have a lot of confi-
dence in the process: it’s made up
of academics and people experi-

enced in investments.”
The chair of the selection com-

mittee, Professor Paul Halpern of
the Rotman School of Business,
says the winning paper was one
of 11 submitted. It will be pub-
lished in Canadian Investment
Review. 

But the LSIF industry finds it a
happy coincidence for Barclays
that the paper’s conclusion — that
high fees hurt investment perfor-
mance despite generous govern-
ment tax credits — nicely aligns
with the “cost matters” philoso-
phy of Barclays: the country’s
main manufacturer of low-cost
exchange-traded funds (ETFs).

See CHEVREAU on Page IN2

Labour funds dismiss report
Study that showed

funds not worth their
fees ‘seriously flawed’
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DJIA 9196.55 +13.33 +0.15 9733.39 7197.49 -421.16 -4.38 +854.92 +10.25
S&P 500 998.51 +1.03 +0.10 1040.83 768.63 -21.75 -2.13 +118.69 +13.49
NYSE Comp. 5650.66 +3.89 +0.07 5870.54 4418.62 -128.52 -2.22 +650.66 +13.01
Nasdaq Comp. 1653.62 +7.60 +0.46 1684.06 1108.49 +134.50 +8.85 +318.11 +23.82

FPX Growth 1581.74 +1.94 +0.12 1613.22 1396.69 -21.79 -1.36 +60.56 +3.98
FPX Balanced 1668.87 +3.06 +0.18 1668.87 1495.50 +46.64 +2.87 +75.72 +4.75
FPX Income 1759.59 +4.20 +0.24 1759.59 1579.92 +127.06 +7.78 +99.41 +5.99

CRB Index 235.91 237.98 -2.07 251.20 202.04 +35.22
GSCI Index 235.84 243.46 -7.62 278.57 197.29 +43.88
Gold (Comex) US$ per oz. 353.30 355.50 -2.20 379.00 302.50 +33.00
Oil (W. Texas) US$ per bbl. 31.51 32.36 -0.85 37.83 25.19 +6.87
Natural gas US$ per mm btu 5.61 6.21 -0.61 9.58 2.66 +2.55

C$ 1 = US¢ 74.0796 73.9973 +0.0823 74.3882 62.5782 +8.9712
US$ 1 = C$ 1.3499 1.3514 -0.0015 1.5980 1.3443 -0.1860
euro 1 = C$ 1.5881 1.5869 +0.0012 1.6561 1.4519 +0.1384
British pound 1 = C$ 2.2518 2.2534 -0.0016 2.5359 2.2070 -0.0083
Japanese yen 1 = C$ 0.01150 0.01150 nil 0.12800 0.01140 -0.00070

Scotia Capital Universe 529.97 527.72 4.12 4.19 529.97 463.82
Scotia Capital Short-term 430.82 429.94 3.38 3.44 430.82 394.01
Scotia Capital Mid-term 542.25 539.61 4.22 4.30 542.25 466.50
Scotia Capital Long-term 666.91 662.16 5.22 5.28 666.91 553.43

S&P/ TSX Comp 7106.86 +6.09 +0.09 7385.77 5678.28 -252.70 -3.43 +492.32 +7.44
S&P/ TSX 60 402.56 +0.12 +0.03 415.37 318.42 -8.55 -2.08 +29.41 +7.88
S&P/ TSX Mid 457.66 +0.98 +0.21 487.31 374.21 -29.65 -6.08 +29.54 +6.90
S&P/ TSX Small 464.13 +1.62 +0.35 514.28 385.94 -50.15 -9.75 +19.95 +4.49
S&P/ TSX Income 103.32 -0.65 -0.63 104.23 92.62 +3.42 +3.42 +6.83 +7.08
S&P/ TSX-VEN 1106.76 +2.34 +0.21 1198.17 887.29 -86.55 -7.25 +32.68 +3.04

B U Y &  S E L L R O U N D T A B L E

Sonita Horvitch

YVONNE BERG / NATIONAL POST

Warren Irwin, Managing Partner
at Rosseau Asset Management, is
focused on just 15 core names.

L egend has it that during the
terrifying hyper-inflation

that gripped Germany after the
First World War, a shopper was
on her way to the store to buy
some groceries, her wheelbarrow
piled high with the bank notes
needed to make the purchase.
Unfortunately, while she was mo-
mentarily distracted, someone
dumped out the pile of notes and
made off with the barrow.

This story is most likely apoc-
ryphal. Yet, with 23 printing
plants churning out bank notes
non-stop and a loaf of bread
eventually costing billions of
marks, the early 1920s bout of hy-
per-inflation has left such an im-
pression on Germany that 80
years later it lives on vividly in the
minds of the country’s policy-
makers and bankers, who just
happen to hold sway at the Euro-
pean Central Bank.

In 2003, of course, deflation —
or at least the fear of deflation —
is finally getting the attention of
ECB officials, who have been
steering the European Union
economy with their foot on the
brake and their eyes fixed firmly
on inflation in the rear-view mir-
ror, which is definitely not closer
than it actually appears.

See HANLEY on Page IN2

W I L L I A M H A N L E Y

A wheelbarrow full
of rate cuts would

ease deflation fears

Time for
heavy
lifting
at ECB

M A R K E T E Y E

P E R S O N A L F I N A N C E

The great
grocery

slush fund
VENDOR INCENTIVES

I N S I D E  T H E
M A R K E T

B Y S C O T T A D A M S

Every industry has a set of ac-
counting tricks, and the grocery
industry is no different.

A CIBC World Markets report
yesterday helped lift the veil of se-
crecy covering vendor incentives
in the grocery business, estimat-
ing they are worth $3.1-billion to
the Canadian industry each year.

The grocery industry has been
rocked this year by the Royal
Ahold NV scandal, in which the
world’s third-largest retailer ad-
mitted it overstated pretax earn-
ings by US$909-million the past
three years because of fraudulent
recognition of supplier rebates.
Other grocers are also under in-
vestigation by the U.S. Securities
and Exchange Commission.

Calling vendor incentives a
“massive slush fund” for the gro-
cery industry, CIBC analyst Perry
Caicco published a revealing re-
port yesterday on the issue in
Canada. While Mr. Caicco didn’t
suggest any of Canada’s big gro-
cers are committing fraud — he
said it is in fact almost impossible
to spot fraud from outside the
company — he did point out that
there are holes in accounting
treatments “large enough to drive
a produce truck through.”

See INSIDE on Page IN2

T R A D I N G  D E S K

U.S. set to outperform Canada
IVANHOE’S JUMP A MYSTERY
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“Our positions often have suffi-
cient inherent risk, without crank-
ing up that risk with leverage.” Ir-
win’s mandate does allow him use
derivatives.

At the other end of the spectrum
in terms of number of positions in
a portfolio is John Schmitz, presi-
dent of SciVest Capital Manage-
ment Inc. in Toronto, which has
$150-million under management.

The firm’s core fund, the SciVest
Market Neutral Equity Fund, typi-
cally holds 360 to 380 positions,
with no position being more than
2% of capital or equity. Half the
positions are long and half are
short. SciVest do use leverage. But,
says Schmitz, “If you can remove
market risk and diversify the port-
folio widely, leverage is not nearly
as dangerous as some think.”

In a market neutral setting, lever-
age is a more efficient means of
getting risk adjusted returns than
say taking bigger stock bets, he
says. The portfolio has exposure to
almost every U.S. industry. Of the
55 industries in the United States,
SciVest typically has positions in
45. The bulk of its positions are in
U.S. equities, but it does have some
exposure to Canadian equities.
Schmitz does not use derivatives.
Q: Starting with long/short man-
agers, it is time to discuss the po-
sitions in your portfolios.
Puccetti: We are value driven in
selecting our positions. We have a
list of short ideas, where the indi-
vidual weightings are modest. Our
biggest short position is a 2%
weighting in (XIU/TSX), a basket
that represents the S&P/TSX in-
dex. If we are good at purchasing
long ideas, then this helps in tak-
ing out some of the overall index
risk, by shorting the index. I am
waiting for this index to go a little
higher and we take that position a
lot larger than it is today. We are al-
so short International Business
Machines Corp. (IBM/NYSE) and,
by the looks of things, we will be
short this for a number of years to
come. This company perennially
overstates its earnings and the
stock is overvalued. Again, it is a
small short at 1%, if the timing is
right it could be a 5% short. But, I
do not think that the timing is
right today. We are also short, with
very small weightings, a basket of
Internet stocks, like Yahoo! Inc.
(YHOO/NASDAQ) and Amazon.com
Inc. (AMZN/NASDAQ) that we made
a lot of money shorting two years
ago. These stocks have had
tremendous runs, they have either
doubled or tripled in the last six
months. Perhaps, we are getting a
second chance to build short posi-
tions in these stocks. Their weight-
ings are very small, 0.5% to 0.7%,
depending on the names.

Turning to the long positions, we
have a substantial holding in Can-
West Global Communications
Corp. (CGSa/TSX) and our average
cost is $5.40. The stock closed re-
cently at $9.34. The company
[which owns the National Post] is
45% owned by the Asper family.
These guys have a tremendous
record of capital deployment and
that is something that most com-
panies that are large and publicly
traded do not. Nine times out of
ten, the CEO is someone who
came up through the ranks, per-
haps from marketing, and does
not know how to allocate capital.
In 1992, the Aspers bought Net-
work Ten in bankruptcy in Aus-
tralia for $45-million. Since then,
they have received $549-million in
interest and dividends and this
property is now worth $1-billion.
They have done this in other situa-
tions, not quite with the same size
of the return. They know this field
very well. I suspect there is a possi-
bility that they will sell off non-
core assets which include New
Zealand, Australia, Ireland and a
few other properties. If so, you will
see the company significantly re-
duce debt from roughly $3.4-bil-
lion today to probably in the low
twos in terms of billions of dollars.
As that happens, the Canadian in-
stitutional investor, that is today
under-represented in this stock,
will come back. The market is not
fully valuing CanWest’s non-core
assets. As they get sold off, the
stock goes higher. We think that
the stock is worth $12 to $15 .

We also have a position, that is
only now starting to be profitable
for us, but where we think that
there is very substantial upside
and that is Great Atlantic & Pacif-
ic Tea Co. Inc. (GAP/NYSE), which
has a network of supermarket
chains in the United States and
Canada. This stock recently closed
at US$9.54. Our cost was around
US$6.50. About a year ago, this
stock was US$28 to US$29. A
wealthy German family, Haub,
which owns 55% of GAP, bought

into the company in 1979 for US$5
a share. There have been no stock
splits. For most of the last two
decades, the stock has traded be-
tween US$30 and US$60 a share.
More recently, as grocery stocks in
the United States have come under
a lot of pressure, this stock sold off
to US$4, about two or three
months ago. The company is close
to selling off its targeted US$300-
million in non-core assets. What
got us interested is the value of the
company’s Ontario business,
which represents some 23% of its
total US$11-billion business. The
Ontario business is doing well. It is
not understood by the U.S. ana-
lysts, those that follow it at all, be-
cause this is now a small cap stock.
We think the Canadian business is
worth, at least, US$21 a share … 

Another stock I will talk about is
Extendicare Inc. (EXE/TSX), a
Canadian company that runs long-
term care centres and retirement
homes in North America. This
stock is for the longer-term. The
company has debt. We have been
in it before in a big position. We
have had another opportunity to
get bigger in the name. Nursing
homes in the United States and
Canada are vastly different. In the
United States, nursing homes are
subject to lot of litigation in certain
states and Extendicare has been
proactive in getting out of those
states. In Canada, it is much more
of a utility-like rate of return. We
do not have the litigation risk. 

What is interesting about Exten-
dicare, the first time we bought the
stock starting at $1.60 a share and
it owned $2.10 per share worth of
a redundant asset, Crown Life,
which was being wound up and
being turned into cash. We got the
substantial nursing home opera-
tions for a negative value, which
did not make any sense. The U.S.
business, when you ex out the
money being spent on settling pa-
tient care liabilities, is substantial-
ly free cash flow positive. We have
been told, and we tend to agree
with this guidance, that two years
out from now, all those liability
claims in the United States will
have been dealt with. If so, you will
be left with a company generating
substantial amounts of free cash
flow and the stock can trade for a
lot higher than it does today. Four
years ago, this was a $24 stock,
trading at 10 times [earnings be-
fore interest, taxes, depreciation
and amortization]. Today, it is
trading at five and a bit times
EBITDA. The demographics
favour this business. We think that
there is substantial long-term up-
side in the stock.
Fawcett: The two shorts I have are
more pair trades [where the port-
folio manager matches a long posi-
tion with a short position in the
same industry or sector]. We like,
on the long side, Bonavista Petro-
leum Ltd. (BNP/TSX) which was re-
cently announced it was convert-

ing into an income trust, which
will own 90% of the company’s ex-
isting producing assets. In addi-
tion, shareholders receive shares
in a separate publicly listed com-
pany, NuVista Energy Inc., which
contains the remaining explo-
ration properties. Typically, when
you see a conversion to a trust,
there is a lot of selling as U.S. hold-
ers will not hold trusts. So the cur-
rent stock price has been kept
down. But if you do a sum of the
part analysis, the stock recently
traded at around $36, the assets in
the trust are worth $40 to $45 per
share. Also, this is one of the top
management groups in the oil-
patch. CEO Keith MacPhail has a
large stake in BonaVista and a
great incentive to make it all work.
Coupled with the trust unit, you
will get an exploration company
stock, NuVista Energy, which
could be worth $5. If you add the
two entities together, we get a $45
to $50 price target. 

Because you are taking on a com-
modity risk in an oil and gas
trust/stock, we hedge that. We
have two short positions. One is in
Enerplus Resources Fund (ER-
Fun/TSX), which has just had a huge
move up and trades at an all time
high valuation and the other short
is the Canadian Energy Index
Fund (XEG/TSX), the oil and gas in-
dex.

A similar type of pairs is in the
telecom services sector. We are
long Manitoba Telecom Services
Inc. (MBT/TSX). It is a stock we have
been in for a while. It is a good val-
uation. A big driver for the stock is
the company’s stake in Bell West
Inc. in partnership with Bell Cana-
da. Manitoba Tel can put back its
stake to BCE for $650-million.
This is a little more than $10 per
Manitoba Tel share. The stock re-
cently closed at $38.93. We think
that BCE will take out Manitoba
Tel to avoid paying this put. BCE
already owns 20% of Manitoba
Tel. If BCE acquired Manitoba Tel,
it would reduce the leverage on
BCE’s balance sheet. It fits well
with BCE’s strategic view to return
to its core. It is a great fit; Manito-
ba Tel has a lower valuation than
BCE. If we are wrong on this, Man-
itobaTel has other options, like
turning itself into a trust to recog-
nize value. You are taking very lit-
tle business risk and little financial
risk when you buy Manitoba Tel. 

Against this long, as we think
that it will be BCE that buys Mani-
toba Tel, we have shorted about
one quarter of our position in
Manitoba Tel against BCE Inc.
(BCE/TSX). This is not saying we do
not like BCE. If the acquisition did
occur, BCE’s stock could come un-
der a little bit of selling pressure. 

Similar to what Peter [Puccetti]
was saying, we are not seeing a lot
of great investment shorts [rather
than hedge shorts undertaken to
mitigate risk] right now. But a
stock that we have not been too

keen on is Intrawest Corp.
(ITW/TSX) which builds and oper-
ates ski and other resorts. It has a
philosophy of spend and build and
the customers will come. We have
seen a lot of negative free cash flow,
we have seen a good amount of
debt. This is a company that con-
tinues to miss targets and to revise
its EBITDA down. 
Schmitz: Market neutral is a dif-
ferent mentality to long/short. We
looking for spreads between our
longs and shorts. We can be long
positions that we actually expect to
lose money on, because we expect
to make more off the short side, so
that the net spread or differential
between the two will be positive.
We hold 370 positions in the port-
folio and tend to hold stocks on av-
erage for two to four months. We
pick stocks based on the character-
istics of the stock and of the com-
pany. I will give you some exam-
ples from some of the more excit-
ing U.S. sectors. 

We are bullish on the U.S. soft-
ware industry and are marginally
net long this industry. We have a
number of stocks both on the long
and the short side. One long in our
portfolio is Titan Corp. (TTN/NYSE)
which provides a broad range of
information technology services
and one short is Manhattan Asso-
ciates Inc. (MANH/NASDAQ).

We are bearish on the electronic
equipment sector and to the extent
we can be net short, we are net
short this sector. Our biggest long
is Inter-Tel Inc. (INTL/NASDAQ) a
provider of business communica-
tions and voice-mail systems. A
significant short is Photon Dy-
namics Inc. (PHTN/NASDAQ) which
produces systems for the flat panel
display manufacturing industry. In
the U.S. consumer services-media
industry, one of our biggest long
positions is Fox Entertainment
Group (FOX/NYSE) a giant media-
entertainment company. One of
the shorts in this industry is Cable-
vision Systems Corp. (CVC/NYSE)

an entertainment and telecommu-
nications company. We are slightly
net long the media sector.

We have also been slightly net
long the wireless area for the last
three months, for the first time
since the inception of this fund. On
the long side, we like Nextel Com-
munications Inc. (NXTL/NASDAQ)
on the long side which has the
right to provide digital wireless
communications services in 31
states, and Telephone & Data Sys-
tems Inc. (TDS/AMEX) on the short
side, a diversified telecommunica-
tions services company which in-
cludes cellular services. 

All four of these pairs I have cit-
ed, have similar characteristics.
Our long positions tend to have in-
siders of the companies buying the
stocks and our shorts tend to have
heavy insider selling. In addition,
we look for positive earnings revi-
sions for the long, versus negative
earnings revisions for the hedge
shorts. For our longs, we tend to be
forecasting that they will beat next
quarter’s earnings estimates ver-
sus the converse for our shorts. We
try to get at what managements
are thinking by looking at what
they are doing, rather than talking
to them. Over the last years, it has
become evident that what they say
and what they do can be different.
We look at earnings quality. We
look at valuation and stock mo-
mentum type characteristics.
Right now we are looking for
growth as well.
Q:: Warren, over to you to discuss
your war stories in playing spe-
cial situations.
Irwin: An example of a turn-
around candidate, where we made
some money a while ago is Moore
Corp. Ltd. (MCL/TSX) which pro-
vides business communications
products and services. We got
wind that there was a new man-
agement team in place led by Bob
Burton, who was highly experi-
enced. Also, when we looked at
Moore’s financials, we thought
they were in better shape than
what was being portrayed in the
media. We bought common shares
and these rebounded.

An example of a capital structure
arbitrage is the case of 360 Net-
works. We noted at the time, that
their bonds were trading at 40¢ on
the dollar, yet the company still
had a multi-billion-dollar equity
market capitalization. There was
clearly a gap between how bond
investors and stock investors
viewed the company. We bought
the bonds and shorted the stock;
we felt the company was going to
hit the wall. As our conviction
strengthened, we increased our
equity short position to the point
where we could not borrow any
more stocks. We were more heavi-
ly short the stock than we were
long the bonds. This worked, as
the company went bankrupt and
we covered the stock at zero.

An example of a corporate reor-
ganization is Bombardier Inc. (BB-
Db/TSX). We do not have a position
in this company right now. But we
did short the stock. We have always
found that financial reporting in
the aerospace industry is highly
subjective given the latitude the
companies have in the way expens-
es are capitalized and how they are
run through the income state-
ments. In addition, we were con-
cerned about the general down-
turn in the industry. When we
combined Bombardier’s level of
disclosure and Bombardier Capi-
tal’s accounting complexity, along
with the downturn in the aero-
space business, we established a
short position in the low teens.
From time to time, until we recent-
ly covered our short position in the
low single digits, we also had off-
setting trades in the company’s
fixed interest securities, specifically
the preferred shares. This was to
partially hedge our short position… 

Finally, Nortel Networks Corp.
(NT/TSX). When the stock slipped in
the low single digits, we thought

that there would be a turnaround.
We did an extensive financial re-
view of the company and it was our
view was that it was not going
bankrupt, but it was difficult to
pick a bottom in the stock. Its
2006 bonds were yielding around
40%, we bought some of those. We
also bought their 2003 paper and
it had a 50% yield. These bonds
went back to par, so we did well.
We moved out of the high yield pa-
per as it approached par. We be-
lieved this whole market for high
yield debt market was getting over-
heated. We then moved into the
preferred shares around the $9
level, as we felt that this was the
cheapest part of the capital struc-
ture. Right now they are trading in
the mid-teen area and have a good
yield. Throughout this process, we
did not make as much money as
we may have if we had picked the
bottom in the common, but it was
a much lower risk approach to
playing the turnaround in Nortel.
Our view on Nortel is that it is go-
ing to be a survivor, but the com-
mon stock remains highly volatile. 
Q: Time to sum up this discussion
on hedge funds.
Jim McGovern (managing di-
rector and CEO of Arrow
Hedge Partners in Toronto):
We think the fund of funds is a nice
entry point for individuals and in-
stitutions. It is a nice way to get
your feet wet. Your fund of funds
manager should be able to tie in an
expected return, the expected
volatility and the expected correla-
tion to other asset classes. So you
can judge how this fits into your
portfolio. 
Rob Parnell (president of
Tremont Investment Manage-
ment Inc. in Toronto, who
chooses strategies and man-
agers for its funds of funds ap-
proach): 
Some of the tools and discretion
that hedge fund managers have
over and above active managers,
like the ability to short, the ability
to think in return of caps and ab-
solute returns are value added. It
speaks to this whole issue that
sound active management is best
domiciled within the hedge fund
industry because it is conducive to
good active management. The oth-
er big theme from this roundtable
is that a lot of discussion was about
risk management. It is a common
misconception that hedge funds
are more risky. There should be
more democratic access to the
hedge fund business.
Puccetti: It is important for the in-
vestor to understand the style of an
individual hedge fund manager, if
they are not going the fund of
funds approach. Investors have to
do their homework thoroughly, if
they are going to be comfortable
with a manager. 
Fawcett: We do make an effort to
mitigate risk. Hedge funds do have
a place in a portfolio and this is not
yet the case in Canada. 
Schmitz: Risk adjusted returns
show that the average hedge fund
does better than most asset class-
es, even through the great bull run
of the ”80s and the ’90s. This is im-
portant in the low return environ-
ment we are entering. There are
not a lot of places to get 7% to 9%
returns and hedge funds are one of
the few that is offering this. It also
offers diversification as an asset
class. There should also be a diver-
sification within this hedge asset
class across a number of man-
agers. Investors should have allo-
cations to hedge funds over the
next decade, anywhere from 5% to
35% of their total portfolio.
Irwin: All portfolio managers
here, and most hedge fund man-
agers I know, own a large percent-
age of their funds. This ensures
that our interests are fully aligned
with investors. We also, as hedge
fund managers, have the flexibility
to make a lot of money in a variety
of different markets.
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Management; and John Schmitz, managing director of SciVest Capital Management.
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