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n the early 1980s, a few wealthy Canadian

families were investing in large U.S. hedge

funds. Ten years later, a handful of institu-

tional investors had joined them. The
practice has spread, and today even small inves-
tors have access to this method of managing
securities through guaranteed-principal notes
and closed-end mutual funds. This growing
demand stimulated the emergence of Canadian
hedge funds and funds of funds. To better under-
stand the rise of this new industry, the Bank of
Canada hosted a workshop last June, and this
article presents the highlights of those discus-
sions.?

The development of hedge funds in Canada is
characteristic of an activity that is integrated in-
ternationally. Some elements can be identified,
but not isolated, as specifically Canadian. This
level of integration complicates measurement
efforts all the more because data on the global
industry are themselves imprecise. There are,
in fact, no reliable and complete data on the
Canadian component of this industry, and we
must, at this point, rely on the judgment of par-
ticipants to obtain even estimates of its size. The
information presented here is from several formal
and informal sources that use different methods
of compilation. (See the box on page 43 for a
description of hedge funds.)

By the end of 2003, there were about 7,000
hedge funds around the world, with total assets
of approximately US$800 billion (Hedge Fund
Research, Inc. 2004).% According to various in-
formal sources, Canadian capital invested in

1. Most of the speakers at the workshop were represen-
tatives of various segments of the Canadian hedge
fund industry. We wish to thank them for their valu-
able contributions.

2. Others have put the number of funds at over 8,000
and have assessed their total assets at nearly
US$1 trillion.

these financial mstruments may total up to
Can$23 billion.3 However, a large share of these
savings were managed by funds established
abroad, mainly in the United States. Funds es-
tablished in Canada administer over $5 billion
in assets, but much of this is from foreign inves-
tors. Funds of funds— specialized organizations
that manage portfolios invested in several hedge
funds—handled $3.7 billion of Canadian capi-
tal in 2003 according to Investor Economics
(2003).* This amount does not include Canadian
capital entrusted to funds of funds that are not
registered in Canada. Finally, retail sales of
products linked to hedge funds have reached
$7 billion. This simple statistical overview
underscores the breadth of the hedge fund
phenomenon in Canada.

Strong Demand

Canadian demand was at first exclusively, and
remains largely, satisfied by foreign hedge
funds. These funds initially targeted large pri-
vate fortunes, but it is the growing interest of
institutional investors that explains their high
growth rate in recent years. In keeping with
worldwide trends, Canadian pension funds also
seek to diversify their portfolios with new assets,
the prices of which are weakly correlated with
the prices of stocks and bonds and that generate
an absolute return, such as real estate, venture
capital, and hedge funds.

While there is a high level of interest in hedge

funds, relatively few pension funds have, as yet,
made the move into them. Institutions with con-
siderable resources, such as the Ontario Teachers’

3.  From here on, all amounts are in Canadian dollars.
For purposes of comparison, the market for mutual
funds is $475 billion.

4. This includes only funds of funds registered with pro-
vincial regulators.
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Pension Plan, the Caisse de dép6t et placement
du Québec, and OMERS, have established their
own portfolios of hedge funds. Some have also
set up internal teams that use hedge fund strat-
egies to generate an absolute return. Note that
Canadian banks have been using these same
strategies for some time in their proprietary
trading operations.

Smaller pension funds have tended to play this
market using foreign funds of funds, although
some pioneers began with direct investments,
yielding mixed results. Although they extract
higher management fees, funds of funds offer
instantaneous diversification, as well as exper-
tise in the selection and monitoring of invest-
ments. Pension funds involved in these
investments generally allocate 3 per cent of their
portfolio, although their ultimate target is 5 to
10 per cent. Overall, Canadian pension funds
have placed approximately $10 billion with
hedge funds.

The retail market is developing rapidly, espe-
cially in Quebec, where the Desjardins Group
and the National Bank are selling term dep03|ts
and structured notes® in which the capltal is
generally guaranteed and the yield is that of a
fund of funds. Such structures have also been
set up by independent funds of funds, which
use notes issued by Crown corporations for that
purpose.® The minimum investment may be as
little as $500. Northwater, the largest Canadian
fund of funds, opted to enter the retail market
with closed-end mutual funds listed on the
Toronto Stock Exchange.” This small-investor
market also exists in Europe but not in the United
States, where only wealthy individuals and
institutions have access to hedge funds.

A Limited Canadian Supply

On the supply side, approximately 150 hedge
funds established in Canada can be identified,®
but most of them have less than $25 million

5. Astructured note is a negotiable debt security with
special features. In this case, interest is replaced by
the return on a fund of funds.

6. The advantage for the Crown corporation is a lower
borrowing cost.

7. A Canadian insurance company also sells on the
retail market a segregated fund linked to a fund of
funds.

8. There are fewer managers, since some firms have
several funds.
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under management. The bulk of the capital
managed in Canada—an increasing proportion
of which is from foreign funds of funds—is
in the hands of only six firms: Sprott Asset
Management, Salida Capital, Polar Capital,
Leeward Capital, Maplerldge Capital, and
J.C. Clark (Cohen 2004).° To date, few Canadian
institutional investors, including funds of
funds, have made direct investments in Canadian
hedge funds. Medium-sized money managers,
for their part, attract private Canadian investors
who are guided by financial advisers. By far the
most popular strategy is long/short equities.

To penetrate this lucrative and rapidly growing
market, traditional fund managers, such as TD
Asset Management, Natcan, and Fiera Capital,
recently created portfolios that are handled in
the same fashion as hedge funds. These remain
small operations, however, when compared
with the volume of capital under traditional
management.

In Canada, the funds of funds sector is relatively
more developed and growing more rapidly than
the hedge fund sector. Aside from Northwater,
the largest independent firms include Norshield,
Maple Partners, Tricicle, HR Strategies, and
Arrow Hedge. The products of several foreign
funds of funds are also sold in Canada, either
directly or through a domestic partner. Except
for the National Bank and Desjardins, the major
Canadian deposit-taking institutions are still
largely absent from this market. In total, about
60 funds of funds are active in Canada.

On the other hand, all the major banks have es-
tablished prime brokerage services that, in addi-
tion to offering execution of trades, provide
specialized services to hedge funds, such as fi-
nancing, custody of securities, transactions set-
tlement, securities lending for short sales, risk-
management systems, and even promotional
support among investors. Globally, this actm%
is dominated by three large investment banks.!

In Canada, the main players to date are the
Royal Bank and the Bank of Montreal.

9. Most Canadian hedge funds are based in Toronto,
although several Canadian funds of funds are managed
from Montréal. Quebec’s pension funds are generally
more inclined to invest in this type of asset than
those of the other provinces.

10. These are: Morgan Stanley, Bear Stearns, and Gold-
man Sachs.
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Box 1

The ABCs of Hedge Funds

The term “hedge fund” covers a very diverse field of or-
ganizations and behaviour that defies any simple defini-
tion. The analysis in this article is presented from two
complementary angles, which are useful to distinguish,
since the typical organization called a “hedge fund” is
no longer the only one to exhibit these traits. A small,
but growing, number of traditional financial institu-
tions, seeking to generate an absolute return, are man-
aging their capital in the manner of hedge funds.

Organization

The typical hedge fund is a private investmentPooI,
limited to a few wealthy or institutional clients,~ each of
whom commits a large amount of money. The organi-
zation is usually small and is centred around the exper-
tise of its portfolio managers. These, in turn, are often
veterans of traditional money-management firms or
former proprietary traders at large banks. Various sec-
ondary functions are usually subcontracted to special-
ized administrators and to prime brokers.

Hedge funds cherish a culture of discretion, even secrecy.
Regulation bars them from soliciting business from the
general public through advertising. But they seek main-
ly to protect their market positions, distinctive strate-
gies, and the intellectual property of their quantitative
models. The flip side of the coin is that the investor
must usually accept a low degree of transparency in the
managers’ activities and positions.

Legally, these funds are constituted as limited partner-
ships, are frequently registered offshore, and are subject
to light regulation. The general partners invest their
own capital alongside that of the limited partners, en-
suring the alignment of their financial interests. The
general partners receive high management fees, on the
order of 1 to 2 per cent of the assets plus 15 to 25 per cent
of returns.

Since hedge funds often invest in illiquid markets or posi-
tions, the limited partners can withdraw their money
only after giving advance notice, once per quarter or per
year.

Finally, hedge fund managers have realized that their
returns decline when the assets under management ex-
ceed a certain threshold relative to the opportunities
identified. Possibilities for arbitrage tend to dissipate
when too much capital seeks to take advantage of them.
Thus, the best-performing funds refuse to accept new
investors when approaching what they deem to be the
optimal size.

Behaviour

The conduct that includes, but goes beyond, that of
hedge funds is described as absolute-return manage-
ment. The central motivation of hedge funds and relat-
ed management methods is, indeed, the search for an
absolute return. The goal is expressed as a fixed percent-
age (e.g., 15 per cent) or as a markup on a short-term in-
terest rate.

Traditional management of institutional investments
focuses on a relative return—outperforming some

1. This includes funds of funds; i.e., organizations that
actively manage a portfolio of hedge funds.

market index. This distinction is blurring, since an in-
creasing number of institutional investors now pursue
an absolute return.

Hedge funds are sometimes called speculative funds,
and some of them clearly are. But in general, seeking an
absolute return requires a rigorous and selective manage-
ment of risk in which it is more important to minimize
losses than to maximize returns. In fact, the target re-
turn is paired with an acceptable level of volatility. Tra-
ditional management, on the other hand, seeks to
minimize the negative difference with the index, wheth-
er the index is rising or falling.

Absolute-return managers seek out a specific risk, about
which they have a strong opinion, and neutralize all
other risks arising in the investment. Most of the time,
they seek to eliminate market risks (and returns), the
beta, and maximize the value added by their talent, the
alpha. They usually accomplish this by pairing short po-
sitions with long positions. For example, we can imagine
two equal positions taken on two pulp and paper com-
panies. This combination will generate neither profit
nor loss in response to broad fluctuations in the stock
market or in the paper and forest products sub-index. It
will, however, generate a profit if there is a change in the
relative value of the two companies, provided the one
sold short declines relative to the other.

Thus, while traditional managers can make profits only
on rising stock prices, absolute-return managers can
also earn money on falling prices. Their scope for prof-
itable investments is therefore much broader.

Short positions provide liquidities that can be partially
reinvested in long positions. This hedging naturally
generates leverage, which may be enhanced by borrow-
ing or using derivatives. The extent of the leverage varies
widely according to management strategies and styles.
It is estimated at between two and five times, although
it can be completely absent.

Note that some funds of funds also use leverage, which
increases their returns but also their losses. Given the
various sources of leverage, it is difficult for the investor
to measure its total magnitude.

It should also be pointed out that the word “hedge” in
“hedge funds” can be misleading in some cases, since
some of the management styles employed by these
funds do not seek to hedge against market risks, but
rather to speculate on market direction.

Firms that compile return indexes for the various types
of hedge funds have established very elaborate classi-
fications. They categorize funds according to decision
processes, instruments used, and geographical markets.
Global Macro funds, which opportunistically bet on
significant movements in currencies or interest rates,
are only one type among many.

In practice, freedom of choice in terms of markets and
strategies is constrained by the particular style and spe-
cific expertise of the manager, although it is still great-
er than that of the traditional portfolio manager.
Finally, absolute-return management is characterized
by returns that are weakly correlated with traditional as-
set classes, such as stocks and bonds, theoretically al-
lowing the creation of portfolios that are less volatile for
a given return. There is also a weak correlation among
the returns from various management styles.
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The Issues

Some workshop participants expressed disap-
pointment over the fact that relatively few
hedge funds have as yet set up shop in Canada.
The size of the industry in various countries can
be measured in relation to that country’s stock
exchange. On this scale, despite an annual
growth rate of 20 per cent, the industry is only
half as developed in Canada as it is in Europe,
and only one-sixth of that in the United States.
In contrast, the activities of funds of funds and
sales of retail products appear to be more devel
oped here.

According to Greenwich Associates (2003), the
percentage of Canadian institutional investors
in the Canadian hedge fund market is lower
than that observed in the other major industrial
countries, except the United Kingdom. Thus,
the main challenge facing Canadian managers
is to raise the necessary capital, especially during
the start-up phase. Some attribute this to the
fact that there are fewer large foundations and
family estates here and that pension funds are
smaller and more conservative. Others maintain
that reduced access to the required technical ex-
pertise and the relative smallness of Canadian
financial markets impede the implementation
of certain strategies; for example, merger and
acquisition arbitrage.

Workshop participants agreed that current regu-
lation is not an obstacle to the development of
the industry. After a heated debate, the Securi-
ties Exchange Commission recently decided to
register hedge fund managers, as is already the
case in several countries, including Canada.
Here, as elsewhere, the small investor cannot
invest directly in hedge funds. However, provin-
cial regulatory bodies allow retail sales visas for
a restricted class of closed-end mutual funds
and for guaranteed capital products, which, in
turn, invest in hedge funds. Moreover, one sem-
inar participant, who lost a large amount of
money in a fraudulent U.S. fund, suggested that
regulation can deter scam artists. Another, how-
ever, maintained that registration generates a
false sense of security among investors.

Several international bodies—notably the Fi-
nancial Stability Forum, the International Mon-
etary Fund, and the Bank for International
Settlements—have examined the impact of
hedge funds on the stability of the global finan-
cial system. Among the issues that are still on
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their agenda is the management of counterparty
risk by the prime brokers of high-leverage hedge
funds. The opacity of these high-leverage funds
is a further issue, as is the protection of small
investors who purchase the industry’s retail
products. Finally, some emerging-market coun-
tries remain concerned about the deleterious
effect that the rapid capital inflows and outflows
associated with hedge funds may have on the
stability of their nascent financial systems.

Nevertheless, some participants emphasized
that hedge funds typically buy when traditional
investors sell, and vice versa, thus bolstering the
liquidity of markets and, consequently, their
stability and efficiency. This observation applies
particularly to arbitrage strategies, which are
based on an expected return to fundamental
value, but not to directional strategies, which
bet on existing trends.

Conclusion

The Canadian hedge fund industry is growing
rapidly in several market niches. However, the
marketing side appears somewhat more devel-
oped than the production side. This industry
does not currently appear to be raising any con-
cerns in matters of financial stability, especially
since it is still small. Nonetheless, its activities
are largely integrated into the global hedge fund
industry. Several international bodies continue
to examine the potential benefits and risks asso-
ciated with that industry.
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