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It seems there is never a dull moment in the capital 
markets. As we headed into the Canada Day and the 
Fourth of July Independence Day holidays, it looked 
like an extra-long weekend for some after a relatively 
uneventful quarter in the North American equity 
markets. However, the markets ended up facing 
another bout of volatility as Greece opted to miss a debt 
payment and called a referendum, asking its people to 
decide whether they are willing to accept more austerity 
in return for remaining in the Eurozone and receiving 
more aid. Overall, the reaction in peripheral country 
bond yields and global equity markets was relatively 
subdued compared to the reaction when Greece was in 
the headlines back in 2012, although the timing from a 
quarter end return perspective was not ideal. Meanwhile, 
the Chinese central bank cut rates for a fourth time 
since November in an effort to stem the correction the 
Shanghai Composite has endured in the past two weeks 
as it officially enters a bear market (down -20%) at 
the time of this writing. While we are concerned about 
these developments, that are continuing to unfold, we 
don’t believe these problems pose systemic risks unless 
they lead to severe deflation or recessionary economic 
conditions that are beyond the central bank’s ability to 
reverse them.   

In North America, speculation about the timing of the 
next move by the Federal Reserve along with the fact 
that we have not had a 10% correction since 2011 and 
are now in the third longest bull market on record have 
generally kept us in a fairly cautious stance during the 
second quarter. But as Cumberland’s Chairman, Gerry 
Connor, pointed out “bull markets don’t die of old age”, 
rather recessions kill bull markets and so far, there are 
few signs we are heading in that direction. In fact, most 
economic data supports the exact opposite, at least in 
the United States. First quarter U.S. GDP was negative 
(-0.2%), but this can be explained by the severe winter 
weather and west coast port shutdowns. The final 
revision to U.S. Q1 GDP did improve thanks to stronger 
consumer spending. Also, recent improvements in 
U.S. consumer sentiment, a tighter labour market and 
lower energy prices should continue to boost consumer 
spending growth for the rest of 2015. The latest U.S. 
retail sales report for May was actually better than 
expected and followed upwardly revised increases for 
March and April. New home sales also increased 2.2% 
in May to the highest level since February 2008, and 
pending existing home sales, which become sales in the 
future, rose to a nine year high. All this will help support 
stronger GDP growth in the second quarter and likely the 
back half of 2015. Job gains also continue to be robust 
averaging over 200,000 per month YTD with May and 
June’s gain at 254,000 and 223,000, respectively, with 
growth evident across many industries. Average hourly 
earnings, while still low, are also trending higher than 
previous years and the unemployment rate at 5.3% set 
a seven-year low for June. Finally, core CPI inflation at 
1.7% for May is still below the Fed’s target rate but the 
improving labour market, which should lead to more 
wage and price pressure and stronger growth in the back 
half, no longer supports a “zero interest rate policy” by 
the Fed. The details and timing of interest rate increases 
however will be “data dependent” according to the Fed. 

During the second quarter, the TSX returned -1.6% while 
the S&P500 returned 0.28% in U.S. dollars.  Adjusting 
for currency, The S&P500 returned -1.3% in Canadian 
dollars as the U.S. dollar lost about US $0.01 of its gain 
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relative to the C$ which closed at US 80.11 cents. In 
Canada, our economy is mixed at best with some signs 
it is weathering the oil price collapse. On one hand, 
the latest employment data for May showed a healthy 
mix of full and part time jobs with a regional shift from 
west to east taking hold as Quebec and Ontario benefit 
from the low Canadian dollar. However, the latest GDP 
data for April showed another negative data point for 
the fourth month in a row, which will no doubt give the 
Bank of Canada reason to wait and see if this is a short 
term issue or not. With oil bouncing back to just under 
US $60 from its low of around US $43 in March, our 
dollar is probably on better footing today than in the 
first quarter, but unless the economy begins to pick up, 
the jury is back out on Stephen Poloz’s next interest 
rate move. 

Looking at other factors affecting our markets here 
in Canada, after a 44 year Conservative reign, the 
NDP was elected to Government in Alberta with a 
majority win. The platform included the raising of the 
provincial corporate tax rate from 10% to 12% or the 
total corporate tax rate from 25% to 27% and the 
introduction of a new Carbon tax, which effectively 
increases the tax per barrel of oil from $0.10 to $0.45 
per barrel in 2017. The NDP party also announced that 
there would be a formal six month review of the oil and 
gas royalty structure although the general consensus 
is that there is less opportunity for change in this area. 
While the overall impact was slightly negative, we 
continue to believe lower oil production resulting from 
reduced drilling in the Lower 48 States and Canada, 
reduced access to capital globally and overall higher 
demand for oil, which hit a new record in May of 93.8mm 
bpd, should lead to stronger pricing in the back half of 
2015 and 2016. Oil demand rose 1.2% in May from a 
recent low of 0.6% in November last year. On the topic 
of Iran, the June 30th nuclear deal deadline was missed 
and although there appears to be a willingness to get 
a deal done, any additional production will take some 
time and can likely be absorbed given the pick-up in 
demand. 

In terms of sector performance, the best performing 
sectors during the second quarter were Health Care, 
Consumer Discretionary and Financials. We increased 
our exposure to Health Care during the quarter with 
the addition of Alexion Pharmaceuticals and Endo 
International and we remain overweight in Consumer 
Discretionary and Financials. Alexion is the sixth largest 
biotech company in the U.S. by sales and market 
capitalization. Its focus is in the area of ultra-rare 
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genetic diseases which, given the smaller market size, 
benefits from having little to no competition. This allows 
it to receive a premium for its drugs which, despite the 
cost, are generally covered by insurance given the few 
number of patients and lack of treatment options.     

Endo International focuses on branded pharmaceuticals 
and is a top five player in the U.S. generic pharmaceuticals 
market. The growth in generics usage is being driven by 
demographics, large branded products going off patent 
and cost containment efforts. Endo is also catalyst rich 
in terms of its pipeline for new drugs and its low offshore 
tax structure make it an attractive candidate from an 
M&A perspective.  

In the Consumer Discretionary group, we added 
Intertain Group. Intertain is a global leader in online 
bingo, which are small ticket games focused on the 
female demographic. Intertain has grown significantly in 
the past year through two large acquisitions, which have 
solidified the Company’s leading position in their market, 
affording them the scale to continue to expand into 
other regulated markets over time. While the Consumer 
Discretionary group is no longer cheap, it continues 
to offer one of the best forward earnings growth rates 
(second only to Health Care and Financials) relative to 
other sectors.

In the Financials sector, which is our largest weighting, 
notwithstanding the poor performance of the 
REIT subsector, the diversified and regional banks 
outperformed materially this quarter. The outlook for 
U.S. banks remains positive given this is the cheapest 
sector as measured by forward price earnings multiples 
with the highest earnings growth rate. As we discussed 
at our recent quarterly presentation, U.S. banks have 
been mandated to build up more capital and are subject 
to annual tests that govern the return of capital through 
dividends and share buybacks. While buybacks have 
been a principal driver of the share price performance 
of the S&P500 for the last few years, the banks are just 
getting started and this should provide a future earnings 
tailwind. Another area of positive earnings momentum 
should come from the improvement in U.S. business 
loan credit growth and U.S. consumer credit growth 
both of which are now growing in the 5% range. Banks 

should also benefit from improving investment banking 
fees due to the pick-up in merger activity in the U.S. 
and eventually from improving margins resulting from 
higher interest rates. So notwithstanding the positive 
performance this quarter, from a valuation perspective 
and for the reasons noted above, we still believe this 
group has more upside.   

The underperforming groups included Utilities, 
Industrials and Energy. The underperformance of the 
yield sensitive utility group (like the REITs) was directly 
linked to the increase in long-term interest rates both 
north and south of the border. During the quarter, the 
U.S. 10 year Treasury bond yield increased from 1.94% 
to 2.35% while the equivalent Canadian ten year 
benchmark bond rose from 1.36% to 1.68%. The pullback 
in the Industrials group was focused mostly on the 
transports (Rails and Airlines). In the case of the North 
American rails, it was due to a combination of labour 
disruptions, coal to gas fuel switching which reduced 
coal transport volumes, lower crude by rail volumes and 
a stronger U.S. dollar which reduced exports. During the 
quarter, we took the opportunity to initiate a position in 
Union Pacific Corp (UNP), which had sold off over 20% 
year to date and appeared to be reflecting much of the 
issues noted above. This was a rare opportunity to buy 
a high quality railroad company that exhibits above 
average operating margins, return on invested capital 
and dividend yield. As the U.S. economy improves, we 
expect UNP’s performance to bounce back. In Energy, 
as discussed in our last report, we remain constructive 
and added to this sector in the first quarter, however we 
remain under the benchmark weight until we see further 
signs that production has rolled over in the U.S.    

During the quarter, we also added a new position in 
Westrock (formally RockTenn).  Westrock is a newly 
formed packaging manufacturer resulting from the 
merger of MeadWestvaco and RockTenn. A complete 
summary of new positions added during the quarter 
including business fundamentals and valuation metrics 
is contained in Appendix 1.
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During the second quarter, our asset mix shifted 2% 
from bonds to equities. Our U.S. exposure continued 
to increase from 45% to 52% while our Canadian 
exposure declined from 34% to 29%. Much of the 
increase in the U.S. was in Healthcare where Canada 
lacks in the number and quality of companies the U.S. 
has. We also added to our U.S. and Canadian consumer 
discretionary weight through the addition to existing 
positions in Pulte Homes and Time Inc. as well as the 
Intertain Group purchase noted above. In Canada, 
most of the shift out of Canadian equities took place 
in the Materials group which continues to lack much 
in the way of catalysts for outperformance. Stripping 
away the resource sectors and financials here in 
Canada leaves a handful of names that appear very 
expensive relative to what we are finding south of the 
border where the economic landscape is improving at 
a faster rate.

The fixed income markets continued to experience 
heightened levels of volatility in the second quarter.  
Overall bond yields finally increased after five straight 
quarters of declines.  In Canada, as mentioned above, 
the 10 Year Government of Canada bond yield started 
the quarter at 1.36%, reached 1.91% by mid-June, and 
settled at 1.68% by quarter-end helping contribute to 
the -1.71% decline in the FTSE TMX Canada Universe 
Bond Index for the second quarter.   There were 
numerous cross-currents causing large intra-day 
price swings in the bond market during the quarter, 
including:  1) speculation on the timing of the U.S. 
Federal Reserve’s first policy rate hike in 11 years, 
2) the launch of the European Central Bank’s (ECB) 
new bond buying program, 3) investors’ realization 
that near-zero/negative interest rates in European 
government bonds were unsustainable, 4) evidence 

of improving job creation yet no sign of accelerating 
inflation, and 5) the resurgence of the Greece crisis.  
Of the items mentioned above, perhaps the item that 
had the greatest impact on the bond market was the 
reversal of bond yields in Germany.  Primarily driven 
by the impact of the ECB’s monetary policy and the 
“fear” of deflation, the German 10 Year bond yield had 
collapsed to just 0.075% in the middle of April, and 
the yields on many shorter maturity bonds had turned 
negative.  However, shortly thereafter, economic 
data out of Europe started to show that deflationary 
pressures were abating and growth, albeit slow growth, 
was returning to the Eurozone. Bond investors then 
realized that an investment notionally comprised of 
making interest payments to European governments 
was unpalatable.  German 10 Year bond yields then 
rocketed 0.90 percentage points (13x!) higher by 
mid-June as investors sold bonds.   Since AAA-rated 
sovereign bond yields typically trade directionally 
similar, Canada and U.S. bond yields correspondingly 
climbed (and bond prices declined) contributing to the 
bond market’s negative quarterly return.  Corporate 
bond prices were also negatively impacted by the rise 
in yields in Canada.  In addition, the Canadian corporate 
bond market finished the quarter with the most 
active June in terms of new issuance as companies 
rushed to lock-in low interest costs.  Consequently, 
corporate spreads widened slightly (cheapened) to 
absorb the new supply.  For all of 2015 (and prior to 
that), Cumberland has been positioned to dampen the 
negative effects of the heightened volatility that played 
out this quarter by holding bonds with a shorter term-
to-maturity and thereby keeping duration low at just 3 
years.  We have also continued to selectively invest in 
corporate bonds that offer an attractive risk/reward 
profile in the current interest rate environment allowing 
us to collect a more attractive level of interest income.  
We expect to continue to invest in corporate bonds and 
to keep duration short to protect capital if bond yields 
continue to rise.  However, we acknowledge that there 
remains a possibility that the Bank of Canada (BoC) 
may follow up their January 2015 policy interest rate 
cut with a second reduction in the second half of 2015 
if the sustained low price of oil causes the Canadian 
economy to undershoot the BoC’s forecast.

Asset Allocation for Capital Appreciation Portfolios
 As at June 30, 2015

Equities 81%

Fixed Income 8%

Cash 11%
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The outlook for 2015 earnings growth for the S&P500 
today at 2% is essentially unchanged compared to last 
quarter. Looking out into 2016, earnings are forecasted 
to increase 12%, so if the market can maintain its 
current multiple then there is reasonable upside from 
here. Currently the forward Price earnings multiple 
(P/E) for the S&P500 is 16.5x, which is slightly above 
the long term average of 15.4x, but given the current 
low level of interest rates and based on our equity risk 
premium work, this multiple should be supported by 
the current earnings level. If we fast forward to next 
year, the multiple on 2016 earnings is right at the long 
term average of 15.4x. When we compare the North 
American Capital Appreciation portfolio to the 50/50 
TSX/S&P500 benchmark average P/E of 16.2x, we are 
currently cheaper, trading at 14.9x forward earnings. 

So while it is good that our portfolio is cheap, the logical 
question to ask is: How will earnings growth be affected 
given the market is only expected to grow 2% this 
year? At this point in the economic cycle when there is 
greater fundamental variation between industry groups 
and less correlation, it is also important to look at the 
dispersion of earnings between industry groups as the 
2% masks some pretty good upside in certain sectors. 
The top four sectors in terms of earnings growth in 
2015 are Financials (+16.4%), Healthcare (12.3%), 
Consumer Discretionary (11.1%) and Technology 
(6.7%), which make up 73% of the equity portion of 

your portfolio. So we believe we have an attractively 
valued portfolio positioned in the best earnings growth 
areas. Energy is the one caveat for earnings growth 
this year, however even the estimates here have finally 
bottomed and in fact are now experiencing positive 
revisions.

Clearly we have a bigger exposure to the U.S. than in 
the past, however the U.S. economy is in the Boom 
phase right now in terms of growth and almost all the 
economic data supports this continuing to occur. The 
one risk might be our U.S. dollar currency exposure 
for Canadian clients’ portfolios in particular, which 
we are monitoring, however the rate outlook between 
Canada and the U.S. right now appears quite divergent. 
Should this view change, we may look to hedge part 
of the U.S. exposure. As always, we will continue to be 
opportunistic in putting cash to work but if we do not 
see good value, then we are content holding cash and 
waiting for the right opportunity to do so. 

Peter Jackson
Chief Investment Officer 

July 2, 2015

Cumberland Private Wealth Management Inc. is a leading independent investment firm that provides discretionary
investment management and wealth management services for high net worth individuals, their families and foundations, with 
$1 million or more in investable assets. All of Cumberland’s investment mandates are centered on building and preserving our 
clients’ financial wealth. Founded in 1997, the firm is privately-owned by its employees and headquartered in Toronto, Canada.
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Alexion Pharmaceuticals
Alexion (ALXN) is the sixth largest biotechnology 
company by sales and market capitalization.  The 
company’s focus is in the area of ultra-rare genetic 
diseases, which affect fewer than 30,000 people 
worldwide.  As a result, Alexion benefits from no 
competition and can charge exorbitant prices for its life 
saving medicines.  Given the small patient populations, 
Insurance companies have generally given their 
consent for drug reimbursement.

Alexion’s only approved drug is Soliris, which is 
indicated for two different immune related illnesses.  
The company is on the verge of launching its next 
two drugs this year – Strensiq (for treating a rare 
bone disease) and Kanuma (an enzyme replacement 
therapy for reducing fatty acids).  Alexion has a sound 
balance sheet and generates strong cash flow.  There 
are several data readouts over the next few months, 
which could help advance the company’s pipeline.

Endo International
Endo (ENDP) is an Ireland-based specialty pharma 
company focused in the areas of branded and generic 
drugs.  Endo’s branded drugs are mainly used in 
treating pain, urology and endocrinology problems, 
while its generic drugs are mostly in areas with high 
barriers to entry, namely extended release, topicals 
and injectables.  Following the closing of the Par 
Pharmaceuticals acquisition later this year, Endo will 
become a top 5 player in the U.S. generics market.

Endo’s management team has a successful track 
record growing revenues and margins both organically 
and through acquisitions.  The company has over 300 
products in its pipeline, which provides a nice tailwind 
of drug launches over the next several years.  The base 
business generates strong cash flow from its portfolio 
of branded and generic drugs.  Moreover, with a 15% 
corporate tax rate from being domiciled in Ireland, 
Endo is well positioned to participate in M&A activity.

Union Pacific
Union Pacific (UNP) is the largest railroad in North 
America by market capitalization, sales and route miles 
of track owned.  UNP has a network of ~32,000 route 
miles of track that covers 23 states in the Western two-
thirds of the U.S.  The company is the only railroad 
serving all six major transit points into Mexico.  UNP’s 
management team is well regarded and has significantly 
improved network efficiency and shareholder returns 
over the past decade.

The North American rail industry has seen a decline 
in rail traffic volumes this year from the West coast 
port strike, a strong U.S. dollar impacting agricultural 
exports, decreased demand for frac sand and electric 
utilities switching to natural gas and away from coal 
given the drop in prices.  We believe that much of the 
bad news is already reflected in UNP’s stock price, 
with declines in weekly rail carload volumes starting to 
moderate.  As carload volumes improve in the back half 
of the year, we expect a snap back in earnings and a 
positive re-rating of the valuation multiple. 

Westrock Company
Westrock (WRK) is a newly formed large cap paper 
packaging manufacturer created by the merger of 
RockTenn and MeadWestvaco. With over 80% of 
sales to non-durable end-markets along with the 
significant industry consolidation that has taken place 
over the last 10 years, the paper packaging industry 
should continue to see stable growth in pricing and 
volumes leading to significant cash generation and 
capital returns to shareholders. WRK should also see 
substantial cost savings benefits as the combined 
company’s production footprint is rationalized and 
the operationally focused management team from 
RockTenn attacks the bloated cost structure of 
MeadWestvaco. In addition, management is expected 
to create value through the spin-off of the highly 
attractive yet non-strategic specialty chemicals 
business in the second half of 2015. In summary, with 
valuation metrics near 10 year lows and with significant 
upside from the integration as well as the return of cash 
to shareholders we view Westrock as a very appealing 
investment at current levels.

Appendix 1
New Equity Investments: 

Cumberland North American Capital Appreciation Mandate
Quarter ended June 30, 2015
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Intertain Group Ltd. 
The Intertain Group Limited (IT) is a Canadian-listed 
online gaming company formed in 2014.  Intertain is the 
global leader of online bingo games, which are smaller-
ticket games focused on the female demographic (as 
compared to sport betting or poker).  Importantly, 
the vast-majority of Intertain’s gaming revenues are 
earned in regulated markets of the UK, Sweden and 
Spain, which reduces its risk of a ban on online gaming.

Intertain has completed two large acquisitions in 
the past six months that have seen its prospective 
revenue grow sevenfold.  These acquisitions have 
solidified their leading position in bingo by giving 
them the scale to promote their brand through TV 
advertising and offer superior bonuses and jackpots 
to attract additional players.  Intertain’s leading brands 
offer attractive organic growth rates with exceptional 
profitability.   Additionally, Intertain intends to use 
their existing platform and player base for a low-
cost expansion into new, regulated markets such as 
Norway, the Netherlands and Mexico.  Intertain has a 
highly experienced management team whose interest 
are aligned with shareholders through their material 
insider ownership.
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