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The Model Wealth Program
Principle-Based Investing
“Principal-based investing means we focus on investment principals
that have stood the test of time rather than basing our decisions
on short-term market predictions. Our goal is to identify a small
number of experienced managers who offer the potential to outperform their peers over a long period of time. Our approach is to
combine a well-defined quantitative and qualitative due diligence
process with proprietary construction tools to build, manage and
monitor our client’s portfolios.”

Mid-Year Outlook


U.S. economy: The economy looks slightly stronger than it did at the beginning of the year. The U.S. economy is expected to grow 2.8 percent in
2018 and 2.7 percent in 2019. The odds of a recession remain low. 1



U.S. stocks: The consensus estimates corporate earnings growth of 34
percent in 2018 and 11 percent in 2019.2 Further expansion in valuation
(price/earnings ratios) is unlikely. Stock returns will likely be modest
over the next 3-5 years.



U.S. bonds: Headwinds include an economy nearing full-employment
and the expectation of modestly higher inflation. Monetary policy normalization is underway, but will likely move very slowly.



International stocks: The resumption of growth in developed market
earnings after several years of decline and attractive valuations make
international stocks compelling.

The U.S. Economy
The Model Wealth Program is a managed fee-based investment
program, available through Cornerstone Wealth Management,
LLC. The MWP investment team has developed sophisticated longterm strategies in an effort to manage and control risk, to help investors pursue their financial goals. For more information about
the program, contact your Cornerstone Wealth Management representative.
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In June, the U.S. economy should mark its 108th consecutive month of
growth, making this the second longest U.S. economic expansion since 1854. 3
The 36 forecasters, surveyed by the Federal Reserve Bank of Philadelphia, say
growth will continue with real GDP increasing at an annual rate of 3.0 percent
this quarter and next quarter, slightly higher than the panel’s estimate of
three-months ago. On an annual-average over annual-average basis, the
forecasters predict real GDP growing 2.8 percent in 2018, 2.7 percent in 2019,
1.9 percent in 2020 , and 2.1 percent in 2021. 1

Inflation and interest rates move higher

Outlook for the bond market

As economic momentum strengthens, inflation and interest rates have begun to rise from their recent record lows. In March, the Federal Reserve
increased its short-term target interest rate for the sixth time since the end
of 2016. The move underscores the Fed’s confidence in the economy as well
as its focus on keeping inflation well-contained. So far in this rate cycle,
things are going as well as could be expected, with the Federal Reserve gradually “normalizing” interest
rates with very little disruption to the economy or financial markets. While there are
a few pockets of excessive
borrowing that may start to
feel pinched by higher rates,
the economic recovery has
allowed consumers and businesses to strengthen their
financial position, leaving
them less sensitive to the
rise in rates. The financial obligations ratio—a measure of the debt service
burden for the average household—is rising but is still close to the lowest
levels in three decades.4 (Source: Bank Credit Analyst, May 2018).

In our December 2017 Investment Insights we said, “We will also continue to
maintain a cautious stance towards interest rates, which could move modestly higher in 2018.” The Benchmark 10-Year Treasury Yield, which started
the year at 2.40 percent has since moved to 3.06 percent. Generally, as interest rates move higher, bond prices move lower. In our view, a more challenging environment for bonds simply highlights the advantages of professional management.

The labor market is clearly supportive for consumer spending. While wage
growth has been somewhat muted, the economy continues to produce new
jobs at an impressive pace. The projections for the annual average level of
nonfarm payroll employment suggest job gains at a monthly rate of 185,900
in 2018, up from the previous estimate of 175,100 and 160,800 in 2019, up
from 150,300 estimated three months ago.1
Forecasters expect current-year headline CPI to average 2.5 percent, up from
2.1 percent in the last survey. However, CPI inflation is expected to fall back
to 2.2 percent in 2019 and 2.3 percent in 2020, unchanged from the last survey.1 It is hard for us to believe interest rates will move dramatically higher
given the tepid outlook for inflation.
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In the Model Wealth
Program, we don’t buy
individual bonds. Instead, we use bond mutual funds that we believe have demonstrated
strong performance over
many rate cycles. With
bond mutual funds, the
portfolio manager has
the ability to manage his exposure to higher interest rates by adjusting the
maturities of the bonds in his portfolio. If new money comes into the fund,
he can also buy new bonds that offer higher coupons, which should provide
more income to the investor. Funds also typically own hundreds of bonds
which can provide more diversification than many individual investors can
achieve on their own. Many individual investors own 20-year or 30-year
bonds, which can decline in price significantly when interest rates rise. The
typical bond fund in the portfolios we manage own bonds that mature in 510 years, which should fall less if interest rates continue to rise. Bonds with
shorter maturities also can be reinvested sooner at higher rates if rates continue to rise. For all of these reasons, we are confident that our bond positions will continue to play their traditional role of providing current income
and diversification for investors.
Sources: 1: Federal Reserve Bank of Philadelphia Survey of Professional Forecasters, May 11,
2018; 2: Standard & Poor’s Consensus earnings estimate report, May, 2018; 3:NBER business
cycle (Recession and Recovery); 4: Bank Credit Analyst, May 2018; 5: Standard & Poor’s, May 16,
2018; 6: International Monetary Fund World Economic Outlook Update, January 2018; and, 7:
Bloomberg, “Crash Course in Market Timing Shows Cost of Being Wrong at Tops”, April 4, 2018,
based on a Bank of America Study.

Outlook for the stock market

manufacturing activity ahead, and consumer confidence remains strong. 6

We believe over the long-term, corporate profits are the primary driver to
stock market returns. We also believe over the short-term, market psychology—fear and greed— have a powerful influence over market trends. Our
primary measure of this emotional temperature gauge is the price/earnings
ratio.

We believe the resumption of growth in developed market earnings after several
years of decline and attractive valuation make international stocks attractive. International stocks were especially disappointing in 2016, lagging the return on the
S&P 500 for the third consecutive year. However, international stocks performed
much better in 2017. We believe there are reasons to believe this favorable trend
will continue. Central banks continue to be very accommodative, and government

Currently, the consensus expects operating earnings for the companies in the
S&P 500 to rise to $157.09 in 2018 from $124.51 in 2017, an increase of 26.2
percent. Reported earnings, which reflect one-time write-offs, are expected
to rise to $147.27 in 2018 from $109.88 in 2017, an increase of 34.0 percent.
The consensus expects those gains to be led by the technology and health
care sectors. Analysts expect operating and reported earnings to rise a little
more than 10 percent to $174.07 and $163.33 respectively in 2019.5
The S&P 500 currently trades at 17.3 times 2018 and 15.6 times 2019 operating earnings. The market trades at 18.5 times 2018 and 16.7 times 2019
reported earnings.5 In our December 2017 Investment Insights, we said current multiples “reflect a market that already discounts a measure of good
news next year, and leaves the market somewhat vulnerable to a pullback in
the short-term.” The S&P 500 peaked at 2872.87 on January 26th and
bottomed at 2581.00 on February 8th, a correction of 10 percent. With the
pullback in stock prices from their peak and significant increase in estimated
earnings for 2018 and 2019, price/earnings ratios today seem more reasonable and in our view do not indicate that the stock market is significantly overvalued.

Outlook for international stocks
The economic expansion continues to strengthen globally. Some 120 economies, accounting for three quarters of world GDP, have seen an increase in
growth in 2017 and through early 2018, making this the broadest synchronized global growth surge since 2010.6 World trade has been particularly
strong in recent months, supported by a pickup in investment particularly
among advanced economies. Purchasing managers’ indices indicate firm
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leaders continue to look for ways to stimulate growth. Prior to 2017, international
stocks underperformed U.S. stocks for 81 consecutive months, the longest period
of underperformance since 1972. Because relative performance is cyclical, we
believe a period of significant outperformance may lie ahead.

The Model Wealth Program: Benchmark Portfolio
Our Benchmark portfolio focuses on managers we feel offer strong potential within the universe of managers that invest primarily in lower-cost passive or rules-based investment strategies. The portfolio is properly diversified among managers in the three major asset classes: U.S. equity, international equity, and fixed income. We believe passive and rules-based strategies offer the advantages of having generally lower internal expense ratios
and broad diversification. Within the Model Wealth Program, we rebalance the portfolios we manage when market conditions push the
portfolio out-of-balance in an effort to maintain a steady level of risk consistent with your long-term goals and objectives.
We offer five different choices for investors with varying risk tolerance and
need for current income: Aggressive Growth, Growth, Growth & Income,
Income with Moderate Growth, and Income with Capital Preservation. We
believe a professionally-managed advisory account can help take the emotions out of the investment decision-making process, and offers an attractive solution for investors with long-term goals, like saving for, or investing
in, retirement.
Investments and strategies mentioned may not be suitable for all investors. To determine which investment(s) may be appropriate for you, consult your financial advisor prior to investing.

The cost of being wrong
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advance meant foregoing 21 percent of the rally’s overall return.7 Specifically, over the
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a market top, compared with an average 15 percent decline in the year that followed.

After experiencing such handsome gains in the stock market over the past several

on market peaks since 1937 showed that being out of the market in the last year of an

In addition, the gains in the year following the decline (the first year of the next bull
Source: Morningstar. All indices are unmanaged and may not be invested into directly. Annualized returns for periods ended May 22, 2018. U.S. large stocks is the
S&P 500 Index, U.S. small stocks is the Russell 2000 Index, U.S. Bonds is the Bloomberg Barclays US Aggregate Bond Index, Intl Developed Markets is the MSCI All
Country World Index Ex-US, International Emerging Markets is the MSCI Emerging
Markets Index. Returns include dividends and interest. Investing involves risk including the potential loss of principal. No strategy assures success or protects
against loss. Past performance is not an indication of future results.

Important Disclosures
The opinions voiced in this material are for general information only and are not
intended to provide specific advice or recommendations for any individual. Economic forecasts set forth may not develop as predicted and there can be no guarantee that strategies promoted will be successful.
Stock investing involves risk including loss of principal.
Bonds are subject to market and interest rate risk if sold prior to maturity. Bond
values will decline as interest rates rise and bonds are subject to availability and
change in price.
International investing involves special risks such as currency fluctuation and political instability and may not be suitable for all investors.
There is no guarantee that a diversified portfolio will enhance overall returns or
outperform a non-diversified portfolio. Diversification does not protect against
market risk.
Price-to-earnings (P/E) ratio is a measure of the price paid for a share relative to the
annual net income or profit earned by the firm per share. It is a financial ratio used
for valuation: a higher PE ratio means that investors are paying more for each unit
of net income, so the stock is more expensive compared to one with lower PE ratio.
Forward Price To Earnings is price divided by consensus analyst estimates of earnings per share for the next 12 months. While the earnings used are just an estimate
and are not as reliable as current earnings data, there is still benefit in estimated P/
E analysis.
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market) were big enough to overcome losses 67 percent of the time. 7
We don’t believe predicting the short-term direction of the stock market is the key to
long-term investment success. We do believe, to be successful, investors have to
maintain a long-term perspective and a balanced view. Sure, there are risks of being in
the market and potential problems on the horizon, but there are also some good
things happening including synchronized global growth, a pro-business attitude in
Washington, a healthy labor market, and strong corporate earnings could lead to more
gains for equity investors.
We believe the Model Wealth Program is well-positioned to take advantage of the opportunities in the market. For investors with long-term goals, like saving for retirement, our suggestion continues to be: stay the course.

