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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.”

The world is experiencing synchronized growth for the first
time in many decades
•

U.S. economy: The economy should continue to grow next year in the
range of 2.2-2.6%. The odds of a recession appear to be low.

•

U.S. stocks: The consensus estimates corporate earnings growth of greater than 15 percent in 2018. 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 economy is hitting a sweet spot
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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The U.S. economy is hitting a sweet spot seldom seen in past expansions,
posting in October a record 85th straight month of job creation and an unemployment rate at a 17 year low of 4.1%.1 November was the 101st month of
the current expansion, making this the third longest economic expansion in
U.S. history since 1854.2 Inflation and interest rates remain near historic lows,
while U.S. corporate profits and profit margins are at all-time highs. The total
value of the U.S. stock market has increased by $13.7 trillion to $21.8 trillion,
up from $8.1 trillion at the end of 2008.3

Principles triumph over predictions
While many investors have benefited handsomely from the market’s gains
since the Great Financial Crisis, many investors have missed out. Their disbelief, skepticism, and downright pessimism has kept them on the sidelines or
“waiting for a pullback.” True-to-form, the stock market confounded and
frustrated these investors, many of whom continue to believe they can predict the ups-and-downs of the Dow Jones Industrial Average. Remarkably,
over the past nine years, the market shrugged off political haggling in Washington, terrorist attacks, geopolitical tensions, and various economic challenges both here and abroad. If there is one lesson all of us could take away
from this experience, it’s this: adhering to sound investment principles, such
as investing with a long-term perspective, is a better way to invest than trying to predict the short-term direction of the market.

Outlook for the economy
Despite the longevity of the current expansion, U.S. economic growth should
remain in the 2.2-2.6% range over the next few quarters, according to the
latest survey of 39 economists conducted by the Federal Reserve Bank of
Philadelphia.4 The surveyed panel expects real GDP to grow at an annual
rate of 2.4 percent in 2018, 2.2 percent in 2019, and 2.0 percent in 2020.
This compares to growth of 2.1 percent in 2017. Passage of tax reform
would bring welcome relief to millions of consumers and thousands of businesses, and could potentially bring about an upside surprise to the growth
picture. However, the outlook for passage is highly uncertain. Driven by
solid consumer and business spending and a pickup in growth overseas, corporate earnings should strengthen with the consensus expecting an increase
of 15 percent for the companies in the S&P 500 in 2018.5 The U.S. dollar is
expected to be fairly stable. Economists will be paying close attention to any
signs that the economy is reaching full-employment, which could put upward
pressure on wages and inflation. Economists surveyed by the Philly Fed expect inflation to move modestly higher next year from 1.7 currently to 2.2%.

Sources: 1: Bureau of Labor Statistics, October Employment Report. 2: NBER business cycle (Recession
and Recovery), 3: siblisresearch.com. 4:Federal Reserve Bank of Philadelphia Survey of Professional
Forecasters, October, 2017. 5: Standard & Poor’s Consensus earnings estimate report, October, 2017
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A new Federal Reserve Chairman, Jerome Powell, will take over from Janet
Yellen in February. Since being appointed as a Fed governor in 2012, Powell
has consistently voted with Yellen—and before her, Ben Bernanke—on questions of policy. Yellen’s monetary policy has been characterized by patience:
The Yellen-led Fed has gradually raised the federal-funds rate and has laid
the groundwork to reduce its massive balance sheet. If there is one area
where Powell’s approach diverges from Yellen it is in the area of regulatory
reform. While Yellen has supported a tight regulatory regime, Powell wants
to deregulate community banks, relax liquidity constraints on larger firms,
and relax lending standards in the housing market.

Outlook for the stock market
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.
Currently, the consensus expects5 operating earnings for
the companies in the S&P 500
to rise to $144.46 in 2018
from $125.25 in 2017, an increase of 15.3 percent. Reported earnings, which
reflect one-time write-offs, are expected to rise to $132.29 in 2018 from
$114.32 in 2017, an increase of 15.7 percent. The consensus expects those
gains to be led by the technology and health care sectors. The S&P 500 currently trades at 20.6 times trailing and 17.9 times forward operating earnings. The market trades at 22.6 times trailing and 19.5 times forward reported earnings. In our view, these figures 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.
However, trying to gauge the timing of a pullback has, for the most part,
been a fool’s errand.

Outlook for bonds

International Stocks

Over the past decade, the bond market has proven to be just as difficult to
predict as the stock market. When the Federal Reserve went “all-in” with its
massive monetary stimulus in the wake of the Great Financial Crisis, many
economists proclaimed an inevitable rise in inflation and interest rates would
surely follow. But once again, the experts were confounded as inflation and
interest rates have remained near historic lows.

As investment managers, though, complacency is not an option. Credit
spreads, which measure the difference between corporate bonds and treasury bonds are near historic lows, reflecting optimism about the strength of

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 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.

corporate balance sheets. In addi-

Because relative performance is cyclical, we believe a period of significant

tion, the global search for yield has

outperformance may lie ahead.

pushed longer term bond yields to
the point where they offer unattrac-

MSCI EAFE Index vs. the S&P 500 Index rolling 3-year returns
12/31/1972—10/30/2017

tive premiums over intermediateterm obligations. While others
“reach for yield”, seemingly unaware
of the greater risks of higher yielding
bonds, we will continue to maintain
our position in conservative fixed-income investments in the Model Wealth
Program that should do a better job of protecting capital should the market
experience a sell-off.
We will also continue to maintain a cautious stance toward interest rates,
which could move modestly higher in 2018. Wages have begun to rise with
tightness in the labor market, and any fiscal stimulus will only increase inflation worries. Longer term, higher interest rates will also mean higher income
for our bond investments. If maturities are managed carefully, we still believe bonds offer diversification benefits for investors, because bonds can
potentially dampen the volatility of the stock market. It’s worth noting that
over the past several weeks when bond returns have been weak, stock returns have been very strong.
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Source: Morningstar Direct

The future is bright

Important Disclosures:

It’s true, 2017 was a difficult year in terms of news flow, but it was a wonderful
year for most investors who were in the stock market, as the numbers alongside
show.
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
next year. However, we also have no doubt that 2018 will bring its own share of
surprises, disappointments, and bumps in the road.
We believe the Model Wealth Program is well-positioned to take
advantage of the trends we see
unfolding in the new year. For investors with long-term goals, like
saving for retirement, our suggestion continues to be: stay the
course.

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.

DataBank
1 Yr

3 Yr

5 Yr

10 Yr

U.S. Large Stocks

23.7

10.8

15.9

8.1

U.S. Small Stocks

25.6

9.6

14.9

8.1

U.S. Bonds

1.3

2.4

2.0

4.2

Intl Developed Mkts Stocks

25.4

6.5

7.7

1.3

Intl Emerging Mkts Stocks

28.6

7.2

5.1

1.2

U.S. Inflation (CPI)

1.8

1.2

1.3

1.7

Source: Morningstar. Annualized returns for periods ended November 17, 2017. 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. All indices are unmanaged and may not be invested
into directly. 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.
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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.

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.

Securities offered through LPL Financial, Member FINRA/SIPC.
www.mycwmusa.com

