
 

1 Investment Insights 

 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 out-

perform 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 Model Wealth Program is a managed fee-based investment 

program, available through Cornerstone Wealth Management, 

LLC.  The MWP investment team has developed sophisticated long-

term strategies in an effort to manage and control risk, to help in-

vestors pursue their financial goals.  For more information about 

the program, contact your Cornerstone Wealth Management rep-

resentative. 

Understanding Recessions 

 When the economy declines for two consecutive quarters, the 

economy is said to be in recession. 

 While large stock market declines can occur without an economic 

recession, recessions are often associated with stock market de-

clines of 20 percent or more. 

 Most recessions are short-lived and are not severe. 

 Historically, the economy grows more than it contracts, which is 

why buy-and-hold investing has historically worked well. 

 Diversifying an investment portfolio into high quality bonds can 

help dampen the impact of recessions. 

 

Defining a recession 

The official scorekeeper for the economy is the National Bureau of 

Economic Research, a private, non-profit organization made up of 

hundreds of the nation’s leading economists.  The group defines a re-

cession as, “a significant decline in economic activity spread across the 

economy, lasting more than a few months, normally visible in real do-

mestic product (GDP), real income, employment, industrial production 

and wholesale-retail sales.”  A recession is also said to be occurring 

when the economy (as measured by GDP) declines for two consecu-

tive quarters. 
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The causes of recession 

Many factors can cause a recession.  Recessions can be 
the result of an economic shock, such as a sudden in-
crease in oil prices, or a group of businesses all making 
the same mistake at the same time (such as overbuilding 
real estate).  When those firms are suddenly forced to 
reallocate resources, scale back production, limit losses 
and lay off employees, the economy can fall into reces-
sion. 

In past cycles, rising inflation and interest rate hikes from 
the Federal Reserve have been the most common cause 
of recession.  Inflation refers to a general rise in the prices 
of goods and services.  The higher the rate of inflation, 
the smaller the amount of goods that can be purchased 
with the same amount of money as before.   Very low 
rates of unemployment, and a limited supply of available 
labor can cause wages to rise, which can force companies 
to raise prices to maintain profit margins.  This form of 
“cost-push” inflation can force the Federal Reserve to 
raise interest rates to push unemployment higher and 
cool-down the forces causing inflation to increase.  If the 
Federal Reserve moves rates too high, it can make it more 
difficult for businesses and consumers to borrow, which 
can also cause a recession.  

The British economist John Maynard Keynes once fa-
mously suggested that the business and investment com-
munity was fickle, and prone to bouts of extreme over- 
and under-confidence.  He called the forces that led to 
recession as “animal spirits.”  These changes in human 
behavior are almost always unanticipated and help to ex-
plain why economists are unable to accurately forecast 
when recessions will occur. In fact, in the months leading 
up to the 2008 financial crisis, not a single economist 
polled by Blue Chip Economic Indicators was forecasting a 
recession.  What followed was the worst decline in eco-
nomic activity since the Great Depression. 

The history of recessions and the stock market 

In the post-World War II period, the U.S. economy has experienced 11 recessions.  All were 

preceded by a tightening of monetary policy on the part of the Federal Reserve, which took 

the form of increases in the short term interest rate that the Fed controls (the Fed Funds rate).    

In some cases the economy, as measured by gross domestic product, fell slightly or even in-

creased (2001).  In the 2008-9 recession, corporate profits dropped dramatically, but on aver-

age, profits fell just 11.8 percent during the post-war recessions.  Recessions tend to be very 

short, lasting just 11 months on average. 

 

Year Length 

(Mos) 

GDP        

(%) 

Cause of Recession Change in S&P 500 

Earnings (%) 

1948-9 11 -1.69 Fed rate hikes, inflation worries 15.5 

1953-4 10 -1.97 Fed rate hikes, inflation worries 1.6 

1957-8 8 -3.18 Fed rate hikes, inflation worries -8.2 

1960-61 10 -0.54 Fed rate hikes, Inflation worries -3.5 

1969-70 11 -0.17 Fed rate hikes, inflation worries -7.3 

1973-75 16 -3.10 Fed rate hikes, inflation worries 9.9 

1980 6 -2.19 Fed hiked rates, inflation worries 0.5 

1981-82 16 -2.63 Fed  rate hikes, inflation worries -9.7 

1990-91 8 -1.26 Fed rate hikes, inflation worries -1.8 

2001 8 0.35 Fed rate hikes, inflation worries -37.7 

2008-9 18  -4.24 Fed rate hikes, subprime loan crisis -88.7 

  Average 11 -1.79  -11.8 

Source: Ned Davis Research as of July 24, 2018 and National Bureau of Economic Research (NBER)  
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Rising inflation often precedes recessions 

Today, some economists are concerned that falling unemployment and rising 
wages could force companies to raise prices to maintain profit margins.  This 
inflation could force the Federal Reserve to raise interest rates more aggres-
sively, throwing the economy into recession.    

Source: Ned Davis Research, Bureau of Labor Statistics as of June 28, 2018.  

This illustration shows inflation, as measured by the consumer price index 

(CPI) as well as core inflation (CPI less food and energy).  Core inflation 

tends to show a smoother trend line since food and energy prices tend to 

be quite volatile.  The grey bars show recessions.  As you can see, a rise in 

inflation often precedes economic recessions.  While the CPI Index has 

been rising lately, core CPI (the red line) has remained near 2 percent for 

several years. 
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The Federal Reserve often triggers recessions 

Since 1977, the Federal Reserve has operated under a mandate from Con-

gress to “promote effectively the goals of maximum employment, stable pric-

es, and moderate long term interest rates.”  However, most economists be-

lieve the Fed’s primary focus has always been on controlling inflation. 

The illustration below shows long-term U.S. Treasury Bond Yields and short-

term (91-day) U.S. Treasury Bill Yields since 1930.  The bottom panel shows  

the difference between the two rates.  When the Federal Reserve aggressive- 

ly raises rates in an effort to control inflation, the difference between short-

term and long-term rates often falls to or below zero because short-term 

rates are rising faster than long-term rates.  This flat or “inverted” yield 

curve has historically been an accurate predictor of the last six recessions 

(grey bars).  Currently the spread between short-term and long-term rates 

is about 1 percent, about where it was in 2005 and 1995.  In both cases, the 

economy and the stock market rose for several more years.  This spread 

could reach zero quickly, slowly, or not at all. 

Source: Ned Davis Research as of June 28, 2018.  



 

5 Investment Insights 

The stock market historically leads the economy 

Historically, the stock market begins to fall before the 
economy enters recession.  On average, the stock market 
peaks 5 months before recessions begin.  In addition, the 
stock market bottoms out 4-6 months before the economy 
begins to recover.  Because the stock market leads the 
economy, it is very difficult to use the economy to predict 
the stock market! 

Recessions and the stock market 

 Recessions begin and end without warning. 

 While large stock market declines can occur without an economic recession, recessions 

are often associated with stock market declines of 20% or more. 

 Most recessions are short-lived, lasting just 11 months on average.  Bear markets (declines 

of 20 percent or more) that are associated with recessions almost always occur well be-

fore the economy enters recession. 

 Recessions are recognized by NBER, on average, 6-18 months after they begin, making it 

difficult for investors to use this information effectively.  

S&P 500 and Bear Markets on or around Recessions 

Years % De-

cline 

Length 

(Months) 

Months from Market 

Peak to Recession 

1946-7 -28.8 12 -3 

1948-9 -20.6 12 5 

1956-7 -20.2 14 4 

1961-2 -13.4 10 3 

1968-70 -35.9   7 12 

1973-4 -48.2 18 10 

1981-2 -24.4 23 3 

1990 -19.9 16 0 

2000-2 -49.1 31 12 

2007-9 -56.8 17 2 

Average -31.7 16 5 

Source (both illustrations): Ned Davis Research as of July 24, 2018.  Past performance may not be an indication of future results. 

Historically, the stock market 

leads the economy, making it very 

difficult to use the economy to 

predict the stock  market! 
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The Model Wealth Program: Our investment strategy for 

recessions 

We believe attempting to forecast the next recession is a futile exer-

cise.  To quote Warren Buffett, “I don’t pay any attention to what 

economists say.”1  Furthermore, we don’t think accurately predicting 

the economy is necessary in order to help investors achieve invest-

ment success.  Economic recessions and painful stock market declines 

are an inevitable part of the investment  process.  It’s important to 

remember that, historically, recessions have always been followed by 

economic recoveries, and those recoveries typically last much longer 

than the recessions.  The typical portfolio we manage is diversified  

with assets such as high quality bonds, which should dampen the  impact of a 

U.S. stock market decline.  Also, market declines give our managers an oppor-

tunity to buy quality stocks at a lower price than they are currently.2 

The following illustration may help explain why we don’t spend a lot of time 

trying to forecast the next recession.  The table compares  two hypothetical 

investors.  The first investor invests $10,000 in the S&P 500 on the first day of 

each of the last 11 recessions.  The second investor invests on the last day of 

each of the last 11 recessions.  As you can see, after ten years, the results are 

virtually the same.  This is why we like to say, “time in the market is more im-

portant than timing the market.” 

Hypothetical Returns of S&P 500 with Dividends Reinvested 

$10,000 Invested in S&P 
500 

1 Year Later 3 Years Later 5 Years Later 10 Years Later 

First Day of Recession $10,582 $14,051 $16,815 $34,467 

Last Day of Recession $11,635 $14,533 $18,900 $35,623 

 Ned Davis Research as of July 24, 2018.  Hypothetical returns of S&P 500 with dividends reinvested.  Not meant to represent an actual investment.  Fees 

and expenses not included.  Figures show growth of real gross domestic product.  Bull/Bear markets defined as S&P 500 percentage gain of 20% or  loss of 

20% respectively without dividends.  

1945-present Average Length Growth (%) 

Recession 11 months -1.8 

Expansion 58 months 24.5 

Bear Market 16 months -31.7 

Bull Market 55 months 152.1 

Ned Davis Research as of July 24, 2018.  Hypothetical returns of S&P 500 with dividends reinvested.  Not meant to represent an actual investment.  Fees and 

expenses not included.   

1 Source: CNBC interview, “Warren Buffett explains why he never listens to economists.”   2 Stock prices are subject to fluctuations in prices.  There is no 

guarantee that prices will return to current levels. 
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The cost of being wrong  

After experiencing such handsome gains in the stock market over the past sev-

eral years, some investors are wondering if it’s time to get out.  We think trying 

to guess  when the end of a bull market will come is a fool’s errand.  A study by 

Bank of America on market peaks since 1937 showed that not being invested 

in the last year of an advance meant foregoing 21 percent of the rally’s overall 

return.  Specifically, over the last eight decades, the S&P 500 has advanced a 

median 21 percent in the year prior to a market top, compared with an aver-

age 15 percent decline in the year that followed.  In addition, the gains in the 

year following the decline (the first year of the next bull market) were big 

enough to overcome losses 67 percent of the time.     

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, inves-

tors 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 op-

portunities in the market.  For investors with long-term goals, like saving for retire-

ment, our suggestion continues to be: stay the course. 

Data Bank 

  1 Yr 3 Yr 5 Yr 10 Yr 

U.S. Large Stocks 15.8 12.4 13.0 10.5 

U.S. Small Stocks 19.8 12.5 11.6 10.5 

U.S. Bonds -1.2 1.5 2.2 3.8 

Intl Developed Mkts Stocks 5.0 5.4 5.0 2.9 

Intl Emerging Mkts Stocks 3.2 7.5 4.4 2.6 

U.S. Inflation (CPI) 2.5 1.7 1.5 1.4 

Source: Morningstar.  Annualized returns for periods ended July 24, 
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 Aggre-
gate 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. All indices are un-
managed and may not be invested into directly. 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 individ-
ual. 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 avail-
ability and change in price.  

There is no guarantee that a diversified portfolio will enhance overall re-
turns or outperform a non-diversified portfolio. Diversification does not 
protect against market risk.  
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