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Don’t Make Your Portfolio Partisan
As the election approaches, investors become 
increasingly sensitive to news from Washington, D.C. 
In this issue of Investment Insights, we discuss why 
we believe it does not make sense to play politics 
with your portfolio. 

Election Emotions
Investors tend to be hypersensitive to news from Washington during 
an election year because political topics dominate headlines. The 
political climate can affect investors’ emotions, which may undermine 
their investment decisions. The political development through the 
year can cause excitement or despair, depending on your side of 
the aisle. A study published by the National Bureau of Economic 
Research shows that when people choose a political side, they also 
tend to make their portfolio partisan.1 However, if you invest with a 
long-term approach, neither presidential candidate is likely to affect 
your investments dramatically.
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KEY POINTS
• Politics often influences 

investors’ emotions, and 
investors tend to alter their 
investment strategies based  
on emotions rather than facts. 

• Politics is one of the many 
factors that impact the market. 
The economy and corporate 
earnings are more important 
determinants than the political 
party in charge. 

• It can be dangerous to 
make important investment 
decisions based on political 
developments. Bias may cost 
you opportunities to meet your 
financial goals.

• The economy has withstood 
various political issues. The 
optimism about the nation’s 
long-term prosperity should 
not fluctuate with short-term 
political noises. 

1   Meeuwis, M., Parker, J. A., Schoar, A., and ; Simester, D. I. (2018, October 1). Belief disagreement 
and portfolio choice. NBER.                                                                                                             



REVISITING THE PRESIDENTAL PUZZLE
How have markets performed under various political regimes? Below we present the track record of the financial 
markets and the economy under different combinations of political parties in power. According to data from Ned 
Davis Research, stock returns and the economy in the United States have historically performed better under 
Democratic presidents and when there has been a democratic majority in Congress. We can also see that inflation 
has been lower under Republican presidents and when there has been a republican majority in Congress, resulting 
in better bond returns. Santa-Clara and Valkanov (2003) carefully documented this phenomenon and dubbed it the 
“Presidential Puzzle.”

Researchers have investigated the causal links of this puzzle. The paper “Political Cycles and Stock Returns,”2  provides a 
possible answer to the presidential puzzle: “The return gap is not explained by what presidents do, but rather by when 
they get elected.” A Democratic president is more likely to be elected when risk aversion is high, and people demand 
more social insurance. In contrast, a Republican president is more likely when risk aversion is low, and people tend to 
take more business risks. Therefore, the economy has determined presidents’ partisanship, not the other way around. In 
other words, Democratic presidents were elected when the stock market and economy performed better, rather than 
the idea that Democratic presidents’ policies created economic growth. Despite some evidence of a causal relationship, 
it is unclear if this pattern is repeatable. The simplest reason is that the sample size is too small to draw any meaningful 
statistically significant conclusions. 

2   Pastor, L., and; Veronesi, P. (2017, February 20). Political cycles and stock returns. NBER.

                                                                                

Performance of Stocks, Inflation, and Bonds  
by Party of President and Majority Party* in Congress (1/1/1926 - 6/30/2020)

Stocks [1] Inflation (CPI) Real Stock Returns Long-Term Gov’t 
Bonds [2]

Democratic President 14.62% 3.61% 10.63% 3.87%

Republican President 6.26% 2.06% 4.12% 7.55%

Democratic Congress 11.18% 4.01% 6.89% 5.08%

Republican Congress 12.35% 1.36% 10.85% 5.55%

Dem Pres, Dem Congress 14.43% 4.01% 10.03% 2.50%

Dem Pres, Rep Congress 13.90% 2.85% 10.75% 8.02%

Rep Pres, Rep Congress 4.89% -1.28% 6.26% 4.96%

Rep Pres, Dem Congress 7.44% 4.36% 2.96% 9.51%

ALL Periods Buy/Hold 10.10% 2.86% 7.04% 5.71%

*Majority Party = Party with an average of % control in House and % control in Senate greater than 50%.  Data source: Morningstar Direct. 

[1] IA SBBI US Lrg Cap Index is represented by the S&P 500 Composite Index (S&P 500) from 1957 to the present, and the S&P 90 from 1926 to 1956.

[2] Long-term government bonds are represented by the IA SBBI US LT Govt T.R. index.



THE MIDTERM EFFECT 
Market participants have observed the so-called “midterm election effect,” in which markets tend to perform well during 
the 9 months around midterm elections. For example, in a 2014 article in the Financial Times, Fisher noted that the last 3 
months of the midterm election and 6 months in the following year have been strong for a strong market; this 9-month 
period has been positive 9 out of the 10 times since 1925.3 Further, recent research from Chan and Marsh found the 
midterm election effect to be even stronger for prices than presidential cycles discussed above.4

Many theories exist for this market anomaly. Academic theory suggests that all relevant information is reflected in a 
security price. Political elections can create uncertainty about future economic policies. The same research by Chan and 
Marsh suggests that these results are due to uncertainty. Additional price data research corroborates this view and has 
found that stock market volatility increases based on the uncertainty surrounding the outcome of upcoming elections.5

While this effect provides some interesting insights, there are not many obvious ways investors can take advantage of 
this anomaly. The higher returns appear to be part of market risk, and when adjusted for risk, the higher returns are not 
much different from other times in the year.6 Drastic changes to allocation based on which political party controls the 
Congress may be detrimental to achieving long-term financial goals. 

IT’S THE ECONOMY 
Economic forces are more significant than political forces. Influences from the business cycle, labor supplies, innovations, 
and productivity improvements have more powerful impacts on the economy and financial markets than politics. As 
you can see in the graph below, the U.S. economy has continued to grow in many political environments. The strong 
economic backdrop has benefited the U.S. stock market. 

3 Fisher, K. (2014, September 5). Stand by for the Great Midterm Market Anomaly. Financial Times.
4 Chan, K. F., and Marsh, T. (2021, March 21). Asset prices, midterm elections, and political uncertainty. Journal of Financial Economics.
5 BOWES, D., JOHNSON, J., and; ALFORD, M. (2022, August). U.S. CONGRESSIONAL ELECTION UNCERTAINTY AND STOCK MARKET VOLATILITY. International Journal of Social 

Sciences and Management Review.
6 Anderson, W., Bialkowski, J., and ; Wagner, M. (2022, September 28). The midterm election effect on US stock returns: Some practical considerations for investors. SSRN.



Important Disclosures: The information contained in this report is as of Oct 31, 2022 and was taken from sources believed to be reliable. It is intended only for personal use. To 
obtain additional information, contact Cornerstone Wealth Management. This report was prepared by Cornerstone Wealth Management. The opinions voiced in this material 
are for general information only and are not intended to provide specific advice or recommendations for any individual.

To determine which investment(s) may be appropriate for you, consult your financial advisor prior to investing. Economic forecasts set forth may not develop as predicted 
and there can be no guarantee that strategies promoted will be successful. Investing involves risk including the potential loss of principal. No strategy can assure success or 
protection against loss. Past performance is no guarantee of future results. 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.

Stock investing involves risk including loss of principal. The payments of dividends is not guaranteed. Companies may reduce or eliminate the payment of dividends at any 
given time. The Standard & Poor’s 500 Index is a capitalization weighted index of 500 stocks designed to measure performance of the broad domestic economy through 
changes in the aggregate market value of 500 stocks representing all major industries. The S&P 90 originally was designed to measure the performance of 50 industrial stocks, 
20 railroad stocks, and 20 utility stocks, and performance data was made available as often as hourly. IA SBBI US LT Govt T.R. Index is represented by the Morningstar Ibbotson 
Long-Term Government Bonds Index Series which is composed to the greatest extent possible of a one bond portfolio with a term of approximately 20 years and a reasonably 
current coupon was used each year. All indices are unmanaged  and may not be invested into directly. Bonds are subject to credit, 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. Government bonds and Treasury bills are guaranteed by the 
U.S. government as to the timely payment of principal.

Securities offered through LPL Financial, member FINRA/SIPC. Investment advice offered through Cornerstone Wealth Management LLC, a registered investment advisor and 
separate entity from LPL Financial.

7  BOWES, D., JOHNSON, J., and; ALFORD, M. (2022, August). U.S. CONGRESSIONAL ELECTION UNCERTAINTY AND STOCK MARKET VOLATILITY. International Journal of Social 
Sciences and Management Review.

As you can see in the graph below, since 1947, corporate earnings have grown at about 6.66%, in line with GDP growth. 
Therefore, the economy is the primary driver of financial market returns, not politics; in fact, the stock market has 
historically performed better when Congress was not in session.7

FOCUS ON WHAT YOU CAN CONTROL
Public policy may significantly influence economic growth and stability by changing tax rates, government spending, 
and regulatory rules. However, even if the public policy had complete control over the economy, an investor still faces 
many questions before making an investment decision. How long does it take for the government to pass the policies? 
How long does it take to implement them? At what time and to what extent will the policies start to have a meaningful 
impact on the economy? And, most importantly, how will the market react to the policies?

Unfortunately, most of the time, the answers are unknown and unpredictable to the investor. Paying too much attention 
to politics that are out of your control will only grow your anxiety and add to your emotional responses. Investors should 
focus on what they can control to make wise investment decisions to pursue their long-term financial goals. For example, 
keep your portfolio diversified and maintain a long-term perspective. It is important to research the candidates’ policies 
and make informed decisions, but do not let your political decisions drastically impact your investment portfolio.

Sources: Robert J. Shiller and FRED


