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

Election Emotions
Investors tend to be hypersensitive to news from D.C.
during an election year because political topics dominate headlines. The political climate can play with 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. However, if you invest with a long-term approach, neither presidential candidate is likely to have a
dramatic effect on your investments.

KEY POINTS:
• Politics often influences investors’ emotions, and

Investors tend to alter their investment strategies
based on their 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 who is in the
white house.
• It is dangerous to make important investment deci-

sions based on political developments. Bias may
cost you opportunities to meet the 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.
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Source: Morningstar. Annualized returns for periods ended December 23,
2019. U.S. large stocks is the S&P 500 Index, U.S. small stocks is the Russell
2000 Index, U.S. Bonds is the 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. Past performance is not an indication of future
results. All indices are unmanaged and may not be invested into directly.
The Indices mentioned in this report are unmanaged, may not be invested
into directly and do not reflect expenses or fees.

2020 is another election year and people will be voting for
their chosen party. A study1 published by the National
Bureau of Economic Research shows that when people
choose the side of their political stand, they also tend to
make their portfolio partisan. For example, after the 2016
election, Republicans became more optimistic about the
market and increased their holdings of risky assets such as
stocks, while Democrats exhibited a “flight toward safety”
and turned to assets like bonds and cash. Neither red nor
blue strategy is a good investment idea for the recent
decade. By implementing them, a conservative would
have missed 195% (based on S&P 500 1/1/2009 –
12/31/2016 return) from the stock market during the
Obama presidency, and a liberal would have missed over
53% (based on S&P 500 1/1/2017– 12/23/2019 return)
since Mr. Trump took office.

The Presidential Puzzle
How has a politicized strategy played out over history?
Below we present the track record of the financial markets and the economy under different combinations of
political parties in power.

The table exhibits a striking pattern: stock returns and the
economy in the United States perform better under Democratic presidents than Republican ones. Santa-Clara and
Valkanov (2003) carefully documented this phenomenon
and dubbed it as the “Presidential Puzzle.” It seems that
over the long-term, a Democrat had higher returns because they would have enjoyed higher stock returns during a Democratic presidency and also higher bond returns
during a Republican presidency. But is the pattern repeatable? Our answer is no. An example would be, again, the
fact that a Democrat following this strategy would have
missed the recent stock rally during the Trump administration.

Small Sample Size
A simple reason for the invalidity of a partisan portfolio is
the small size of the sample. Since the great depression,
the U.S. only had six Republican administrations and seven
Democratic administrations. From a statistic standpoint, it
is commonly believed that one will need a minimum sample size of 30. When you flip a coin ten times, you may not
be able to tell from the results how likely you will get tails,
but when you flip it 100 times, you will get a much better
idea of the likelihood. Likewise, presidential history is a
sample too small to draw meaningful conclusions.

Performance of Stocks, Industrial Production, Inflation, Bonds, and U.S. Dollar ($) By Party of President and Majority
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Source: Ned Davis Research

Presidents’ Control over The Economy
Moreover, a deep dive into academic research leads us to
think about the causality between the presidency and
economic growth. A recently published paper2, “Political
Cycles and Stock Returns,” 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, while a Republican president is more likely
when risk aversion is low, and people tend to take more
business risk. Therefore, it has been the economy that
has determined presidents’ partisanship, not the other
way round. In other words, Democratic presidents happened to be elected when the stock market and economy happened to perform better, rather than the illusion
that Democratic presidents’ policies determined economic growth.
Furthermore, each president has a specific economic
backdrop at the time they were elected: Most of Roosevelt’s presidency was in the shadow of World War II. Eisenhower was inaugurated right at the beginning of the
global post-World War II economic expansion. The Jimmy
Carter administration encountered the global energy crisis and rampant inflation in the late-1970s. President Clinton certainly deserves the credit for his economic policies,
but the economy was also largely driven by the rapid
technological changes and the Fed’s accommodative
monetary policy. George W. Bush took office almost at
the same time when the dot-com bubble burst. Obama
started to preside as the financial crisis was looming.
The reality is that presidents have less control over the
economy than the mass public would imagine. Firstly,
the timing of the Inauguration Day relative to the busi-

ness cycle maters. For example, Former President Obama
achieved a cumulative job growth of 8.7% over eight
years of service. That number would drop to 3.5% if he
had taken office 1 year earlier in January 2008 and would
rise to 13.8% if the inauguration had happened in January
2010 (assuming 8 years of service for all scenarios,
source: FRED). Secondly, the demographics are not under any politician's control but are an essential part of
the economy. Demographics influence the labor force,
which is one of the key determinants for the economy’s
long-run growth rate. After World War II, women and the
baby boom generation began entering the workforce in
higher numbers and acted as a huge tailwind for the
economy. That demographic trend is a result of broader
social force rather than one president’s policies. Thirdly,
the president does not set monetary policy. The Federal
Reserve, designed to maintain independence from the
president, is the effective steward of the monetary policy.
In other words, it is the Fed, not the president, who raises
and lowers interest rates to keep the employment and
price level stable.

Economic forces are more significant than political forces. Forces from the business cycle, labor supplies, innovations, and productivity improvements have had a more
powerful impact on the economy and financial markets
than politics. The following table shows that we have never been free of political issues. The United States has
weathered through assassination, impeachment, scandals,
deficits, and a variety of wars. The economy, thanks to the
American people’s hard work, withstood all of these issues. And the financial market, as nurtured by the strong
economy, has been breaking record highs. New policies
from Washington, D.C. may impact our lives in many ways.
But they should never change our optimism of the nation’s
long-term prosperity, regardless of the policy implications.

Focus on what you can control

Undeniably, the president may have a significant influence
on economic growth and stability by changing the tax
rates, government spending, and regulatory rules. However, even if he had complete control over the economy, an
investor still faces a lot of 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 the policies
will start to have a meaningful impact on the economy?
And importantly, how the market will 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 emotional responses.
Investors should focus on what they can control to make
wise investment decisions to achieve their long-term financial goals. For example, keep your portfolio diversified
and maintain a long-term perspective. Before you head to
the polls, research the candidates’ policies and make informed decisions, but do not let your political decisions
drastically impact your investment portfolio.
If you have any questions about your investments or
would like to know more about our Model Wealth Program, please contact your Cornerstone Wealth Management investment advisor.
Reference:
1. Maarten Meeuwis & Jonathan A. Parker & Antoinette Schoar & Duncan I. Simester, 2018. "Belief Disagreement and Portfolio Choice,"
NBER Working Papers 25108, National Bureau of Economic Research, Inc.
2. Pastor, Lubos and Veronesi, Pietro, Political Cycles and Stock Returns
(May 26, 2019). Chicago Booth Research Paper No. 17-01; FamaMiller Working Paper.
3. Cornerstone Wealth Management, Investment Insights March 2016.

Important Disclosures:
The information contained in this report is as of December 23, 2019
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. Content in this report is
for general information only and 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. 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.
Securities offered through LPL Financial, Member FINRA/SIPC.
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 in-dex 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 Bloomberg Global Investment Grade Corporate
Bond Index is a rules-based, market-value weighted index engineered
to measure investment grade, fixed-rate securities publicly issued in
major domestic and euro-bond markets. 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 US government as to the timely payment of principal

Liyin Bao, CFA
Portfolio Manager
Model Wealth Program

