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ACTIONABLE PERSPECTIVES ON TOPICS THAT IMPACT WEALTH
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With respect to the outcome of the November elections,
PredictIt markets, during the first half of the year, reflected
steadily improving odds of the Democrats winning the White
House, the Senate, and the House of Representatives:
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For example, PredictIt offers a market on whether or not the
US economy will achieve an annualized growth rate of 5%
during any quarter in 2020. As of late September, the ‘Yes’
contract was trading at $0.95 (up from $0.66 in July), while the
‘No’ contract was trading at $0.05. If the economy achieves a
5% growth rate in 2020, the value of the ‘Yes’ contract goes to
$1.00 and the value of the ‘No’ contract goes to $0.00. If the
economy fails to achieve a 5% growth rate in 2020, the value
of the ‘Yes’ contract goes to $0.00 and the value of the ‘No’
contract goes to $1.00.
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As Election Day draws nearer, campaign rhetoric grows
stronger, media coverage broadens and intensifies, and the eye
of the voting public is increasingly focused. In addition to the
frequently reported political polls, another way of gauging
candidate strength or voter sentiment is the political markets
run by PredictIt, a platform that allows participants to trade
shares on the outcomes of political events ranging from
election results to Supreme Court decisions.
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Heading into the fall, political tension, societal angst, and market
uncertainty are all running high; the outcome of the elections
will have significant implications across all three dimensions.

Democratic Party Win
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Politics in the U.S. can’t get much more contentious than
they’ve been in 2020. The year began with the Senate’s
impeachment trial of President Trump, only to be followed
by highly politicized responses to both the coronavirus
pandemic and civil unrest. Not surprisingly, capital markets
have exhibited above-average volatility for most of the year,
notwithstanding unprecedented fiscal and monetary stimulus.
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Heading into October, Democrats held 232 House seats, while
Republicans held 198. Democrats would have to lose 18 seats
to Republicans in order to lose control of the House.1 In the
Senate, the 45 Democrats would need to take five seats from
the 53 Republicans in order to gain control:2
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While national polls are one way to assess voter sentiment
on political candidates, the numbers from PredictIt offer an
interesting perspective in that they’re not based purely on
asking a random sample of unsuspecting people who they’re
likely to vote for. Rather, the numbers are based on the prices
of shares that individuals can buy and sell.
To be clear, the size and amount of participation in these
markets make it reasonable to question their predictive power
– the last presidential election is a case in point. In the summer
of 2016, they were indicating that then-candidate Trump had
just a 30% chance of winning the November election. Still,
given that the projections are based on individuals taking an
unsolicited interest and using real money, the information
these markets generate can offer a valuable alternative
perspective to the polling data.
POLITICAL PARTIES AND STOCK MARKET RETURNS

One question that often arises in the run-up to elections is
how stock market returns are related to election outcomes,
if at all. A look back to 1928 (the start date of the S&P 500’s
index history) reveals a mixed bag. Since 1928 there have
been 46 two-year terms. Over that period, Democrats have
controlled both houses of Congress a majority of the time,
while Republicans have held the White House just slightly
less often than Democrats:
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https://www.senate.gov/history/partydiv.htm

The S&P 500 has generated higher returns when
Republicans have held the House and the Senate and when
Democrats have held the Presidency. It’s worth noting that
during the four-year depression-era presidency of Republican
Herbert Hoover, during which the House and Senate were
also under Republican control, the S&P 500 fell 92%.
Absent his presidency, the average return under Republican
presidents is much higher, although still well below that
under Democratic presidents.
Interestingly, the returns of the S&P 500 have been higher
when the White House and Congress were all controlled by the
same party than when they were split.3 They were of course
split in 2020, but if the sentiment currently expressed in the
PredictIt charts plays out in the elections, the political balance
may look quite different after the November elections.
Regardless of the election outcome, investors may do well
to moderate their 2021 return expectations, not merely on
account of 2020’s strong YTD returns, but also because of
both the high valuations at which stocks have been trading for
much of the year and the potentially heightened uncertainty
surrounding the outcome of the elections.
1 Source: https://pressgallery.house.gov/member-data/party-breakdown
2 Source: https://www.senate.gov/history/partydiv.htm
3 Source: Bloomberg
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THE OCTOBER EFFECT

When it comes to monthly stock market returns, the month of October has been nothing to write home about. Dating back to 1928, the
S&P 500’s average calendar month return has been 0.6%; the average return in October has been just slightly lower at 0.5%.
Where Octobers get interesting, however, is in the level of volatility they tend to exhibit. When it comes to S&P 500 calendar month
volatility, no month has been more volatile than October:
Average S&P 500 Return and Volatility by Calendar Month (JANUARY 1928 - AUGUST 2020)
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Another interesting component of the October effect is that
October is always the last full calendar month before the
November U.S. Presidential elections. Here once again, it isn’t the
calendar month returns that are noteworthy, but the volatility.
As indicated below, the average October return in election
years is within one percentage point of the average return for
all Octobers. Additionally, the max and min October returns
in election years are well within the range of October returns
across all years.
When it comes to volatility, however, this is where investors may
do well to take notice. Average October volatility in election
years is 10 percentage points higher (i.e. 50% higher) than the
average volatility across all Octobers:

One reason that the average volatility in October is so much
higher is that the 1987 crash happened in October. On October
19, 1987, the S&P 500 fell 20.5% in a single day; moreover, only
seven of the 22 trading days that month saw an absolute change
of less than 1%.
But it’s not just the 1987 crash that pushes the average October
volatility higher. As it turns out, six out of the top 10, and 10
of the top 20 largest single-day declines from 1928 to 2020 all
occurred in October:
20 Largest Single-Day Declines: S&P 500 (1928-2020)
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As of the end of September, 2020 has already had two days make
this top-20 list. With a contentious election still ahead, investors
may reasonably wonder if there will be any more days in 2020
that make the list. During the second half of the year, the futures
market for the Cboe Volatility Index (VIX) has been consistently
pricing in expectations that volatility will be higher around the
time of the election than it will be months after the election:
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PREVENTION VS. CURE

To quote Benjamin Franklin, “an ounce of prevention
is worth a pound of cure.” In the world of investing,
this translates to mean that small steps taken to avoid
or mitigate participation in volatile market downturns
can prove to be as valuable as the time and effort
required to recover from them. This is especially
pertinent to those in or near retirement, who are
relying on their investments as a source of income and
are exposed to the sequence of returns effect.
Of course past performance is no indication of future
results and October 2020 may turn out to be the least
volatile October investors have seen yet. But in the
event that history decides to do a bit of rhyming and
2020 further solidifies October as the most volatile
month, investors who have an established investment
risk management strategy in place may find
themselves feeling relieved to have taken on ‘an ounce
of prevention’ and not needing ‘a pound of cure.’

Mar 2021 Contract

Source: Bloomberg
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Milliman Financial Risk Management LLC is a global leader in financial risk management to the retirement savings industry.
Milliman FRM provides investment advisory, hedging, and consulting services on approximately $143 billion in global assets (as
of June 30, 2020). Established in 1998, the practice includes over 200 professionals operating from three trading platforms around
the world (Chicago, London, and Sydney). Milliman FRM is a subsidiary of Milliman, Inc.
Milliman is among the world’s largest providers of actuarial and related products and services. The firm has consulting practices
in healthcare, property & casualty insurance, life insurance and financial services, and employee benefits. Founded in 1947,
Milliman is an independent firm with offices in major cities around the globe.

For more information, visit frm.milliman.com or call +1 855 645 5462.
The information, products, or services described or referenced herein are intended to be for
informational purposes only. This material is not intended to be a recommendation, offer, solicitation
or advertisement to buy or sell any securities, securities related product or service, or investment
strategy, nor is it intended to be to be relied upon as a forecast, research or investment advice.
The products or services described or referenced herein may not be suitable or appropriate
for the recipient. Many of the products and services described or referenced herein involve
significant risks, and the recipient should not make any decision or enter into any transaction
unless the recipient has fully understood all such risks and has independently determined that
such decisions or transactions are appropriate for the recipient. Investment involves risks.
Any discussion of risks contained herein with respect to any product or service should not
be considered to be a disclosure of all risks or a complete discussion of the risks involved.
Investing in foreign securities is subject to greater risks including: currency fluctuation, economic
conditions, and different governmental and accounting standards.
There are risks associated with futures contracts. Futures contract positions may not provide an
effective hedge because changes in futures contract prices may not track those of the securities
they are intended to hedge. Futures create leverage, which can magnify the potential for gain or
loss and, therefore, amplify the effects of market, which can significantly impact performance.

The recipient should not construe any of the material contained herein as investment, hedging,
trading, legal, regulatory, tax, accounting or other advice. The recipient should not act on any
information in this document without consulting its investment, hedging, trading, legal, regulatory,
tax, accounting and other advisors. Information herein has been obtained from sources we
believe to be reliable but neither Milliman Financial Risk Management LLC (“Milliman FRM”) nor
its parents, subsidiaries or affiliates warrant its completeness or accuracy. No responsibility can
be accepted for errors of facts obtained from third parties.
The materials in this document represent the opinion of the authors at the time of authorship;
they may change, and are not representative of the views of Milliman FRM or its parents,
subsidiaries, or affiliates. Milliman FRM does not certify the information, nor does it guarantee
the accuracy and completeness of such information. Use of such information is voluntary and
should not be relied upon unless an independent review of its accuracy and completeness has
been performed. Materials may not be reproduced without the express consent of Milliman
FRM. Milliman Financial Risk Management LLC is an SEC-registered investment advisor and
subsidiary of Milliman, Inc.
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