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The Editorial

It’s not about who wins

Most of the time, we discuss what matters the most to financial market
performance, namely the macro backdrop and risks surrounding it. However,
there are also topics that we discuss a lot, not because they matter much to
markets, but because they are interesting to discuss and we as strategists, get
those questions. ‘Political events’ is certainly one of those types of question.
Today, we will do a little ‘myth buster’ exercise, and we will also argue that the
on-paper best configuration would actually lead to the most negative election
outcome.

Now, everyone is aware that the US midterm elections are about four weeks
away. So far this year, it has been discussed a lot already this year through the
lens and prime argument of the “US-lran war will be solved ahead of the
midterms as Trump does not want high oil/gasoline prices at the midterms”.
Let’s just say, that view, which with full disclosure we also argued, has proved to
be naive in gauging Trump’s reaction function.

In the next four weeks or so, we will hear a lot of commentators and views on
what political outcome would be best for markets, but quite frankly we should
really be discussing the economics and the earnings, not the politics. And | don't
want to be too negative, as politics are certainly interesting to discuss, but for
financial markets it's rarely the bellwether for returns. What matters for
markets, and thus also the question that we should be focusing on is: does the
outcome change fiscal policy, inflation, monetary policy, earnings or the outlook
for yields, and here there is one particular factor that we discuss later: the
USD5,000 dividend and US administration risk premium.

It's the cycle, not the election

The lazy conclusion from just looking at the two most recent midterm elections,
i.e.the 2018 and 2022 ones, is that the midterms and elections are bad for risk.
However, investors should rightfully (hopefully?) remember that the reason for
the weak risk was a weakening economic cycle and Fed tightening, rather than
the elections themselves. What is accurate, however, about these instances is
that volatility was declining, particularly after the event. The latter is,
importantly, one of the key lessons of political events that highlights a
consistent pattern: volatility rises as election uncertainty builds and falls once
the result is known, largely irrespective of the political outcome. That is the first
lesson from the data analysis we have done since 1950 for most indicators (or
as far back as we could get), but before diving into that, let’s first start with a few
facts.

On paper and by ideological views, the current combination of a Republican
president and a Republican-led Congress should appear to be the most
supportive for risk assets across, given the scope for deregulation and
business-friendly policy, fiscal policies etc. And certainly, markets have indeed
performed strongly since Trump was elected for the second time in 2024 to
achieve that combination since 2024, but what history does not show is that this
political configuration is systematically superior to others.
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In fact, since 1950, the S&P 500 has delivered an annualised average monthly
price return of 11.7% under Democratic presidents, compared with 6.8% under
Republicans. US Treasuries pointin the opposite direction, returning 7.0% under
Republican presidents versus 3.1% under Democrats. Taken at face value, that
is counter intuitive.

Adding the six possible congressional configurations produces an equally mixed
signal. Equities have historically performed best with a Democratic president
and either a Republican or split Congress, while bonds have done best with a
Republican president and split Congress. The samples are small though and
combine very different inherited cycles, policy regimes and shocks, which is
precisely the point. The political configuration alone does not provide a reliable
rule for market direction. The economic backdrop remains the more powerful
guide, as we have discussed so many times before.

Average monthly return by US president and congress composition (annualised, %)
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The event matters more for volatility than direction

Now, slicing the data slightly differently, and splitting the performance into
presidential election years, midterm election years and non-election years
(using the first Tuesday of November, as the nexus), with a trading day window
of 30 days before and after the elections, the results do not show a statistical
difference between the years. The median equity and USD performance shows
no material difference across the three groups while rates display a modest
tendency for yields to fall after the midterm elections, although we have a hard
time explaining why this divergence appears.
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S&P500 performance around elections,
and no-election years (median, %)

DXY change around elections, and no-
election years (median, %)
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What history shows more clearly is that markets dislike unresolved uncertainty.
Volatility tends to rise as the event approaches and fall after the vote, when the
range of political outcomes narrows, and that does make sense. This allows us
to conclude that elections are therefore better understood as uncertainty
events than as reliable directional signals, which also leaves fundamentals in
the driving seat.

And this should be kept in mind when we zoom in on this year with the backdrop
remaining supportive for risk: growth is resilient, earnings are strong and the
private sector does not need another large fiscal boost. See also our investment
navigator published this week.

That means that the right question this year is yet again not who wins, but
whether the result adds stimulus to an economy that is already running well.
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This election is about fiscal risk, not fiscal support

This is where the 2026 midterm elections differ from the usual playbook, with a
large asymmetric risk. You may argue that it's a small probability event given
the consistent polling in recent months, indicating that the republicans will lose
the majority of seats in at least one of the chambers of congress, with about a
90% probability. That will largely restrain big fiscal impulses, and thus inflation
and central bank tightening; thus, the current projection implies as close to a
market-friendly outcome near term as it gets.
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Midterm outcome according to prediction markets
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But if we for a moment humour the idea of republicans continuing to control the
congress, if Trump remains true to his USD5,000 per 18Y+ person dividend, it
would lead to the most adverse effect following a US election. A USD5,000 per
18Y+dividend is around 3.5% of GDP, which would bring the deficit to about 10%
of GDP. So, the adverse market impact would not be because of the
configuration and the colour of the party, but because the premium on US
administration would not be capped, and it would also lead to a massive fiscal
stimuli that yes, would support private consumption and near-term earnings
but it would also mean greater borrowing, renew fiscal concerns, inflation risk
and expectations of Federal Reserve tightening. Should the latter dominate, it
would be bad for both equities and bonds.

This year, for risk markets, luckily, such a scenario seems unlikely at this stage.
Paradoxically, the most market-friendly outcome, which is currently widely
expected, is one with fiscal restraint and capping US administration uncertainty,
which leads us to conclude that in the grand scheme of things, here four weeks
prior to the election, the 2026 midterms are not set to be remembered for
anything unusual, other than a reminder of focusing on the most important for
markets: the fundamentals.

Conclusion: focus on fundamentals

While today’s piece has not been a discussion on which party has the better
views, it's merely a myth buster exercise which illustrates that elections rarely
drive market returns on a tactical basis, and that only if we were to see major
changes through channels of fiscal policies, inflation, growth or monetary policy
would it have near-term implications. Gauging the implications of a strategic
portfolio is a different exercise, and outside the scope of today’s piece.

The Editorial will be on a break next Sunday, but will be back in two weeks’ time.
The CAS team will naturally continue to update on market events, but in the
Morning Espresso, each weekday.
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Disclaimer related to distribution in the United Kingdom

In the United Kingdom, the Communication is for distribution only to (I) persons who have professional experience in matters relating to investments falling within article
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (the ‘Order’); (Il) high net worth entities falling within article 49(2)(a) to (d) of the Order;
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The Communication is for the general information of our clients and is a ‘solicitation’ only as that term is used within CFTC Rule 23.605 promulgated under the U.S.

Commodity Exchange Act. Unless otherwise expressly indicated, the Communication does not take into account the investment objectives or financial situation of any
particular person.
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