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Election night proved true to form for such an unusual year. The accuracy of the
pre-election polls is once again under scrutiny. Uncertainty around the final
outcome persists.
What is clear is that the blue wave that was somewhat expected did not
materialize. The early results showed a tight race. However, as of midday
Wednesday, betting markets showed an increasing advantage for former Vice
President Joe Biden to win the election, though we caution that indications have
been far from stable. President Trump appears to have done better than expected
in battle ground states such as Florida and Ohio, while Mr. Biden appears to have
outperformed in Arizona. Michigan, Pennsylvania, Wisconsin, Nevada and Georgia
remain too close to call as votes continue to be counted.
Prediction markets in the early morning were pricing in over a 90% probability of
Republicans maintaining control of the Senate. Republican candidates for Senate
in tossup states, such as South Carolina, Montana and Iowa, appear to have done
better than widely anticipated. Democrats, though, appear poised to maintain
control of the House. With all this said, the situation remains very fluid. The final
results may not be known for days or even longer. The possibility of legal
challenges also looms large.

Initial Market Reaction
Similar to the tug of war of recent weeks, markets swung in a volatile fashion
throughout the night and early morning. The knee-jerk investor reaction has been
to unwind positions in areas of the market that had started to price in a blue wave
and a significant fiscal stimulus package. The 10-year US Treasury yield pulled
back sharply. Also, after lagging recently, the technology-heavy NASDAQ
Composite led the market on Wednesday morning as investors rotated back from
economically-sensitive areas that would have been the primary beneficiaries of a
large stimulus package.
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Our Take
As we have been writing over recent months: Elections matter, but other factors
matter more. Markets are likely to trade in a volatile fashion based on near-term
headlines, but the weight of the evidence in our work suggests the primary market
trend is higher. While the final outcome in Washington remains unknown, history
shows that stocks have produced positive returns under various partisan control
scenarios.
It is notable that while we have seen a configuration of a Republican President
with a Republican Senate and a Democratic House several times in recent history,
we have not seen a Democratic President with a Republican Senate and a
Democratic House since the late 19th century. Both scenarios are still currently in
play. Markets would likely react positively over the intermediate term in either
outcome, even if the near term is less certain. More stimulus is likely in either
scenario. Any near-term disappointment of a potentially smaller fiscal stimulus
package will likely be offset by a lack of tax increases.
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Contested, Delayed or Disputed Election
The possibility of a contested, delayed, or disputed election, such as in 2000,
remains. During that period, the S&P 500 fell about 4% (largest intra-period
pullback was 8%) between the election date and the Supreme Court ruling in midDecember that settled a recount dispute in Florida, finalizing the results. However,
the macro backdrop then was less accommodative than it is today, as that
election occurred in the aftermath of the technology bubble, in the late stage of
what had been the longest economic expansion in history, and a Federal Reserve
tightening cycle.
Today, the Federal Reserve is set to remain very accommodative for the
foreseeable future, and we appear to be in the early stages of a multi-year
economic expansion. Also, developments toward the availability of a COVID-19
vaccine and/or therapeutic treatment have made the containment and treatment
of the virus more likely in the near future.
Importantly, the elevated Volatility Index (VIX) level also suggests that investors
were already braced for uncertainty, so this is not a shock to markets. Indeed, the
VIX closed the final month before the election at double its level relative to the last
two elections; only the 2008 election saw a higher VIX, which occurred in the midst
of the financial crisis.

October Closing Level of Volatility Index (VIX) in
Presidential Election Years
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Bottom Line & Positioning
Even though some unknowns around the election and future policy scenarios
remain, our positive intermediate stance remains intact. Therefore, we would stick
with the primary market uptrend. For investors who are underweight equities, we
would continue to average into the market and use pullbacks as opportunities to
become more aggressive.
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Election uncertainty should ease in the not too distant future. Monetary policy is
set to stay very accommodative. Fiscal stimulus is likely forthcoming, even if
delayed. The economy should continue to move forward, albeit with fits and starts.
Stocks remain attractive on a relative basis as the equity risk premium (ERP) is in
a zone that has corresponded with double-digit gains over 10-year Treasuries, on
average, over the next 12 months.
We also reiterate our positioning: Within equities, we maintain a US bias. Although
there has been better price action recently, it still appears premature to fully
endorse a value tilt given the uneven economic trends and potential of a delayed
and smaller fiscal stimulus package.
At the sector level, we maintain our barbell approach. Currently we see consumer
discretionary and technology as having the best growth prospects, which should
help during some of the economic unevenness, and materials and industrials as
having the best opportunity for recovery as the economy improves. Although we
advise an underweight position in fixed income, high quality bonds should provide
portfolio ballast, and we continue to see relative value in credit. We also still see
the diversifying benefits of holding a modest position in gold as a partial hedge
against COVID-19 and election uncertainty as well as US dollar weakness and
growing debt levels.
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