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The U.S. election is in the home stretch, but this has been
an election season unlike any other. Given how quickly
circumstances can change, as well as the outstanding Senate
races, there’s still plenty of uncertainty. From an investment
perspective, it’s a tricky terrain to navigate.

“When interest rates are at zero for the foreseeable future, and
when you have this sort of Jackson Hole consensus1 where the
Federal Reserve says we’re good with higher inflation... the
policy fulcrum for an investor has to become fiscal plans,” Papic
said. “Focusing on the Fed minutes or this or that speech by
this or that FOMC member it just doesn’t matter anymore.”

To get a sense of where we may be headed, I recently
hosted an online discussion with a pair of experts on the
intersection of politics and markets: Matt Gertken, Geopolitical
Strategist at BCA Research, and Marko Papic, Partner and
Chief Strategist at Clocktower Group, also the author of newly
released Geopolitical Alpha: An Investment Framework for
Predicting the Future. Among other topics, we discussed the
ramifications of the ongoing stimulus negotiations, how the
markets could respond to various scenarios, and why taking
a dispassionate, unbiased approach to politics and policy is
beneficial to investors.
Following is a summary of our conversation.

Papic did note, however, that there is a scenario in which the
markets shrug off a possible collapse in phase four stimulus
negotiations. “What happened in September is that the odds of
phase four collapsed but ‘blue wave’ odds went up. The market
started to rally even though the odds of phase four went down,
and the reason for that is that the odds of united government
behind Biden that would allay the market’s fears about fiscal
thrust in 2021, those probabilities went up. The market can look
through short-term disruptions, such as a phase four failure, but
it would then have to be satisfied on the back end that 2021
would see a much larger fiscal thrust.”

Fiscally Speaking

Impact on Markets

For Gertken, the lack of an agreement on a stimulus bill has
been the biggest surprise leading up to this point. “I thought
it was pretty clear that the Republicans going into the final
months of the campaign would go ahead and provide that
fiscal relief and just agree to a higher price tag than they
really wanted in order to give a boost to themselves and the
president ahead of the election,” he said. “I figured Republican
voters might be angry about large budget deficits, but they’re
really going to be unhappy if there’s a blue Democratic sweep
and the Republicans are pushed out of office. So it’s been
surprising to me how much trouble Republicans have had
negotiating that deal.”

We conducted a flash poll during the conversation, asking
participants whether the winner of the election would have
a significant impact on market performance. Nearly 60% of
respondents said it does matter. Gertken agreed with that
assessment, particularly in light of the contrasting approaches
to international trade from Trump and Biden. Noting that the
U.S. has long been hesitant to interfere in free markets, Gertken
said the country is now in a more interventionist role.

“I do think Biden will still have some elements of protectionism,
specifically on China,” he said. “But the risk of a global trade
war where, say, the U.S. could put tariffs on Europe as well as
China, I don’t think that’s very likely under Biden. So I think
in that respect there is a risk to the stock market, particularly
because President Trump uses these broad-based tariffs, and
S&P 500 companies get as much as 40% of their earnings from
abroad.”

Since our last conversation, House Speaker Nancy Pelosi and
Treasury Secretary Steven Mnuchin have continued negotiating
on a deal. Papic noted that financial markets have lately been
dominated by fiscal policy. That’s certainly been reflected in
some of the recent swings driven by the prospects of a new
round of stimulus.

Papic, on the other hand, believes that while there is a stark
difference in terms of short-term market impacts, the winner of
the election won’t have a significant effect through end of the
presidential term.
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“I think that, over four years, that there are two trends that
are so powerful that both Donald Trump and Joe Biden would
have to respond to them,” he said. “The first is that the median
voter seems to be shifting left [on] economic policies—including
Republican voters, who six or eight years ago were not happy
with budget deficits being expanded. Today, there’s no real
constituency that’s extremely worried about that. And the
second thing is deglobalization. That’s also a structural trend,
and I think Biden would struggle to push against it.”

states are going to have to do battle internally. If any of those
disputes go beyond that, and if they’re actually relevant to the
threshold of getting a majority in the Electoral College, then
we have to wait till January 6 for the counting of the votes,
which has never in history truly been contentious. I do think
it’s fairly likely if the race tightens, that we will have November
and December filled with volatility until we get to that Electoral
College voting day on December 14.”
An Unbiased Approach

Papic also believes that the market hasn’t properly priced in the
possibility of a divided government—that is, a Biden presidency
with a GOP-controlled Senate. “There is this complacency
because gridlock tended to generate higher annual returns for
the S&P 500. Since 1980, if you look at the annual performance
of the S&P 500 based on the distribution of power, unified
government has actually underperformed gridlock. But I think
we’re in a different paradigm. If you look at 1930 to 1980,
unified government significantly outperformed gridlock. I
think we’re back in that world where policy really matters. I
think fiscal policy matters more, and that’s why I would be
bearish in that divided government outcome, at least until the
Republicans in the Senate capitulate [on a stimulus bill].”

For a variety of reasons, it’s been an especially intense election
year. It’s easy to get caught up in the noise and passions that
come with politics. From an investment perspective, however,
Papic emphasized the need to remove bias from one’s decision
making. Rather than focusing on what policymakers say are
their preferences, Papic advised to focus on the material
constraints they face.

“This isn’t to say that the preferences of politicians don’t matter,
it’s just that we cannot have a statistically significant view
of what they truly are,” he said. “What I always say is that
preferences are optional. They can be acted upon or not, and
they are subject to constraints. Whereas constraints are neither
optional nor subject to preferences. So, the investment-relevant
method of political analysis is to focus on the material reality
that surrounds policy makers and that will force them into the
path of least resistance.”

Then there’s the issue of when we’ll get the final election
results. The COVID-19 pandemic has increased demand for mailin voting, which could delay the declaration of a winner. There’s
also the possibility of a candidate contesting the results. Any
uncertainty on that front could have a negative impact on the
markets.

Papic returned to the stimulus negotiations as an example. He
pointed out that whatever the rhetoric from the Republican
side, the fact is Trump’s reelection chances likely diminish
without the passage of a stimulus bill.

“If the polling doesn’t tighten between now and the election,
then I think it could be a pretty clear answer in favor of
Joe Biden,” Gertken said. “But you’re starting to get some
tightening—in Florida, maybe in Pennsylvania—and that could
then translate to some other [swing] states as well. If that’s
true, and if President Trump does well in the third debate and
we do get a stimulus package, then you get tighter margins in
the swing states, and you can have one or more swing state
where the legal battles really get out of control in November.”

“By focusing on constraints you can really meditate on your
biases,” Papic said. “Whatever the outcome in November,
you can sit down very objectively and start to ask yourself:
Does the winner control both houses of Congress? What could
pass given a slight edge in the Senate? What can be done in
foreign policy? When you focus from the material constraints
side, you can reduce the biases in your own analysis, which is
so important in this day and age. If you get passionate about
politics, given how important politics is to generating alpha,
you can really be led astray.”

“You’ve got to see whether there’s a clear result in the first
week after the election,” Gertken continued. “If not, that means
we could have a month of volatility because December 14 is
when all the Electoral College members across the country
have to vote, and states need to get their answers by that date.
If they haven’t wrapped up their own internal disputes by that
time, then they won’t get an Electoral College vote. So the

To hear the full discussion, including a review of the potential
market reaction to several election scenarios, please find the
webinar replay here: Election watch: Final countdown.
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Disclosure
This report contains our opinion as of the date of the report. It is for general
information purposes only and is not intended to predict or guarantee the
future performance of any investment, investment manager, market sector, or
the markets generally. We will not update this report or advise you if there is
any change in this report or our opinion. The information, ratings, and opinions
in this report are based on numerous sources believed to be reliable, such as
investment managers, custodians, mutual fund companies, and third-party data
and service providers. We do not represent or warrant that the report is accurate
or complete.

Any discussions of specific securities, investment managers, or strategies are for
informational purposes only and should not be considered investment advice.
The report does not constitute an offer to sell or a solicitation to buy any security
or investment product. Any offer to sell or solicitation to buy an interest in any
private security, investment product or fund may only be made by receiving a
confidential private offering memorandum, prospectus, investment advisory
agreement or similar documents from the investment manager, which describes
the material terms and various considerations and risks relating to such security,
investment product or fund.

To the extent this report contains information about specific companies or
securities, including whether they are profitable or not, it is being provided
as a means of illustrating the investment manager’s investment thesis. The
investment manager may or may not have invested in these securities at the
time this report was prepared or is accessed by the reader. References to specific
companies or securities are not a complete list of securities selected and not all
securities selected in the referenced timeframe were profitable.

Alternative investments, such as private equity and hedge funds, contain risks
that are amplified when compared with other asset classes, such as illiquidity,
stock or sector concentration, financial leverage, difficulties in valuation, and
short selling. Alternative investment vehicles have minimal regulatory oversight
and alternative managers have the latitude to employ numerous investment
strategies with varying degrees of risk.
We are not licensed or registered with any financial services regulatory authority
outside of the United States. Non-U.S. residents who maintain U.S.-based
financial services accounts with us may not be afforded certain protections
conferred by legislation and regulations in their country of residence with
respect to any investments, investment solicitations, investment transactions or
communications made with us.

Other Bank of Montreal affiliates, and their agents and employees, may provide
oral or written market commentary or trading strategies to clients that reflect
opinions that are contrary to the opinions expressed in this report. These same
persons and affiliates may make investment decisions that are inconsistent
with the recommendations or views expressed in this report. We and our
affiliates, directors, officers, employees and members of their households, will
from time to time have long or short positions in, act as principal in, and buy
or sell, the securities referred to in this report. We and our affiliates, directors,
officers, employees and members of their households, may have positions in
the securities mentioned that are inconsistent with the views expressed by this
report.

You may not copy this report or distribute or disclose the information contained
in the report to any third party, except with our express written consent or as
required by law or any regulatory authority.
“BMO Wealth Management” is a brand name that refers to BMO Harris Bank,
N.A., BMO Family Office, LLC, BMO Harris Financial Advisers, Inc., BMO Delaware
Trust Company, and certain affiliates that provide certain investment, investment
advisory, trust, banking, securities, insurance and brokerage products and
services. “BMO Family Office” is a brand name that refers to BMO Harris Bank,
N.A., BMO Family Office, LLC, and BMO Delaware Trust Company. The BMO
Family Office brand provides family office, investment advisory, investment
management, trust, banking, deposit and loan products and services. These
entities are all affiliates and owned by BMO Financial Corp., a wholly-owned
subsidiary of the Bank of Montreal. Capital Advisory Services are offered by a
division of BMO Harris Bank, N.A. Member FDIC.

This report is not intended to be a client-specific suitability analysis or
recommendation, an offer to participate in any investment, a recommendation to
buy, hold or sell securities, or a recommendation of any investment manager or
investment strategy. Do not use this report as the sole basis for your investment
decisions. Do not select an asset class, investment product, or investment
manager based on performance alone. Consider all relevant information,
including your existing portfolio, investment objectives, risk tolerance, liquidity
needs and investment time horizon.
Any forward-looking statements in this report involve known and unknown risks,
uncertainties and other factors that may cause the actual performance of future
markets to differ materially from the projections depicted in the report. Past
performance is not indicative of future results and current performance may be
higher or lower than that shown in the report. There can be no certainty as to
the extent or depth of any market downturn, nor any assurance regarding the
nature, extent or timing of markets rebounding. When evaluating the report, you
are cautioned not to place undue reliance on these forward-looking statements,
which reflect judgments only as of the date of the report. Investment returns
fluctuate, and investments when redeemed, may be worth more or less than the
original investment.

NMLS #401052
Broker-dealer and investment advisory services and insurance products are
offered through BMO Harris Financial Advisors, Inc. Member FINRA/SIPC. SECregistered investment adviser.
Securities, investment advisory services and insurance products are offered
through BMO Harris Financial Advisors, Inc. Member FINRA/SIPC. SEC-registered
investment adviser. BMO Harris Financial Advisors, Inc. and BMO Harris Bank N.A.
are affiliated companies. Securities and insurance products offered are: NOT FDIC
INSURED – NOT BANK GUARANTEED – NOT A DEPOSIT – MAY LOSE VALUE.

Standardized performance returns include reinvestment of dividends, other
income and capital gains, which depict performance without adjusting for
the effects of taxation or the timing of purchases and sales. Performance
data is presented without deducting the investment advisory fees and other
charges that may be applicable. The deduction of such fees and other charges
(and the compounding effect thereof over time) will reduce portfolio return.
Unless otherwise indicated, traditional investment performance data generally
represents a composite or representative portfolio return and is shown gross of
the investment manager’s advisory fees. Unless otherwise indicated, alternative
investment performance data is shown as net of fund expenses, management
fees, and incentive fees. Index performance data is shown as total return. You
cannot invest directly in an index. Due to a system conversion, the ability to
manipulate or restate client specific performance data prior to December 31,
2007, may be limited.

Not all products and services are available in every state or location or through
all entities within BMO or BMO Family Office.
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