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The Election Cycle: How to Use the Political Class for Investment Gains
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The game is rigged. I'm talking about the stock market.

Most investors and investment advisors think that the market delivers returns randomly — that’s why
you have to be in the market all the time.

It’s not true. Market returns come in surges and the surges follow a predictable pattern. This
consistent pattern is caused by the presidential election cycle.

Fortunately, once you understand the election cycle and how it “rigs” the distribution of market
returns, you can become the casino and put the odds of winning overwhelmingly on your side. I'm
going to show you how to construct a simple investment strategy that has outperformed the market and
all but a handful of money managers for over 20 years.

The Political “Sweet Spot”

Consider this fact: Since 1933, the Dow Jones Industrial Average (with dividends) has been up during
every pre-election year (year three of the presidential term). The average return has been 17.1 percent
plus dividends, about three times the average return of the other three years. Every bear market (with

the exception of the 1987 collapse) has occurred outside the pre-election year over this 78-year period.

I believe the cause of this remarkable market inefficiency is the predictable and rational response of the
political class to mid-term Congressional elections. The mid-term elections mark a turning point in the
halls of Congress and in the White House. Politicians, who devoted the first half of the presidential
term to grand schemes for social change, must now prepare for the next presidential election. This
means a change in behavior. All of a sudden, big spenders become fiscally conservative. All talk of
raising taxes is shelved. Every incumbent pledges to cut the deficit and balance the budget. Politicians
promote business-friendly legislation. In some cases, the Federal Reserve joins the party by juicing the
economy with easy money and lower rates. The Fed, like other Washington insiders, does not want to
be blamed for a poor economy at election time.

PRESIDENTIAL ELECTION CYCLE
QUARTERLY % CHANGES

Dow Jones Industrials (1933 to 2009)

Q1 Q2 Q3 Q4 Year
Post-Election -04% 4.7% -0.6% 1.3% 5.0%
Mid-Term 0.4% 09% -14% @ 7.2% 6.7%
Pre-Election 5.8% 5.5% 3.3% 1.6% 17.1%
Election 0.6% 0.8% 1.1% 2.2% 4.8%




Looking at the distribution of returns on a quarterly basis shows how powerful this effect is. Note that
the best quarter in the election cycle is the fourth quarter of the mid-term year — the quarter containing

the mid-term elections. This quarter, coupled with the four quarters of the pre-election year constitutes
the market’s political “sweet spot.”

The following chart details the performance of the Dow during every sweet spot since 1933.

Dow Appreciation During the 15-Month Favorable Period
of the Election Cycle*

Start Date Start Year End Date End Year Percentage +(-)
Sept. 30 1934 Dec. 31 1935 55.6
Sept. 30 1938 Dec. 31 1939 6.2
Sept. 30 1942 Dec. 31 1943 245
Sept. 30 1946 Dec. 31 1947 5.1
Sept. 30 1950 Dec. 31 1951 18.9
Sept. 30 1954 Dec. 31 1955 355
Sept. 30 1958 Dec. 31 1959 27.7
Sept. 30 1962 Dec. 31 1963 31.8
Sept. 30 1966 Dec. 31 1967 16.9
Sept. 30 1970 Dec. 31 1971 17.0
Sept. 30 1974 Dec. 31 1975 40.2
Sept. 30 1978 Dec. 31 1979 (3.1)
Sept. 30 1982 Dec. 31 1983 40.4
Sept. 30 1986 Dec. 31 1987 9.7
Sept. 30 1990 Dec. 31 1991 29.1
Sept. 30 1994 Dec. 31 1995 33.1
Sept. 30 1998 Dec. 31 1999 46.6
Sept. 30 2002 Dec. 31 2003 37.7
Sept. 30 2006 Dec. 31 2007 13.6

*Dividends not included. Average 256
Source: Jay Kaeppel, Seasonal Stock Market Trends, Wiley, 2008

Over this period, the average gain during the five-quarter sweet spot has been 25.6 percent,
representing an annualized return of 19.9 percent (without dividends). The average daily gain during
the sweet spot was 7.65 times greater than the average daily gain during all other trading days. A
$1,000 investment in the Dow grew to $66,120 during the sweet spot, even without interest earned in
the intervening months. A $1,000 investment in the Dow during all other months grew to just $1,383
(as of December 31, 2008).

Exploiting the “Sweet Spot”

As a first step for constructing our investment strategy, let’s take a look at the S&P 500’s sweet spot
over the past 50 years.

S&P 500
SWEET SPOT

1954-55  40.8% 1982-83  44.9%
1958-59  19.7% 1986-87 11.1%
1962-63  18.9% 1990-91  42.2%
1966-67 26.0% 1994-95  37.6%
1970-711  21.2% 1998-99  46.8%
1974-75 50.1% 2002-03  39.5%

1978-79  12.8% 2006-07 12.6%

With dividends. Average = 30.3%




$1,000 invested in the S&P 500 sequentially during sweet spot periods would have grown to $42,912
over 17.5 years.

This remarkable performance raises an interesting question. If the 15-month political sweet spot is
good for blue-chip stocks, what does it mean for the over-the-counter universe? Here are the sweet
spot results for NASDAQ since its inception in 1961.

NASDAQ
SWEET SPOT

1962-63  26.0% 1986-87 -5.9%
1966-67 67.9% 1990-91  70.1%
1970-71  37.2% 1994-95 37.8%
1974-75  39.5% 1998-99 140.8%
1978-79  13.7% 2002-03 71.1%

1982-83  48.5% 2006-07 17.8%

Without dividends. Average = 47.0%

$1,000 invested sequentially in these periods would have grown to $73,187 over 15 years. It’s pretty
clear that the riskier elements of the stock market also react very favorably to the sweet spot.

Building the Strategy

We now have enough information to construct a very simple and powerful investment strategy based
on the election cycle. Our strategy is to invest in the stock market during every 15-month sweet spot
using a portfolio split evenly between the S&P 500 and the NASDAQ 100. Our portfolio, then, is
dominated by large cap stocks with a strong tilt to growth companies and technology. The result of
this strategy over the past 20 years looks like this:

50% S&P 500 / 50% NASDAQ 100
Invested During Sweet Spots

Growth of a Dollar
for 20 Years Ended March 31, 2009
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One dollar invested in the five sweet spots since 1989 grew to $8.80, without earning interest in the
intervening periods. The same dollar, invested continuously in the S&P 500, with dividends, grew to
$4.20. The average sweet spot return over this period was 57 percent.

Next, let’s fill in the gaps between sweet spots with a very conservative fixed-income investment.
We’ll use the Barclay’s Capital 1-3 Year Treasury Index as our simulation. We now have our
“Election Cycle Strategy”.

50% S&P 500 / 50% NASDAQ 100
Invested During Sweet Spots
+
Barclays Capital 1-3 Year Treasury Index
Invested Between Sweet Spots

Growth of a Dollar
for 20 Years Ended March 31, 2009
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The final outcome for the past twenty years is nothing short of amazing. Invested just 30 percent of
the time in equities, our simple election cycle strategy produced a twenty-year average return of 16.1
percent, with no down years. The S&P 500, over the same period, returned 7.43 percent with
dividends. An investor following this strategy would be breezing through the current bear market
holding safe short-term government bonds until October 1, 2010.

Conclusion

If there is one lesson every investor should have learned by now, it is that large losses destroy
investment programs. Not only must an investment portfolio that suffers a large loss contend with the
asymmetry of gains and losses (a 50 percent loss requires a 100 percent gain to recoup), but the time to
recover is totally unpredictable. Too many investors are simply unaware of the historical precedents
for this dilemma.

An investment started in 1965 in the S&P 500 didn’t begin to make gains until 1989, adjusted for
inflation. A diversified portfolio of stocks during that extended period, which contained several large
market corrections, destroyed purchasing power for 17 years before the market recovery began in
earnest in 1983.

We are facing the same dilemma today. Over the past decade, the stock market has destroyed capital
and reduced purchasing power at an alarming rate. For the ten-year period ending March 31, 2009, the



total return of the S&P 500 was -26.3 percent. In real, inflation-adjusted terms, the total return was
-65.3 percent, a real loss of 6.35 percent per year. To recover this loss will require about a 200 percent
real increase. I have no doubt that the recovery period will exceed ten years, which means at least a
20-year dead zone for the market. Pity the poor indexer who staked it all on the market in the late-90s.

If the past decade has taught us anything, it is that the doctrine of being continuously invested in the
market is bankrupt. Any investment strategy that results in a 65 percent real loss over a decade cannot
be a sound choice for serious investors. It certainly cannot be a strategy for retirees who are drawing
down their savings constantly.

Our simple election cycle strategy is a good alternative to the conventional buy and hope doctrine. By
accepting market risk only during the political sweet spot, we put the entire political establishment on
our side. This is a powerful form of portfolio insurance. It shows up in the real-return comparisons for
the past decade.

Cumulative Real Return
for 10 Years Ended March 31, 2009
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To trust that this strategy will continue its winning ways, we simply have to believe that politicians
will continue to “transform” into business-friendly, inflation-fighting, deficit-reducing, anti-tax
paragons of fiscal sobriety in preparation for the presidential election. For my money, that’s a pretty
good bet.
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