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Democrats take control of the Senate...by a thread

Their policies could end up boosting growth, though companies may get a smaller slice

The Democrats’ completed a clean
sweep with surprise victories in both
Georgia Senate seats that were up for
grabs in run-off elections. They will
control the White House and both
chambers of the 117t US Congress. This
has significant implications for the US
economy and potentially its financial
markets as well.

Before the election, we set out what was
then a contrarian argument that a Biden
presidency with a split Congress was a
very market-friendly outcome over the
medium term. Contrary to what many
surveys of institutional investors
predicted markets did indeed welcome
the result. Those same surveys
predicted an even worse outcome
should the Democrats complete the
sweep. In a survey of 1,377 institutional
investors by Citi, 48% of respondents
believed that the US stock market would
fall by more than 5% (23% by more than
10%), with few taking the opposing view
that the market would rally.

Will they be wrong again? After all, we
observed no significant correlation
between the odds of a Democratic clean
sweep and equity markets either before
or after November’s presidential
election. Furthermore, following Joe
Biden’s victory and the galvanization of
Democratic support in Georgia since
then, some of that risk should have been
assimilated into the price of financial
assets already.

Why so calm?

As we write equity markets in the US
and elsewhere are calm. Perhaps, that’s
because past elections have had limited
impact on the broad market. Looking at

over 50 years of data — covering
equities, the dollar, Treasuries and
corporate bonds — we’ve found that
presidential elections generate a little
noise, but rarely any signal. Popular
ideas such as Democratic presidents
being worse for investment returns
don’t stand up to scrutiny. Even sectoral
ramifications are often hard to identify.
What were the two worst performing
sectors during the Obama years?
Financials and energy. The worst under
Trump? Financials and energy. There
are bigger forces at work.

Or perhaps investors have looked at the
stock market reaction to notable
transitions from right- to left-leaning
governments over the last three
decades. We have identified such
changes in nine countries and again
there is no discernible pattern to the
market reaction.

Perhaps markets are calm because
economic history is on the Democrats’
side. In their book Political cycles and
the macroeconomy, Nouriel Rubini and
Alberto Alesina showed that the
Democrats tend to preside over faster
growth, lower unemployment, and
stronger equity markets than
Republican presidents. Recessions are
almost invariably caused by imbalances
built up by Republican loosening of
regulation. Nothing destroys stock
returns like a financial crisis.

Or perhaps it’s because investors are
focused on the factors responsible for
driving markets higher in 2020. To our
mind, they are (i) hope for a timely,
effective vaccine (ii) supportive fiscal
policy; (iii) supportive monetary policy;

(iv) a levelling-off of previously
escalating Sino-US trade tensions. Does
a clean sweep alter these four factors?
While Biden is no dove when it comes to
China and foreign policy (as we shall
discuss more below) the risk of erratic
policy moves of the sort that have
unnerved markets over the last four
years diminishes. Fiscal policy is likely
to be even more stimulatory under
Biden than it was likely to be under
Trump (more on that below too).
Historically, a presidential candidate
committing to very loose fiscal policy
would have caused markets to expect
tighter monetary policy. But the US
Federal Reserve has committed to
holding interest rates near zero until the
end of 2023, even if inflation rises above
2%. As such, is it as simple as this —the
outcome with the most stimulatory
fiscal policy is the most positive for
markets?

A shift to the left, but razor thin
But Biden’s agenda is more left-leaning
than Democratic presidents have tended
to be in the past. We can’t be so sure
that this is a benign outcome. As
discussed below, Biden’s policies may
well result in greater economic growth.
GDP may go up due to larger, better-
targeted fiscal stimulus, for example.
But GDP is not the same as profits. The
corporate share of GDP is likely to go
down. For some companies and sectors,
at least, the net effect on future returns
may be a negative.

That said, it’s important to note that the
Democrat’s clean sweep was achieved
with razor-thin majorities in both
chambers. In the House of
Representatives, the Democrats lost
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seats. Counties that swung to Biden still
returned Republican congressmen and
women, arguably suggesting that
moderate voters didn’t like the fact that
the Democratic party had shifted
further to the left than Biden. In the
Senate, the Democrats and the
Republicans have 50 seats apiece. The
Vice President will break the tie. That
means the Senate’s moderate
Democrats will wield veto power. To
pass legislation and to survive the
midterm election in 2022, Democrats
may need to curb their most
redistributional impulses and write bills
that centrists can get on board with.

There is also an economic constraint on
enacting Biden’s campaign agenda. The
COVID recovery will stutter over the
winter months. Unemployment is still
very high. Generalized corporate tax
hikes could jeopardise growth at a
crucial moment. Statements from Biden
and his transition team in the next week
could give investors crucial insight into
what to expect in 2021.

COVID stimulus — now, please

At the end of 2020, after months of
negotiation, Congress agreed to another
round of fiscal stimulus to help
Americans navigate a path through new
emergency COVID restrictions. The
$900 billion relief package extends
emergency unemployment benefits for
14 million Americans until mid-March
by topping up benefits for 11 weeks.
Many households will receive stimulus
cheques of $600 per qualified
individual and child, and there are other
smaller measures for businesses.

With a clean sweep, we expect
Democrats will start negotiations and
pursue an additional more generous
package, adding another $1400 cheque
to the current $600 one. But this is a
legislative item that requires a 60
person “supermajority” in the Senate,
and that may take some time. If
Democrats are bold, they may take the
fight to the wire, jeopardising another
extension to unemployment benefits if
they are needed in March. The market
reaction is difficult to predict. Judging

by reaction to stimulus in 2020,
investors would likely welcome a bigger
fiscal package to shore up the ongoing
recovery while we edge closer to a
vaccinated world. But they may not
want to worry about another cliff-edge
in March.

Spending and taxes: net positive
Various reputable think tanks,
economic consultancies and bipartisan
institutions estimated that Biden’s
campaign tax plans would raise almost
$4 trillion (trn) over 10 years (split 50-
50 between firms and households
earning >$400,000 p.a.), with spending
plans tallying to between $6-7trn. The
net effect is a big boost, and explains
why most non-partisan economics
teams, such as Oxford Economics,
assess US GDP to be larger if Biden’s
plans are enacted compared to Trump’s.

Biden’s spending proposals are
particularly focused on boosting
investment and the economy’s
productive potential. This lessens the
inflationary risks over the long run, but
in the near term, before those supply-
side boosters kick in, the inflationary
risks are higher. Investors’ inflation
expectations may begin to rise if they
start to worry about where the
Democrat’s deficit spending may end.
Still, over the next year at least, we
expect the lasting effects of the COVID
recession, on top of longer-term
structural forces, such as digitalisation,
to exert pronounced disinflationary
effects (as we set out in our July
InvestmentUpdate on inflation).

Biden pledged to increase corporation
tax to 28%, from 21% today. In an
interview with CNN in September, he
said he would do this on “day one”. But
given the threat to the COVID recovery,
we think that’s unlikely.

He may raise corporate taxes in two
more subtle ways, however, which could
nevertheless have important
implications for specific companies. A
15% minimum tax on book income for
firms with income greater than $100m
(book income is pre-tax profits reported

to shareholders, rather than the profits
reported to the IRS, which differ due to
accounting conventions), and a
doubling of the minimum tax on foreign
income (known by the amusing
acronym GILTT) to 21%.

Although Biden’s tax plans are far from
small, it’s important to remember the
starting point. The Trump
administration has slashed the broad
tax take to 16% of GDP, the lowest
revenue share in half a century. Under
Biden, the revenue share would return
to around 19%, still below the average
during Bill Clinton’s second term - a
period of strong economic growth — and
less than the 21% of GDP recommended
in 2010 by the bi-partisan National
Commission on Fiscal Responsibility
and Reform. It’s also low by
international standards. Including a
hike in the headline rate, analysts
estimate that together these tax
measures would reduce S&P 500
earnings per share by 9%-10%.

However, the impact could differ widely
across sectors. For example,
Pharmaceuticals, technology and
communications services are most
exposed to the GILTIL. Investors must
keep an eye on which parts of his tax
plan Biden prioritises.

As we noted in our post-election update
Biden has also spoken openly of a
carbon-border tax. Such taxes are
essential to ensure that domestic
manufacturing doesn’t lose out to
cheaper, ‘dirtier’ processes of markets
with less stringent environmental
policies if Biden aims to make America
carbon neutral. We believe such taxes
are likely to come into play at some
point in the next decade.

The important point about US taxes is
that while the statutory rate has hovered
around 35% since the late 80s, the
effective tax rate — what US companies
actually paid — has trended down
substantially. This is due to the use of
tax havens and an increasing number of
tax credits and deductions, but also
other non-tax trends such as offshoring
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of supply chains. It’s not as simple as
looking at the headline rate, and
investors must scrutinise exactly what
any new plans mean for individual
companies’ post-tax earnings.

Infrastructure at last?

Biden has pledged to oversee $2trn of
spending on clean energy and
infrastructure over the course of his first
term. Of course, a succession of
presidential candidates and
congressmen and women have
promised federal infrastructure
investment. It’s an increasingly rare
bipartisan issue, and some investors
question whether it will ever arrive. But
for reasons we also highlighted in our
post-election update, we expect an
infrastructure bill to pass. This is all the
more likely in the new Democrat-
controlled Congress.

Biden’s green infrastructure push,
which could also be enabled by a
Democratic clean sweep, is designed to
bring the US to net zero emissions by
2050, and by 2035 in the electricity
sector. Designed correctly, such a bold
target could boost the economy. As
we've noted before, energy revolutions
have preceded the great productivity
revolutions of the past.

Fossil fuels and economic reality
Needless to say, fossil fuel producers
won’t be treated kindly. Biden will
repeal certain tax incentives that the
industry enjoys. But we note that a
plank of the Democratic party platform
calling specifically for eliminating all
such provisions was deleted before
ratification at the Democratic National
Convention. Biden advocates limits on
production of new fossil fuels, especially
on Federal lands and waters. But, again,
these are limits not outright bans, and
he recognises the sizable contribution to
jobs and the economy from the sector.
Biden’s position papers never mention
fracking. At a recent CNN town hall in
Pennsylvania he said that fracking will
continue as the US moves to net zero by
2050, and banning fracking would cost
too many jobs.

You can also read more on our view that
unified Democratic control won’t be as
damaging for big pharma and big tech
as some may fear in our post-election
update linked above.

Minimum wages: policy v reality
Biden proposes to increase the federal
minimum wage from $7.25 to $15 an
hour, although he hasn’t indicated over
what time period. He also wants to
introduce better paid sick leave and
childcare, particularly for gig-economy
workers. But given that low wage
workers tend to be employed in sectors
hardest hit by COVID, such as
hospitality (n.b. Biden also wants to
eliminate the concept of the “tipped
minimum wage” used here), we do not
expect Biden to pursue this until 2022.

As long as the economy is back on an
even keel, we’re not too concerned
about the impact. Many states and cities
have already raised their minimum
wages over the last five years or so. As a
result, nine out of 10 workers who earn
the minimum wage earn more than the
federal minimum wage already,
according to Evercore ISI economist
Ernie Tedeschi, who calculates that the
average wage of a minimum wage
worker was $11.80 in 2019. That’s
already 63% above the federal
minimum wage. Therefore if we assume
that Biden’s $15 proposal is a 10-year
target, it may not actually have much of
an impact on labour costs in his first
term, even with some front-loading.

Same trade policy, different style
As we said in our introduction, the style
of American trade policy will change
under Biden, but not necessarily its
substance — at least regarding China.

Biden has plans for a new offshoring tax
penalty, as well as a new proposal for a
“Made in America” tax credit, aimed at
revitalising closed or closing factories
and growing domestic facilities,
bringing jobs from overseas to the US
and expanding manufacturing payroll in
general. These are policies that Trump
touted, but never actually implemented.

Again, you can read more about our
views on trade policy in our previous
update, and why we believe it might be a
mistake to think a Biden victory would
be good for China.

‘What it all means for investors

If political and economic constraints do
continue to limit Biden’s ability to
implement the most redistributional
elements of his agenda, as we set out
above, equity markets may continue to
be unperturbed. We’'ll need to watch
speeches and statements in January
more closely than ever.

Greater fiscal stimulus and more
inflationary risk are likely to put upward
pressure on bond yields, which would
lower the valuations of growth
companies relative to ‘value’ companies.
That’s because their relatively larger
future payoffs will be discounted back
into today’s price at a slightly more
punitive rate. Some of the most
expensive companies are also exposed
to Biden’s proposed tax increases on
foreign income, while bigger fiscal
stimulus could also improve the
prospects of more cyclical companies.
As a result, we are even more convinced
of the need to rotate away from the
most expensive names and into cyclical
companies with quality factors (e.g. low
debt levels, strong profit margins,
consistent returns on capital invested,
etc.), which fall somewhere between
growth and value (as we set out in our
recent quarter-end outlook).

The threat of more redistributional
policies also plays into our theme of
starting to favour non-US markets
again. As we set out in our previous note
when we thought a split Congress was
on the cards, from a global perspective
this election is about whether global
policy uncertainty will continue its
dramatic ascent in recent years. Huge
increases in uncertainty, particularly
around what American protectionism
means for foreign export-oriented
economies, have augmented the
outperformance of US equities relative
to non-US markets and the long upward
trend in the dollar. Uncertainty has
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become greater outside of the US than
within it because the US is a more
insular economy, with a lower ratio of
trade to GDP. In our view, that’s
benefited US assets relative to non-US
assets because its stock market is less
cyclical than many others and less
sensitive to the global trade cycle. And
the dollar is a safe-haven currency.

Downbhill for the dollar?

As we always say, we are highly
sceptical of anyone who claims they can
predict the short-run movements of
currencies. Currencies just don’t have a
consistent enough short-term
relationship with common variables.
And that includes around elections. On
a long-term basis, the dollar is
overvalued against most major
currencies on a variety of frameworks,

such as purchasing power parity, our
own Behavioural Equilibrium
framework (which looks at relative
trade prices, relative productivity,
relative savings), and others.

Over the next few years large monetised
fiscal deficits (government borrowing
that’s funded by central bank bond
purchases), large current-account
deficits (trade and investment income)
and low savings rates could push the
dollar lower. These are more likely
under a Democratic sweep. If US
inflation-adjusted interest rates remain
entrenched deep in negative territory,
while the current account deficit widens
further on the back of strong domestic
demand, the dollar may continue to
weaken. Particularly if tariffs are
relaxed.

‘Blue wave’ fears exaggerated

In the short run, markets may be
volatile as investors worry about the
potential implications of the Democrats’
re-distributional platform. But the
razor-thin margins in Congress give
moderate Democrats the upper hand.
That alongside the constraints of more
COVID disruption this winter could
waylay the policies investors fear most.

We think there are good reasons to
believe that President-elect Biden’s ‘tax
and spend’ policies — which unified
Democratic control could enable —
would boost US GDP. Companies in
general may find they have a smaller
slice of the pie, but the effects could be
worse for some sectors than others. This
is something we’ll be watching closely.
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Important information

This document and the information within it does
not constitute investment research or a research
recommendation. Forecasts of future performance
are not a reliable indicator of future performance.

The above information represents the current
and historic views of Rathbones’ strategic asset
allocation committee in terms of weighting of asset
classes. It should not be classed as research, a
prediction nor projection of market conditions and
investment returns. It is in no way guidance for
investors on structuring their investments.

The opinions expressed and models provided
within this document and the statements made are,
due to the dynamic nature of the items discussed,
valid only at the point of being published and are
subject to change without notice, and their
accuracy and completeness cannot be guaranteed.

Figures shown above may be subject to
rounding for illustrative purposes, and such
rounding could have a material effect on asset
weightings in the event that the proportions above
were replicated by a potential investor.

Nothing in this document should be construed
as a recommendation to purchase any product or
service from any provider, shares or funds in any
particular asset class or weighting, and you should
always take appropriate independent advice from a
professional, who has made an evaluation, at the
point of investing.

The value of investments and the income
generated by them can go down as well as up, as
can the relative value and yields of different asset
classes. Emerging or less mature markets or
regimes may be volatile and subject to significant
political and economic change. Hedge funds and
other investment classes may not be subject to
regulation or the protections afforded by the
Financial Conduct Authority (FCA) or the
Prudential Regulation Authority (PRA) regulatory
regimes.

The asset allocation strategies included are
provided as an indication of the benefits of
strategic asset allocation and diversification in
constructing a portfolio of investments, without
provision of any views in terms of stock selection
or fund selection.

Changes to the basis of taxation or currency
exchange rates, and the effects they may have on
investments are not taken into account. The
process of strategic asset allocation should
underpin a subsequent stock selection process.
Rathbones produces these strategies as guidance to
its investment managers in the construction of
client portfolios, which the investment managers
combine with the specific circumstances, needs
and objectives of their client, and will vary the
asset allocation accordingly to provide a bespoke
asset allocation for that client.

The asset allocation strategies included should
not be regarded as a benchmark or measure of
performance for any client portfolio. Rathbones
will not, by virtue of distribution of this document,
be responsible to any person for providing the
protections afforded to clients for advising on any
investment, strategy or scheme of investments.
Neither Rathbones nor any associated company,
director, representative or employee accepts any
liability whatsoever for errors of fact, errors or
differences of opinion or for forecasts or estimates
or for any direct or consequential loss arising from
the use of or reliance on information contained in
this document, provided that nothing in this
document shall exclude or restrict any duty or
liability which Rathbones may have to its clients
under the rules of FCA or the PRA.

We are covered by the Financial Services
Compensation Scheme (FSCS). The FSCS can pay
compensation to investors if a bank is unable to
meet its financial obligations. For further
information (including the amounts covered and
the eligibility to claim) please refer to the FSCS
website

www.fscs.org.uk or call 0800 678 1100.

Rathbone Investment Management
International is the Registered Business Name of
Rathbone Investment Management International
Limited which is regulated by the Jersey Financial
Services Commission. Registered office: 26
Esplanade, St. Helier, Jersey JE1 2RB. Company
Registration No. 50503. Rathbone Investment
Management International Limited is not
authorised or regulated by the PRA or the FCA in
the UK.

Rathbone Investment Management
International Limited is not subject to the
provisions of the UK Financial Services and
Markets Act 2000 and the Financial Services Act
2012; and, investors entering into investment
agreements with Rathbone Investment
Management International Limited will not have
the protections afforded by that Act or the rules
and regulations made under it, including the UK
FSCS. This document is not intended as an offer or
solicitation for the purpose or sale of any financial
instrument by Rathbone Investment Management
International Limited. Not for distribution in the
United States. Copyright ©2020 Rathbone
Brothers Plc. All rights reserved.

No part of this document may be reproduced
in whole or in part without express prior
permission. Rathbones and Rathbone Greenbank
Investments are trading names of Rathbone
Investment Management Limited, which is
authorised by the PRA and regulated by the FCA
and the PRA. Registered Office: Port of Liverpool
Building, Pier Head, Liverpool L3 1INW. Registered
in England No. 01448919. Rathbone Investment
Management Limited is a wholly owned subsidiary
of Rathbone Brothers Plc.

Our logo and logo symbol are registered
trademarks of Rathbone Brothers Plc.

Investments can go down as well as up and you could get back less than you invested. Past performance is not an indicator of future returns.
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