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The big surprise from one of the most expensive and engaged midterm elections in US

history was that for the first time since Brexit and Trump’s triumph in 2016 US

elections, the polling survey and consensus actually got it right! This begs the

question, if most of the information was priced in, why did the US equity markets rally

after obtaining the official midterm results? We believe the reasons are three-fold. 

 

Spending on Midterm elections surpassed the $5Bn mark for the first time

 

Source: Centre for Responsible Politics, WisdomTree, data available as of close 14 November 2018.

 

Markets breathe a sigh of relief

1. Firstly, while history can’t be used as a precursor for anticipating the future,

it’s worth noting that in the 12-months following each US midterm election since

1946, the US equity markets have posted a positive performance. 

2. We also believe a wave of uncertainty was removed after the official results were

declared which also lent buoyancy to the US equity market rally. Evident from these

two reasons, sentiment started to improve. 

3. Finally, the details of the results highlighted that it wasn’t a clear sweep of blue

for the Democrats. While the Democrats took control of the House of Representatives,

the Republican party increased their majority in the Senate.  

Implications of gridlock

 

Two things we can draw from this election result:

1. We are unlikely to see the unwinding of the first round of tax cuts.

2. We are unlikely to see the re-regulation of the US economy.
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As additional fiscal expansion is less likely to be on the cards, the probability of Tax

reform 2.0 is lowered. The gridlock in Washington also narrows the risks that labour

costs and bond yields rise rapidly from here. This is likely to benefit global markets

as the Fed’s rate trajectory will be more gradual as the fiscal boost from last year’s

tax cuts fade in 2019.  

 

Interestingly if we strip out the tax effect from the latest Q3 US earnings results,

average earnings growth expectations in the US would decline from 26.7% to 18% and when

compared to the rest of the world at 10%, still places the US on a strong footing. 

 

We do expect to see more congressional oversight on what Trump does next. And despite

the rise of investigative committees, Trump is likely to avoid getting impeached as the

Democrats would be extremely unlikely to get the 67 Senate votes necessary to remove him

from office. While there is a strong likelihood on bipartisan support for an

infrastructure plan, we expect the split congress could have more disagreements over its

implementation and funding. 

 

Debt ceiling risk is underappreciated 

 

The funding for the US federal government is due to expire on 7 December 2018,

presenting the likelihood of a government shutdown that could last until year end.

President Trump’s proposed wall on the border with Mexico and special counsel Robert

Mueller’s investigation are likely to extend the deadlock. We also believe markets are

under-pricing the upcoming debt ceiling which should come to the fore in March 2019.

While September/October 2019 will be a more critical time for a hard-ceiling. Democrats

are likely to use the impending debt ceiling as negotiating leverage to address the need

to raise corporate taxes, increase personal income tax rates for the highest bracket and

lay a greater emphasis on green initiatives (renewable energy and electric mobility) in

the infrastructure spending plan. 

 

Polarized congress could slow trade policy 

 

We are already starting to see reverberations of the new political landscape being felt

in trade policy. Just 7 days after the midterm results, comments by a key democratic

representative Bill Pascrell, who is positioned to chair the Ways and Means Trade

subcommittee suggest the ratification of the recently struck United States-Mexico-Canada

deal, known as USMCA, that was supposed to take place at the end of November, will have

to wait well into 2019. Consideration of the USMCA will provide signals of issues of

concern to Democrats that could have implications on other agreements. The US Trade

Representative (USTR) notified Congress on October 16 of its intention to begin

negotiations for trade agreements with Japan, the European Union (EU), and the UK. The

uncertainty around US trade policy remains the biggest hurdle for the global economy.

Some of the world’s biggest exporters such as Japan, Europe and Emerging markets are

starting to see the spill over effects. While we expect to see greater oversight from

the Democrats in regard to trade policy, the USTR aims to provide a quick turnaround on

less controversial issues. In the case of EU, enlarged quota for high-quality beef and

sales of US soybeans will dominate negotiations, while market access for autos and

agriculture will be the main focus with Japan. US farmers are facing their worst

economic year in a long time and this could push the members of congress to adopt a more

moderate stance. China trade policy is most likely to be an important element of both

parties’ presidential election campaigns for 2020, so an important emphasis will be laid

on the administration’s approach to China. 
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Related blogs

 

+ US Equities throw down the challenge in 2H18: could multifactor be the answer?

 

Related blogs

 

+ WisdomTree US Quality Dividend Growth UCITS ETF - USD

+ WisdomTree US Multifactor UCITS ETF - USD

View the online version of this article here.
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Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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