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THE VALUE OF INDEPENDENCE

U.S. Presidential Election: the Final Stretch The Thinking Man’s
Approach

The U.S. election is entering into the final stretch with less than two weeks

to go before November 3™, In this issue of the Thinking Man, we discuss P
some of the most relevant issues that are likely to determine the winner, AL s
not only for the presidency, but also for the Senate. We also compare and
contrast the different policies from each candidate, and anticipate what we
believe are the potential consequences from a victory by Donald Trump or
Joe Biden, in terms of the economy, financial markets and clients’

portfolios.
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1. What are the expected main policy differences between a Trump

Both candidates do not present large contrasts in their monetary andtrade e  The U.S. presidential race is entering

policy proposals. They do however, offer stark divergences in their the last stretch with less than two
. . weeks until November 3.
regulatory and trade policy proposals. The table below shows how positive
e  The differences in monetary, fiscal,

regulatory and trade policies
and bonds (a 1 is positive, -1 is negative, and 0 is neutral). between the two candidates would
mean that a reelection of President
Trump could be better for the stock

or negative each candidate’s policy stance is predicted to be for both stocks

Proposed Policy Prescription and Asset Prices market, while an election of Joe
Biden should be neutral, being
Trump Biden slightly positive for bond markets.

Stocks Bonds | Stocks Bonds e Although the margin has been
Monetary 1 -1 1 1 shrinking lately, Polls and betting
markets are pointing to a “Blue
Fiscal 1 -1 -1 1 Wave” where Joe Biden wins the
Regulatory 1 -1 -1 1 election and Democrats regain the

Senate majority.

Trade -1 -1 1 0

° Nevertheless, financial and
Total 2 -4 0 1 economic data, such as the recent
Source: Strategas Research Partners with numbers from BigSur Partners performance of the stock market
and better economic growth, seem
Regarding monetary policy, the Fed’s “whatever it takes approach” has to be pointing to a reelection of

funneled S7T of liquidity into the economy. A change in government will President Trump.

Because of this divergence, we
actually believe that the election will
will continue to be positive for stocks regardless of who wins the election. be much closer than is currently
anticipated. This uncertainty could
lead to a higher risk of a contested
election, with a temporary spike in
volatility.

probably not alter this ongoing trend. As the table illustrates, this “Fed Put”

1 Ratings shown herein are proprietary and have not been endorsed by any bona fide

third party rating agency. For more o how we are

positioning our portfolios,
please contact your
investment advisor or
ideas@bigsurpartners.com
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On the trade side, we believe Biden would be more bullish for equities given his pro-globalization stance,
and probably more friendly approach to trade with China. Trump on the other hand, would probably
exacerbate the trade war with China, and continue alienating many of the country’s main trade partners,
which is negative for globalization and for stocks in general.

The first real important difference is in the regulatory environment. Stocks would benefit from a
continuation of deregulation under a Trump presidency, especially in the energy and financial sectors.
Biden, on the other hand, would likely push for more regulation on businesses - mainly to control large
tech companies — resulting in an environment that is negative for corporations but positive for
bondholders.

The last important contrast is in fiscal policy. Some analysts believe that Biden would be positive for stocks
from a fiscal standpoint, given the enormous stimulus bill he has proposed, which would add to the
monetary stimulus and continue fueling the rally we have seen recently in equities. However, his proposed
fiscal agenda, which includes taxing corporations, income, small businesses, capital gains, dividends, and
estate at a much higher rate than Trump, will hamper not only earnings but could also end up being
detrimental to the economic recovery in the long-term. For example, according to Goldman Sachs,
approximately 12% of S&P 500 earnings would be cut because of taxes on corporate profits. Since the
economy is still in the middle of recovering from the pandemic, it is likely that Biden would not implement
these policies until a solid recovery is underway in 2021. However, recent economic data is starting to
reveal a slowdown in the recovery, which could delay a significant improvement beyond 2021. With this
in mind, a Biden presidency could actually end up being negative for stocks.

One of the most insightful conclusions shown from the table is that in general, a Biden presidency would
be more bullish for fixed income securities than Trump. This is because a “blue wave”, which would mean
the Democrats taking both the presidency and the Senate, would facilitate a large fiscal stimulus with
appropriations for state and local governments, aiding the municipal bond market, amongst others. On
the other hand, Trump would be more bullish for stocks in general, which we also attribute to the fact
that he would probably not implement any additional lockdown measures, thereby hampering the
economic recovery.

2. Polls are currently favoring the Biden campaign by an ample margin, while markets and the
economy point towards a reelection of President Trump. Which is correct?

In the average of national polls, Joe Biden is leading Donald Trump by a comfortable margin of around 8%.
Even as the gap has been closing in recent days, it is still large enough to signal that Biden should
comfortably win the election if it was held today, as shown in the graph below. However, it is important
toremember the 2016 election, where polls indicated a victory for Hillary Clinton, but a different outcome
ensued. A repeat of the last election is the nightmare scenario for Democrats and the reason of hope for
Republicans.

Four years ago, polls were actually correct at the national vote level. President Trump lost the popular
vote by approximately 3 million votes. However, pollsters misrepresented the result in key swing states
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and failed to adjust polls for
white voters without college
education who were heavily
leaning  towards  Trump.
Currently, polls appear to

Last Pri
have adaptEd from fOU r yea rs M US Predictlt 2020 Who will win t:e U;oPeresidential Election Joe Biden 10
. 7 US PredictTt 2020 Who will win the US Presidential Election Donald Trump 0

ago in order to better
represent the result. h
Nevertheless, polls may be

. +40
missi ng some Other necessa ry [ [ US Predictlt 2020 Senate Party Control Democratic - Last Price
adjustments and could Mar Jun Sep

2020

u |t| m ately be PRITUS2D Index (US Predictlt 2020 Who will win the US Presidential Election Joe CopyrightZ 2020 Eloomberg Finance L.P. 16-0ct-2020 17:47:08

underrepresenting President Trump’s real chances at reelection.

A widely discussed possibility is that Trump supporters are becoming less prone to sharing their support
for the President. However, many argue that if this were the case, we would see an increase in the
percentage of undecided voters rather than an increase in Biden supporters. Unless voters are
purposefully trying to skew the polls, which seems an unlikely scenario but not unfathomable.

However, the difference in the polls today between Biden and Trump is almost double the difference that
Clinton commanded over Trump two weeks prior to the 2016 election?. Even if polls were wrong by the
same margin as in 2016, Biden should still win the election.

Regardless of the expected

L3000 winner from polling, some
[IS&PSOOhdex-LastPrioe economic and market data is
[ us GoP Economic Forecast (QoQ - Last Price 0 actually pointing to a different
conclusion. For example, since
=

1984, the incumbent party has

[DReal Clear Politics Trump Job Approval Poll Average - Last Price
always been reelected as long

RPN AN -
W as the S&P 500 had a positive

[ ooLusR oeX 5PoT - Last Price - return in the 3 months prior to
M the election.? In 2016, this held
m true as the market had a

Mar Jun Sep i .
2020 negative return in the three
SPX Index (S&P S00 Index) TEMPLATE Daily 31DEC2019-160CT2020 Copyright2 2020 Bloomberg Finance L.P. 16-0ct-2020 17:57:04

months prior to the election

and the incumbent party lost. Today, the S&P 500 is up in the last 3 months, essentially pricing in a Trump

2 https://www.bbc.com/news/election-us-2016-37450661
3 www.strategas.com
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win. In general, the improving economic outlook — GDP forecast and job approval numbers, and a
strengthening dollar — are showing an incumbent party victory, as illustrated in the graph above.

Even so, these indicators can be suffering from a “base effect” distortion, in which they are coming off
such low levels because of the pandemic that they can only improve. A distorted economy in an atypical
environment could mean that better economic data does not necessarily equate to a Trump victory. In
fact, the Strategas Biden portfolio is outperforming the Trump portfolio. In 2016, this indicator accurately
predicted the election results.

However, Strategas also conducts a survey of investment professionals, where the majority, albeit by a
small margin, believe that President Trump will be reelected. RealClear Politics’ average of presidential
betting odds also shows a marked narrowing of the lead of Biden over President Trump in the past week
and a half, 61.9% to 38.6%, a spread of 23.3%. On October 11, their respective odds were 67.5% to 32.8%,
a spread half again as wide at 34.7%*. Because of this latest trend and the divergences explained
previously we actually believe, that the election could be closer than polls and betting markets are
currently suggesting.

3. IsaBlue Wave certain, as polls seem to indicate, and is this potential scenario currently priced in?

As can be seen in the first Yoss Upa

47 Democrats * Republicans 46

graph from the previous
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“blue wave”. This means
that Biden is expected to
win the presidency, while
Democrats are expected
to maintain control of
the House of
Representatives, and ol

regain control of the /////
Senate. It is almost ““ %

certain that Democrats
will retain the House,

which they won over in

the mid-term elections in DEMOCRATS REPUBLICANS
e
Leans loss cans oss.
2018 AS for the *Senators Angus King (I-ME) and Bernve Sanders (1VT) caucus with Democrats. 8 Pick-ups (AZ - CO) = BB Pick-ups (AL) =+
Current Senate: 47* Democrats | 53 Republicans

presidential election, as

4 https://www.realclearpolitics.com/
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explained in detail in the previous point, Biden’s chances appear to be slightly better than Trump’s, as we
believe that the election is much closer than suggested by polls and betting markets.

Concerning the Senate, polls are currently also pointing to Democrats regaining control. However, this
race is much tighter and difficult to predict than the other two. From the total 100 Senator seats, 35 are
up for election, with 23 being currently held by Republicans and 12 by Democrats. Based purely on
numbers, Republicans seem more vulnerable as they have almost double the seats open for election when
compared to Democrats. For example, Democrats are expected to retain eleven seats, losing only in
Alabama, where they had won special election in 2017. On the other hand, Republicans are expected to
lose seats in Arizona and Colorado, with several other Republican states tied.

As can be seen in the RealClear Politics map above, the race for control of the Senate is extremely close.
Based on the average of state polls, they predict that seven races are virtually tied (toss ups), with the
outcome of these elections deciding which party will control the Senate over the next couple of years.
Without these seven races, Democrats should have 47 seats and Republicans 46. Hence, for a “blue wave”
to materialize, Democrats would need to win at least three of the seven toss up races”.

Even as Democrats have centered their efforts in these states, such as registering people to vote and
outspending Republicans in political advertisements, it is important to acknowledge that most of the races
are in places that have traditionally voted Republican, such as Georgia and the Carolina’s. Democrats
would need a major upset to win in traditional Republican states. Some analysts have suggested that for
Democrats to pick up three or more seats, Biden would need to win by more than 5%, which is less than
what polls are currently anticipating. In our view, this argument is flawed, as it would suggest that a person
would vote for one party in the presidential race while voting for the other party in the Senate election,
which is actually what some recent reports seem to believe. Therefore, we strongly believe that a
Democrat “blue wave” is far from certain.

Historically, markets have usually performed better when there is a divided government. The recent
performance of equities would seem to suggest that market has not priced in the prospect of a Democratic
sweep, where Mr. Biden would be free to implement his agenda, without any pushback from Republicans.
As mentioned in the first point, a reelection of President Trump would seem better for the equity market,
taking into consideration the likelihood of tax hikes proposed by Biden. If a “blue wave” were to
materialize, we would naturally expect a correction of the equity market that prices in the reduction in
corporate earnings. Nonetheless, it would also enable Democrats to implement an aggressive fiscal
package, similar to the HEROES act approved by the House earlier in the year, which would put a floor to
any potential correction. Finally, some analysts believe that Biden could delay any proposed tax hikes until
the economy has recovered from the current recession. As a result, it is more likely that the market is in
a wait and see mode, expecting not only the result of the election, but also the underlying message in
case of a “blue wave”.

5 Assuming Biden wins the presidency, Democrats would only need 50 seats to have the majority as the Vice
President would have the deciding vote in any tie.
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4. What is the possible market reaction in the case of a Trump reelection?

Thus far, we have centered most of our analysis on the implications of a Biden presidency and a
democratic sweep. However, four years ago President Trump staged a huge upset by defeating Hillary
Clinton, who was expected to win the election based on poll numbers and betting markets. The story is
quite similar four years later, the Democratic nominee is ahead in the polls and President Trump is battling
for another major upset. In the second point, we have already discussed why the economy and the stock
market, amongst others, are sending a different message from what polls are showing, and the main
reasons we believe that the election is much closer than expected.

Several months ago, the market was uneasy about a Biden presidency, as the main point in his agenda
was repealing the tax cuts from the Trump administration. However, the market grew much more nervous
with the prospects of a contested election that would potentially drag the result to the Supreme Court,
for weeks or months, similar

5 0AS (A 5 ‘W‘ to what happened in the 2000
/J v\'\ " = election of Bush v. Gore. The

[.S&PSOOInde( - Last Price

widening in the polls in favor
2200 of Biden appears to be
welcomed by the market, as
the fears of a contested

k2150
election seem to have

dissipated. Furthermore, a

2100 . . L
huge fiscal stimulus bill in case
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2016 some of the damage of a
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potential increase in the tax
rate.

If history repeats itself, and President Trump stages a second major upset, the market would quickly need
to readjust its expectations. Four years ago, the market rallied significantly following the election as the
prospects of less regulation and a decrease in taxes came into light. From the beginning of November
2016 to the peak of December 2016, the market rallied by approximately 6% as illustrated in the graph
above. We believe that a similar performance could be in store in case of a win by Trump, as there would
not only be an increase in taxes, but also discussion of further tax reductions. There would also be a
continuation of corporate deregulation, which has been at the front of the Trump administration, and
would lead to additional gains in corporate earnings.

5. How should investors position their portfolios in anticipation of the election?

Regardless of what polls are showing, we believe that there is still a high degree of uncertainty regarding
the U.S. election. With this in mind, we believe that this is not the time to be implementing radical tactical
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changes to the portfolio based on expected election results. This is no different to what we have been
suggesting over the last few months. We remain constructive on the equity market, as we believe that
monetary and fiscal stimulus will continue to support the economic recovery going forward, despite the
recent slowdown. Even as stocks seem expensive and valuations looked stretched, they are relatively
attractive when compared to fixed income markets. For comparison purposes, the 10-year Treasury bond
is currently yielding 77 bps, while the implied equity risk premium has remained at around 4.75%.

In equities, we think that the rotation theme will continue to develop in the fourth quarter of 2020 and
2021. As the economic recovery carries on, investors should continue to shift from high-flying mega-cap
tech stocks to cyclical sectors such as financials and industrials. However, the economic recovery seems
to be losing momentum, which is the main reason why we do not advocate for an immediate switch of
the entire portfolio towards this theme. Furthermore, we continue to recommend a “bar-bell” portfolio
with exposure to cyclical stocks that can benefit from the economic recovery, and tech mega-cap stocks
that have acted as safe havens, and can still provide upside from the secular changes in consumption
dynamics.

In fixed income, sovereign and corporate bonds are still expensive as yields and spreads have collapsed
and remained at historical lows. Bonds are producing almost no income, and the recent rally is unlikely to
produce additional gains. Similar to what happened over the last decade, fixed income investors have
been pushed out of their zone of comfort in the search for yield. With this is mind, we continue to
advocate for high yielding strategies such as hybrids, perpetual and preferred securities, which are still
providing attractive income levels for investors, and better compensating them for the risks taken.

In conclusion, financial and economic indicators contradict political indicators (like polls and betting
markets), so we frankly do not feel comfortable in predicting a result. We feel that two weeks in this
election campaign is similar to the last 5 minutes in a basketball game: anything can happen. We think the
debate on October 22 and the potential effect of the Democratic Party’s position (or lack of) regarding
topics like court packing and Hunter Biden emails issue, could still affect the election results. Nevertheless,
we think it is very unlikely we will know the outcome of the election on the night of November 3, upsetting
investors’ hope and confidence in an uncontested outcome. As such, this could provoke increased hedging
activity and spike in volatility and the VIX in the days prior to Election Day.
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Important Disclosures and Disclaimers

This material is distributed for informational purposes only and intended solely for BigSur Wealth Management, LLC
(“BigSur” or the “Adviser”) clientele and or other parties to whom BigSur chooses to share such information. The
discussions and opinions in this document (or “report”) are intended for general informational purposes only and are
not intended to provide investment advice and there is no guarantee that the opinions expressed herein will be valid
beyond the date of this document. While taken from sources deemed to be accurate, BigSur makes no
representations regarding the accuracy of the information in this document and certain information is based on third-
party sources believed to be reliable but has not been independently verified and its accuracy or completeness cannot
be guaranteed. Any asset allocation proposals and/or sector recommendations described herein are based on
proprietary ratings and categorizations which involve varying levels of subjective analysis and interpretation.

This article is not intended to provide personal investment advice and it does not take into account the specific
investment objectives, financial situation, and the needs of any specific investor. Views regarding the economy,
securities markets or other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate
and may result in economic loss to the investor. Any strategies referenced BigSur believes may present opportunities
for appreciation over the subsequent time periods. BigSur closely monitors securities discussed and client portfolios
and may make changes when warranted as a result of evolving market conditions. There can be no assurance that
any investment strategies and/or performance included or referenced in the article will remain the same and
investment strategies, philosophies, and allocation are subject to change without prior notice. Any specific securities
or companies identified and described may or may not be held in portfolios managed by the Adviser and do not
represent all the securities purchased, sold, or recommended for advisory clients. The reader should not assume that
any investments in securities and/or sectors identified and discussed were or will be profitable. BigSur may change
its views on these securities at any time. There is no guarantee that, should market conditions repeat, these securities
will perform in the same way in the future.

This report may include forward-looking statements and all statements other than statements of historical fact are to
be considered forward-looking and subjective (including words such as “believe,” “estimate,” “anticipate,” “may,”
“will,” “should,” and “expect”). Although we believe that the expectations reflected in such forward-looking
statements are reasonable, we can provide no assurance that such expectations will prove to be correct. Many factors
including changing market conditions and global political and economic events could cause actual outcomes, results
or performance to differ materially from those discussed in such forward-looking statements. BigSur shall not be
responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly
disclaims any liability, including incidental or consequential damages, arising from any errors, omissions or misuse.
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This information is highly confidential and intended for review by the recipient only. The information should not be
disseminated or be made available for public use or to any other source without the express written authorization of
BigSur. Distribution of this document is prohibited in any jurisdiction where dissemination of such documents may
be unlawful. Please contact your investment adviser, accountant, and/or attorney for advice appropriate to your
specific situation. For complete disclosure information please go to: https://www.bigsurpartners.com/disclosures/
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