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Overview (1 of 2) What is the e¤ect of government spending on asset prices across political cycles? If any systematic di¤erences, why? Motivation: Presidential stock market puzzle: equity premium during Democratic years is 7% higher than during Republican years (Santa-Clara and Valkanov, 2003)



Partisan view of political cycles: party in presidency may a¤ect …rms’performance through di¤erent …scal/regulatory policies (Alesina, 1987)



Government spending ' 20% of GDP) non-negligible impact on …rms’ performance



Belo, Gala and Li ()
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Overview (2 of 2)



Empirical approach: Use a large sample of cross-sectional …rm level data and a novel measure of ex-ante industry exposure to government spending



Main …nding: Firms with high government exposure experience high stock returns and cash ‡ows during Democratic presidencies, but opposite pattern during Republican presidencies. Unconditionally: no di¤erence.



Belo, Gala and Li ()
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Data CRSP: …nancial market data CRSP/COMPUSTAT merged industrial annual …le: accounting data



Measuring Government Exposure Benchmark input-output (I-O) accounts from BEA (



every 5 years)



Gov variable: industry i exposure to the government sector: Govit =



Total Sales of industry i induced by Govt. at t Total Sales of industry i at t



(numerator accounts for both direct and indirect (downstream linkages) e¤ects) Empirical analysis from July 1955 (1st I-O table made public) to December 2009 (also look at 1929-2009 for robustness) - tradable investment strategy.



Belo, Gala and Li ()
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Characteristics of the Government Exposure Portfolios Summary statistics of …ve government exposure portfolios:



Portfolio Lo 2 3 4 Hi



# Industries 115 81 121 104 97



Gov (%) 1.51 4.81 9.17 14.74 29.58



Size 4.00 3.95 4.08 4.17 3.94



BM 0.86 0.85 0.79 0.77 0.71



About 100 di¤erent 3-SIC code industries in each Gov portfolio Highest Gov: defense related, but other industries as well Lowest Gov: closely related to private consumption



Belo, Gala and Li ()
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Returns of the Government Exposure Portfolios Portfolio



All Years



Lo 2 3 4 Hi Hi-Lo p-value



7.13 5.49 5.94 4.88 6.54 0.59 (0.75)



Dem Rep Dif Years Years Dem - Rep Sample Period: 1955-2009 8.72 6.14 2.58 7.83 4.03 3.80 9.94 3.45 6.49 10.17 1.58 8.59 14.86 1.36 13.50 6.14 4.78 10.92 (0.06) (0.02)



Dif p-value



(0.59) (0.42) (0.10) (0.05) (0.02) (0.01)



All years: no di¤erence across portfolios Dem: average returns increasing with Gov (Hi outperforms Lo by 6.14%) Rep: average returns decreasing with Gov (Hi underperforms Lo by 4.8%) Presidential puzzle concentrated in industries with high Gov (13.5% vs. 2.5%) Belo, Gala and Li ()
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Returns of High-Low Portfolio Across Presidencies



Belo, Gala and Li ()
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Extended Sample Analysis Robustness check: results for the 1929-2009 sample - add 7 presidencies



Portfolio Lo 2 3 4 Hi Hi-Lo p-value



All Years



Dem Rep Dif Dif Years Years Dem - Rep p-value Extended Sample Period: 1929-2009 7.26 10.71 3.72 6.99 (0.08) 7.12 12.20 1.89 10.32 (0.03) 6.84 12.30 1.22 11.09 (0.01) 6.94 13.57 0.11 13.46 (0.00) 8.32 17.04 0.66 17.70 (0.00) 1.06 6.33 4.38 10.71 (0.00) (0.54) (0.01) (0.07)



) Main result holds. Belo, Gala and Li ()
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Government Exposure and Geographical Location Average returns of double-sorted portfolios on Gov-exposure and geographical location (U.S. state)



Portfolio Lo 2 3 4 Hi Hi-Lo p-value



Low Federal Spend. States Dem Rep Dif Years Years Dem-Rep 8.16 5.98 2.18 7.49 4.04 3.45 9.36 3.78 5.58 9.13 2.52 6.60 14.08 4.38 9.71 5.92 1.60 7.52 (0.12) (0.48)



High Federal Spend. States Dem Rep Dif Years Years Dem-Rep 7.83 7.70 0.13 8.06 5.80 2.26 11.50 2.72 8.78 11.81 1.00 10.81 14.78 0.04 14.73 6.95 7.66 14.61 (0.03) (0.00)



) The government exposure e¤ect on stock returns is stronger in U.S. states that, on average, bene…t more from federal spending. ) Support hypothesis that the estimated e¤ect is driven by the government spending channel Belo, Gala and Li ()
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Government Exposure and Firm Characteristics Cross-sectional regressions of stock returns on …rm characteristics: Row 1 2 3



Size



B/M



Mom



Beta



0.07 (0.06) 0.07 (0.04)



0.13 (0.00) 0.13 (0.00)



1.00 (0.00) 1.00 (0.00)



0.34 (0.00) 0.34 (0.00)



Dem Gov 1.53 (0.01) 1.00 (0.02) 0.94 (0.03)



Rep Gov 0.71 (0.06) 0.58 (0.05) 0.63 (0.04)



Political Contrib



0.38 (0.00)



) Government exposure has information for future stock returns beyond the information contained in other …rm characteristics ) Economic magnitude of the e¤ect is large: (Row 3) a 11% " (' one S.D.) in Gov, " a …rm annual return by 1.3% in Dem years but # by 0.9% in Rep years Belo, Gala and Li ()
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Government Exposure and the Business Cycle Controlling for business cycle e¤ects. Test: Rite +1 = β0i Demt + β1i Rept + γi0 Xt + uit +1 , where Xt = Financial and macroeconomic variables (Def, Term, RF, DP, In‡ation,Unemployment, ∆ Industrial Production)



Dem Rep Dif



Low 12.26 (0.00) 3.84 (0.17) 8.43 (0.07)



Government Exposure Portfolios 2 3 4 High 10.52 11.59 13.14 18.67 (0.00) (0.00) (0.00) (0.00) 2.16 2.39 0.32 1.05 (0.44) (0.36) (0.91) (0.76) 8.37 9.20 13.46 19.72 (0.08) (0.04) (0.00) (0.00)



Hi -Lo 6.41 (0.05) 4.89 (0.02) 11.29 (0.00)



) Dif still increases almost monotonically with Gov ) Presidential cycle is not proxying for the business cycle Belo, Gala and Li ()
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Expected or Abnormal Returns?



Can the average returns of the government exposure portfolios be explained by (time-varying) exposure to standard risk factors?



Presidential cycle investment strategy (low turnover, infrequent rebalancing) Democratic years: Long high government exposure portfolio and short low Republican years: Long low government exposure portfolio and short high



Belo, Gala and Li ()
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Expected or Abnormal Returns? Abnormal Returns? Examine alpha from the following regression (Ferson and Harvey, 1999): 0



RtPol +1 = α + ∑ (b0 + b1 Zt )



Ri ,t +1 + et +1



i



Zt : instruments. Three alternative sets: α1 : Zt =[] α2 : Zt =[Def, Term, RF, DIV] (allow for time-variation) α3 : Zt =[Def, Term, RF, DIV, Dem] (allow for time- and political variation) Risk factors: CAPM: i =Market Fama-French (1993): i =Market, SMB, HML Carhart (1997): i =Market, SMB, HML, Momentum



Belo, Gala and Li ()
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Expected or Abnormal Returns? Abnormal Returns? Regression: 0



RtPol +1 = α + ∑ (b0 + b1 Zt )



Ri ,t +1 + et +1



i



Alphas between 3.3% (Carhart) and 6.9% (Fama-French)



) Exposure to standard risk factors does not fully explain the premium on the presidential cycle investment strategy Belo, Gala and Li ()
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Expected and Abnormal Returns within Presidencies Returns within the presidential term:



) Sharpe ratio, realized and abnormal returns more concentrated around 2nd and 3rd year when political uncertainty is likely to be lower. ) Returns build up gradually over the term of the presidency and tend to disappear towards its end. Belo, Gala and Li ()
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Understanding the Government Exposure Returns What is the link to economic fundamentals? Two hypothesis: Hypothesis 1 (cash ‡ow e¤ect): During Democratic presidencies, high government exposure …rms earn higher stock returns because government spending allocated to publicly traded …rms is higher under Democrats than under Republicans.



Hypothesis 2 (cash ‡ow volatility/uncertainty e¤ect): During Democratic presidencies, high government exposure …rms earn higher stock returns as compensation for the higher government spending uncertainty under Democrats than under Republicans.



)Hypothesis are motivated by the properties of aggregate government spending data: mean and volatility of ∆G higher during Democratic years (but sample speci…c)



Belo, Gala and Li ()
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Hypothesis 1: Cash Flow E¤ects Pro…tability model - Cross-sectional regressions: ROEit +1 = α0 Xit + α4 ROEit + α5 Govit



Demt + α6 Govit



it Xit : standard pro…tability predictors (1, V A , DDit and it



Row VA DD DB Dependent Variable: ROEt +1 1 3



0.01 (0.03)



0.00 (0.83)



0.37 (0.00)



Rept + εit +1 .



D it B it 1 ).



ROE



Gov Dem



Gov Rep



Di¤ Dem-Rep



0.50 (0.00)



0.04 (0.04) 0.04 (0.01)



0.08 (0.00) 0.04 (0.00)



0.12 (0.00) 0.08 (0.00)



Support for hypothesis 1 (cash ‡ow e¤ects): …rms with high government exposure have high (low) future pro…tability during Democratic (Republican) presidential terms. Belo, Gala and Li ()
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Hypothesis 1: Cash Flow E¤ects



Support for hypothesis 1 (cash ‡ow e¤ects): pattern of pro…tability mimics the pattern of average stock returns Belo, Gala and Li ()
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Hypothesis 2: Cash Flow Volatility E¤ects Use squared residuals (ε2it ) (volatility) from pro…tability model: ROEit +1 = α0 Xit + α4 ROEit + α5 Govit



Demt + α6 Govit



V it Xit : standard pro…tability predictors (1, A , DDit and it



Row VA DD DB ROE Dependent Variable: ε2it +1 4



Rept + εit +1 .



D it B it 1 )



Gov Dem



Gov Rep



Di¤ Dem-Rep



0.07 (0.05)



0.05 (0.00)



0.02 (0.47)



Weak support for hypothesis 2 (cash ‡ow volatility e¤ects): no negative relationship between government exposure and volatility of pro…tability during Republican presidential terms.



Belo, Gala and Li ()
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Discussion of the Empirical Findings Results suggest market under reaction to predictable variation in the e¤ect of government spending policies. Why? (i) Party in presidency is a noisy signal of government spending policies (ii) Even if it is an informative signal, its di¢ cult to identify and learn the systematic di¤erences given small sample size, correlation of government spending with the business cycle, and the relatively small number of presidencies. (iii) Even if it is possible to learn the systematic di¤erences in government spending policies, it may be di¢ cult to identify and learn the impact of the government spending on …rms’performance (e¤ect on public vs private …rms, degree of competition in industry, etc) (iv) Other explanations?



Belo, Gala and Li ()
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Conclusion (1 of 2) Firms with high government exposure have higher stock returns and cash ‡ows than …rms in industries with low exposure during Democratic presidencies, but the opposite pattern holds during Republican presidencies Pattern of stock returns across presidential terms is not explained by: (i) business cycle e¤ects; (ii) …rm characteristics; or (iii) time-varying exposure to standard risk factors Presidential stock market puzzle concentrated in industries with high exposure to government spending A political cycle investment strategy that exploits the presidential cycle predictability in the cross-section generates abnormal returns as large as 6.9 percent per annum



Belo, Gala and Li ()
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Conclusion (2 of 2)



Evidence suggests that government spending is a plausible mechanism through which the party in presidency a¤ect stock returns Results suggest market under reaction to predictable variation in the e¤ect of government spending policies Mispricing? Missing political risk factor? Need for asset pricing models with an explicit role for the government sector and political cycle e¤ects



Belo, Gala and Li ()
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ADDITIONAL SLIDES



Belo, Gala and Li ()
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Related Literature Fiscal policy/Political uncertainty and asset prices – Pastor and Veronesi (2011a, 2011b), Gomes, Michaelides and Polkovnichenko (2010), Croce, Kung and Schmid (2010), Tavares and Valkanov (2003, WP), Belo and Yu (2011, WP) Political connections and corporate policies/stock returns/economic activity – Cohen, Coval and Malloy (2010), Faccio (2006), Faccio and Parsley (2007), Faccio, Masukis, and McConnel (2006), Goldman, Rocholl and So (2009), Cooper, Gullen and Ovtchinikov (2010), Santa-Clara and Valkanov (2003), Boutchkova, Doshi, Durnev and Molchanov (2010) Political cycles and the economy – Surveys in Alesina, Roubini and Cohen (1997), Drazen (2000) E¤ect of government spending on economic activity – Barro (1981, 1987, 1990), Rotemberg and Woodford (1992), Blanchard and Peroti (2002), Ramey (2002), Ramey and Shapiro (1998), Ramey (2011), etc Firm/industry/demographic characteristics and the cross-section of stock returns – Firm: see Fama and French (2008) for references. Demographics: DellaVigna and Pollet (2007); Industry: Gomes, Kogan and Yogo (2009) Belo, Gala and Li ()
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Properties of the Government Exposure Measure



Moments of the cross-sectional distribution of Gov:



President All Republican Democratic



Firms 3406 3340 3511



Ret 10.6 7.7 15.3



Exposure to Government Spending Mean Std 10th 50th 90th 13.2 11.5 1.5 11.1 27.4 13.3 11.7 1.4 11.3 28.4 13.1 11.2 1.5 10.8 25.9



(%) Max 68.1 67.6 68.8



Cross-sectional distribution is stable across presidencies Mean of Gov is 13.2% ! most …nal demand in the U.S. economy is from the private sector



Belo, Gala and Li ()
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Government spending across presidencies Properties of government spending and aggregate output growth across presidencies:



Belo, Gala and Li ()
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Government Exposure and other Political Variables



Cross-sectional regressions of stock returns on …rms’characteristics:



Belo, Gala and Li ()
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Stock Prices around Elections Relative stock market price of the high (relative to low) government exposure portfolio around the four most contested elections in our sample:



Belo, Gala and Li ()
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Government Exposure and Pro…t Margins Cross-sectional regressions: Yit +1 = α0 + α0 Xit + α5 Govit



Demt + α6 Govit



Rept + εit +1 .



) Higher pro…t margins for high gov exposure …rms during Dem and lower during Rep ) Lower sales during Rep. Belo, Gala and Li ()
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