UNIVERSITY OF VAASA
FACULTY OF BUSINESS STUDIES
SCHOOL OF ACCOUNTING AND FINANCE

Juuso Nieminen
U.S. PRESIDENTIAL ELECTIONS & THE STOCK MARKET

Mastes Thesis
Masterds Degree Program

VAASA 2020






TABLE OF CONTENTS

LIST OF FIGURES

LIST OF TABLES

ABSTRACT

1. INTRODUCTION
1.1. Purpose of the thesis

1.2. Structure of the study and research hypotheses

2. POLITICAL RISK
2.1. U.S. Presienhtial Election System

2.2. Previous literature & empirical findings

3. EFFICIENT MARKET HYPOTHESIS

4. DATA AND METHODOLOGY
4.1. Event Study Methodology
4.2. Data

5. EMPIRICAL RESULTS
5.1. 2016 U.S. Presidential Elections
5.2. 2012 U.S. Presidential Elections
5.3. 2008 U.S. Presidential Elections
5.4. 2004 U.S. Presidential Elections
5.5. 2000 U.S. Presidential Elections

6. CONCLUSIONS

REFERENCES

page

12
13

14
15
17

27

33
33
41

42
42
49
53
56
60

63

65






LIST OF FIGURES page
Figure 1. Efficient vs inefficient market reaction. 31
Figure 2. Timeline of an event study. 35

Figure3. Daily abnormal returns around the 2016 U.S. Presidential Eledtoss«
major world stock indices. 45
Figure4. Daily abnormal returns around the 2016 U.S. Presidential Electldr&
Indices vs World Indices. 46
Figure5. Daily abnormal returns around the 2016 U.S. Presidential Ele¢tidhsee
U.S. industry indies. 47
Figure6. VIX Index around the 2016. U.S. presidential elections. 48
Figure7. Daily abnormal returns around the 2012 U.S. Presidential Electldr&
Indices vs World Indices. 50
Figure 8. Daily abnormal returns around the 2012 U.S. Presideitadtions for six
major world stock indices. 51
Figure9. Daily abnormal returns around the 201.S. Presidential ElectiorisThree
U.S. industry indices. 53
Figurel0. Daily abnormal returns around the(81J.S. Presidential Elections for six
major world stock indices. 55
Figurell Daily abnormal returns around the 2008 U.S. Presidential Electldr&
Indices vs World Indices. 56
Figure12. Daily abnormal returns around the 2004 U.S. Presidential Ehsctld.S.
Indices vs World Indices. 57
Figurel3. Daily abnormal returns around the 2004 U.S. Presidential Elections for six
major world stock indices. 59
Figurel4. Daily abnormal returns around the 2000 U.S. Presidential Elections for six

major world stak indices. 61






LIST OF TABLES

Table 1. Abnormal returns and cumulative abnormal returns for six major world indices
around the 2016 U.S. Presidential Elections. 42
Table 2. Abnormal returns and cumulative abnormal returns of threeduStry indices
around the 2016 U.S. Presidential Elections. 46
Table3. Abnormal returns and cumulative abnormal returns for six major world indices
around the 2@ U.S. Presidential Elections. 49
Table4. Abnormal returns and cumulative abnormal retwfrthiree US industry indices
around the 20aU.S. Presidential Elections. 52
Table5. Abnormal returns and cumulative abnormal returns for six major world indices
around the 208 U.S. Presidential Elections. 53
Table6. Abnormal returns andumulative abnormal returns for six major world indices
around the 204 U.S. Presidential Elections. 56
Table7. Abnormal returns and cumulative abnormal returns for six major world indices
around the 200 U.S. Presidential Elections. 60






UNIVERSITY OF VAASA
Faculty of Business Studies

Author Juuso Nieminen

Topic of the Thesis: U.S. PresidentiaElections& the Stock Market

Name of the Supervisor Anupam Dutta

Degree: Masterof Science in Economics and Business
Administration

Department: School of Accounting and Finance

Masterodos Programmvasterods Degree Programme |
Year of Entering the University: 2014
Year of Completing the Thesis: 2020 Pages:70

ABSTRACT

An extensive body oliteratureindicates that political uncertainty has an impact on the

price and riskiness of financial assets. Countries with a stable political field offer
companies a more predictable and reliable working environment. In developed countries,
presidential electionare one of the most influential political eventimited States is the

worl dos | argest economy and the office of
many other developed countries. Therefore, it is intuitively plausible that U.S.
presidential elg@ns could affect the stock markets as welievious literature has

focused on three main types of election effects: the $bort effecs, the election cycle

effect over the four years of the U.S presidential mandate, and the party effect, whether

i tafRepublican oa Democrat candidate who wins the election.

The purpose of this thesis is to examine the sieonh effectsthat the U.S. gesidential
elections have on the stock mark&he data consists of daily price data from six major
world indicesand five presidential elections from 2000 to 2016. A special focus is on the
2016 elections. To examine the stock market reaction to the elections, an event study
methodology is employedlhe abnormal returns from the first trading day after the
election esult was announced are examined, along with tloregerevent windows to

better grasp the stock market reactions to the elections.

The results indicate that U.S. presidential elections have atshmrimpact on the stock
markets, both in terms of retvs and market volatility. This effect seems to be larger and
clearer for U.S. markets than foreign markets. U.S. indices also behave very similarly,
suggesting that diversifying across domestic markets will not protect investors from
domestic political gks. Certain industries, however, are impacted differently. In
particular industries that are sensitive to regulations and government policies are
impacted moref-urthermorethese types of industries seem to prefer Republican winners
over Democratic onesThe results for international markets are more mixed. Overall,
European markets seem to follow their U.S. counterparts more closely than Asian
markets. In some cases, Asian indices egghibited opposite reactions than U.S.
marketsin the light of thes results, investors should consider political electamustheir
effects on assetgshen making investment decisions.

KEYWORDS: U.S. Presidential Elections, Stock Market, Political Risk, Event
Study, Efficient Markets






1. INTRODUCTION

Previous literature indicates that political uncertainty has an impact on both the returns
and risk levels of financial assets (see Pantzalis et al. 200@.ehkonen & Heimonen
2015, Bekaert & Hodrick 2018: 68&)7). This is also intuitively plausibleecause a

stable and predictable working environment is essential for thebeielty of companies.

According to Wisniewski (2016), since the end of the 20th century, an increasing amount
of academicave started to study the influence political eventsgovernment actions

have on stock marketrice fluctuations. This relatively recent body of interdisciplinary
research connects the fields of political science and finance. It examines the impact
various topics, such as political uncertainty, politicammation of incumbents in office,

as well as political elections, have on stock market returns. Schwert (1989) observed that
financial and economic factofail to fully explainstock price volatility. Considerinidis,
numerous scholatsave started téocuson political uncertainty as a potential cause for
largepricemovements. Political uncertainty is positively related with political risk, which

leads to unstable and unpredictable economic and social environment.

Political risk is generally defineaks the risk of government actions negatively affecting a
companyos cash fl ows (Bekaert & Hodri ck
presidential elections, are considered as one of the most influential political events (Hung
2013). In the United Stateshe importance of presidential elections is ewveare
pronounced, due to the status of the U.S.
biggest economy, and their global influence in terms of economy, military matters and
many others, is immense (fMR018). In addition, the office of the president wields more

power and influence in the U.S. than presidents in many other countries, making the
presidential elections even more impactful. Therefore, it is important for investors to
understand how presideal elections affect the value of their investments, i.e. the stock

market.

Many empirical studiedhave focused on researching the correlation between U.S

presidential elections and domestic and international stock market movements. Existing

2
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literature demonstrate the existence of three main effects that elections have on stock
market prices. The first one is a positive, stterin impact, also known as thell-run

effect. It generally happens within a few weeks around the Election date. The second one,
the election cycle, is ayears recurring pattern in stock price fluctuations that coincides
with the U.S presidential mandate. Lastly, the party effeptim es t hat t he 1 nc
party, whether they are Republican or Democrat, might also impact the stock markets.

In addition to demonstrating the existence of a relationship between presidential elections
and stock market fluctuations, academics havesilsdied the reasons behind(kung

2013.) According to available research, presidential elections induce three recurring
phenomena: predictable macroeconomic policies, widely shared investors sentiment and
fluctuating market uncertainty. They likely allay a part in explaining why presidential

elections affect stock market prices.

Even though an extensive part of the existing literature focuses on the impact the U.S
presidential elections have on domestic stock markets, some researchers have directed
their attention on the impact U.fresidential elections might also have on foreign stock
markets. While there is some documentation to support the ability of the U.S presidential
election cycle to forecast international stock returns, there seem tadled evidence

to confirm the existence of a party or bulh election effect in international cases (see
e.g.Hung 2013).

The purpose of this paper is to investigate the effects of U.S. presidential elections on the

stock market. The aim is to dat@newhetherthe outcome of the elections affects stock
marketreturns and the magnitude and nature of that impact, if there isAospecial

focus is placed on the 2016 elections due tpdtticularnaturedonal d Trumpds el
as the 45th Presideaf the United States on November 8, 2016, was remarkable in many

ways. His presidential campaign officially started a year and a half before, on June 16,

2015 at the Trump Tower, the Trur@pr g a n i headquactersdis New York City. In
hisfirstcampagn r al | vy, he announced his official
America Great Againo, as well as highlighte
offshoring of American jobs and the U.S national debt. At that point, Ladbrokes Coral, a
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British betting company, offered 150/1 odds of Donald Trump being elected President of
the UnitedStategbbc.co.uk 2016)

On August 21, 2015, the Federal Election Commission revealed that Donald Trump was
the only major Republican who did not yet have a super PAC backing his candidacy.
Political Action Committees (PACs) are organizations formed to privately raise money
for apolitical campaign in order to influence the election. Super PACs can raise unlimited
contributions to finance independent expenditures, such as a website or advertisements in
favour of a clearly identified candidate. However, they cannot donate direxctly t
candi dat e 0fsc.gav)abvgn ghoughnon Au@gust 6, during the first Republican
primary debate on Fox News, Trump mentioned the possibility of apantg candidacy,

he eventually pledged allegiance to the Republican Party in SeptembefcB0Tom

2015).

Seventeemajor candidates entered the 2016 Republican Party presidential primaries and
caucuses, taking place between th@flFebruary and the'7of June 2016. On May 3,
Donald Trump was declared the Republican presumptive nominee.\0h9Jwduring

the Republican National Convention, Donald Trump and the Indiana Governor Mike
Pence were officially announced as the Republican presidential angregdential
candidates. However, with 44.9% of the popular primary vote, Trump had tlestlow

percentage for a major party candidate since the 1988 Demaocratic prirfamesom.)

Three presidential debates between Donald Trump and the Democratic candidate Hillary

Clinton took place on September 26, October 9 and October 19, 2016. Thedijrsetul

at New Yorkoés Hof st r-watchéd debate inshe US/hjstorwavith t he r
over 84 million viewers. Many polls took pl
opinion on who had won it. The large majority of polls, if not all ointhgointed at

Hillary Clinton as the winner of the three 2016 presidential debates. On October 24,

Trump received his first and only endorsement from a major newspaper, The Las Vegas
ReviewJournal while many usually Republiciganing papers, such as THeuston

Chronicle, The Dallas Morning News or The Arizona Republic, endorsed Clinton.
(bbc.com, 2016.)
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And yet, on November 8, 2016, Trump won the Electoral College and became the 45th
President of the US. In addition to winning traditional RepublicateSt&uch as Texas,
Indiana, Oklahoma and Tennessee, Donald Trump succeeded in traditional swing states
such as Florida and Ohio. Furthermore, he became the first Republican to win the
Democratic States of Pennsylvania, Michigan and Wisconsin since the. 19i#ary

Clinton, despite winning the popular vote by more than railion votes lost the
electiongbbc.com) Themedia, the polls, the forecasts and even the betting markets had
failed to predict the results of the 2016 US Presidential elecfidresefore,it is not
surprising that the event came ashackfor the financial markets as well.

1.1.Purpose of the thesis

The purpose of this thesis isdetermine if US. presidential elections have an impact on

the stock market. More specifically, the aim is to investigate how the presidential
elections affecboth domestic, i.eU.S. and foreign stock market indicesThe indices
examined are the&&”500index NASDAQ Composite Dow Jones Industrial Average,
EURGCSTOXX 50, Hang Seng and Nikkei 252ock index.The elections examined are

the 2016, 2012, 2008, 2004 and 2000 presidential elections. A special focus is placed on
the 2016 elections because they are the most recent and because they were somewhat
particula by nature. For the 201&hd 2012lections, the potential impact on individual
industries is alsetatisticallyexamined.

This study focuses mainly on the shtmtm impacts of the elections. In order to do this,

an event study methodology is employ€&lis is explained in detail later in chapter four.
Previous literature is also discussed and analyzed. Previous findings are then compared
to the findings of this thesis to see if the latest elections differed from previous ones in

any way.
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1.2. Structure othe studyand research hypothess

The structure of the study is as follows. Chapter two introduces different political risk
factors and the U.S. Presidential election systemvious empirical findings aralso
introduced, analyzed and compared to see poltical risk and presidential elections
affect the stock market. Chapttree introducesand discusses the efficient market
hypothesis (EHM), which is crucial to the methodology used in this thesis, i.e. the event
study methodology. Chapter fopresents data and methodology that are used in this
study.The event study methodologyd the rationale behindig also discussed in detail.

In chapter five, empirical findingbBom the 200e2016 U.S. presidential electioase
presented and analyzedhd&pter six concludeand presents potential implications for

investors.

The aim of the study is to setetherU.S. presidential elections have a sktertm impact
on both domestic and foreign stock mark&teerefore, thenainresearch question of this
thesis isDo United Statepresidential elections have an impact on the stock market?

This potential effect is measured with abnormal retantscumulative abnormal returns
(CARSs). In addition, the political party of the election winner might affectdinection
and magnitude of the potential market reactidohus, the following hypothes are
derived:

H1: There areabnormal returns around or following U.S. presidential elections.

H2: Stockmarkets react differently to Republican and Democratection winners.

H3: The reaction to U.S. Presidential elections is different across domestic and foreign

markets.

H4: Industriesthat are sensitive toayernment potiiesand regulatios react positively

to Republican election winneasmd negatively to Democratic winners
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2. POLITICAL RISK

Political risk factors include the risk of expropriation, contract repudiation, currency
exchange controls and laws that prevent companies from tramgféveir earnings out

of the host country. Taxes, regulation, corruption, civil strife and wars are also political
risks. Changes in these factors affect the working environment of companies and therefore
their returns. Different political risk factors eamore prominent in developed and
developing countries. In developed countries, legislation concerning taxes, regulation,
tariffs and similar issues are something investors have to worry about whereas in
developing and more politically unstable countriesrenserious issues have to be
consideredLehkonen & Heimonen 2015; Bekaert & Hodrick 2018: ®03) In this

paper, the focus is on the U.S., which is consideszihe of the most politically stable

countries in the world.

Quantifying political risk is challenging, although events related to political risk can be
easily observedaker, Bloom, and Davis (2013) created an economic policy uncertainty
index based on three main components. The first one is the number of nmagstido
newspaper articles about policy uncertainty. The second is forgone earnings from
expiring tax code provisian A general definition of forgone revenue is the difference
betweenrealizedearnings and potential earnings that could have been obtairtbd i
absence of fees, expense or lost time. The last component of the economic policy
uncertainty index is the level of disagreement among specialists about future levels of
government expenditure and inflation§skr and Veronesi (2013)nd a positive
correlation between this index and both realized and implied volatilitheob& P500

index

Anotherwidely used method is theolitical Risk ServicesRR9 Gr oup6s | CRG Rat
System. PRS Group provides on a monthly basis the International Countr(s sk

(ICRG), along with the Political Risk Yearbook and other data sets. The ICRG ratings

can be split up into financial, economic and political risk components and their
subcomponentsThe thirteen political risk attributes include, for example, corompt

external conflicts and the role of military in politidhese components allow assessing
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political risk on a relative basis. (Lehkonen & Heimonen 2015: 84; Bekaert & Hodrick
2018: 623.)

2.1.U.S. Presidential Election System

In the United States, presidex elections take place every four years. The Election Day

is held on thdirst Tuesday after the first Monday in Novemb&he election process

starts with caucuses and primary elections. States use these two methods to choose a
potential presidentialaminee. Caucuses are local gatherings where voters vote for a
particular candidate at the end of the meeting. Primaries use generally secret ballots for
voting. Next in the process are nominating conventions where political parties each select
a nominee tainite behind. During the convention, a vice presidential running mate is also
announced by each presidential nominee. The candidates then campaign across the
country to explain their plans and opinions to voters and take part in debates with
candidates fion other partiefUSA.gov)

Unlike in other elections in the U.S., the president and vice president are not elected
directly by the people (using a popular vote). Instead, the presidents are chosen by electors
through a process called tBkectoral College. The idea behind using electors comes from
the Constitution. The founders of the United States saw the Electoral College as a

compromise between a popular vote and electing the president in Co(id&Asov)

Including Washington, D.6.s t hree el ectors, there are 53
of electors each state gets is determined according to how many members of Congress
(including House and Senate) the state has. The political parties of each state choose their

own potential edctors. When, how and who is chosen to be an elector varies by state. All

votes that are casted for a presidential candidate go to avstigtéally. In 48 states and
Washington, D.C., the winner receives all electoral votes for that state. This meaans tha

the electors of the winnerds party get to v
use a proportional system called the Congressional District Method to choose their
electors. A presidential candidate then needs a minimum of 270 electora(motes

than half) to win the presidential election. The electors are not obligated by the
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Constitution to vote according to the popular vote of the people that they represent.
However, electors wusually f @SAgw. their peop

It is possible to win the Electoral College but lose the popular vote. In other words, it is
possible that a candidate wins a combination of states and reaches the needed 270 electors
without actually receiving the majority of votes across the country. fdsshappened

five times, most recently in 2016 when Donald Trump was chosen as the President of the

United States(lUSA.go\). This also shows that the latest elections were very tight.

There are nowadays two major political parties in the United StheBemocratic and

the Republican. The modeday Democratic Party was founded in 1828 by supporters of
Andrew Jackson, the seventtSJPresident, who held office from 1829 to 1837. It is the
oldest continuing party in the United States. During tHecE@itury, the Party supported
state sovereignty and limited government, as well as sla{danyda Berry & Goldman
2010: 276) Contrarily, the Republican Party, also known as the Grand Old Party (GOP),
was established in 1854 partly to fight against theaesion of slavery in the United
States. Traditionally, the GOP supported industries such as banks and railroads and it was
in favor of both protectionism through high tariffs and the gold standard. Following the
election of Abraham Lincoln in 1860 as thérst Republican President, the party
dominated the L$. political scene for more than 70 years, playing a major part in the
Union victory in the American Civil War (1861865) and the resulting abolition of
slavery (Gould 2012 1849)

The core beliefsfdooth the Democratic and Republican Parties have evolved since their

early days. However, their main values and focuses remain different and are often
expressed in opposition with each otherds.
pay, job creatio, education, universal healthcare and clean energy. According to their

of ficial website, i D e mdogathartthan we aré onew ewnt hat v
T that this country succeeds when everyone gets a fair shot, everyone does their fair share,
andeveryone plays by the same rules. o0 The De
build an economy that lifts up all Americans, not just the ones who are at the top. They
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have been an advocate for topics such as civil rights, social sestnitfer gun laws
trade unionst n d w0 me nM@emocrats.grdy.S.DiplomatiaViission to Germayy).

On the other handhe Republicasunderline individual rights, safety and reducing the
government sdé i1 nvolvement | icial RepublrdnePary af f ai
agenda includes empowering individuals, Mnge
keepingUnited States safe at home astdong abroad, securing borders, protecting all

human life, preserving constitutional rights, cutting taaled upholding the principles

and values that have made America great. The Republicans also openly express their
critical opinion about their rivathe Democratic Partyn their website, the Republicans

state that @Al n cont r asembracing sddialians and pushmg c r at s
radical, farl e f t policies, webre fighting to keep

(GOP.gov; U.S. Diplomatic Mission to Germany).

In a few words, ie Democratic Party igsually considered to be more liberahile
Republicars are seen amore conservative. Democrats generb#iieve that government

has an obligation tprovide social ane&conomicprogramsfor those who need them.
Republicans are not necessarily opposed to such programs but believe they are too costly
to taxpayers. Republicans put more emphasisupportingprivate enterprisein the

belief that a strongrivate sector makes citizens less dependent on the government. They
consider selfegulated markets and individual achievements as the main drifers o
economic prosperity. Therefore, the traditional belief is that the markets prefer

republicans. (USA.gov; U.S. Diplomatic Mission to Germany)

2.2.Previouditerature & empirical findings

a. Political risk and stock markets

Changes in government policies, l aws and r
operational environment and investment returns, thus affettingr vakigs and the
stock marketsOne type of political event thabsigrave consequences on the economy

and market sentiment is wars and armed cosflieir example, Deger and Smith (1983)
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demonstrated thagubstantialmilitary expenditure hinders investment and economic
growth, both in OECD and emerging markets. Furttee, Rigobon and Sack (2005)
empirically study the impact the most recent war in IradjdraU.S. stock markes The

results show that investors preferred safer or more liquid alternatives and moved away

from risky assets because of the war risk, causiogk market prices to decline.

Terrorist attacks also hawesevere impaabn stock markets, even though thagnitude

of price fluctuations varies across different industries. Carter and Simkins (2004)
illustrate in their empirical study that the aidis industry is especially sensitive to acts

of terror, in particular around the World Trade Center attack on September 11, 2001. In
addition to fatg flight bans afterwards, airlines also suffered from significant decrease

in air travel because of thaahg psychological effects the attack hadpewple In their
comprehensive empirical study, Chesney, Reshetar and Karaman (2011) measure the
impact of terrorism on markéehaviourby considering terrorist events that happened in

25 countries over 11 yearThe authors confirm that imsunce companiesnd airlines are

the most negatively impacted industries, while banking is the sector least sensitive to

terrorist attacks.

Lastly, other events that can lead to major political change and, thus, imppdtihg

of stocks, are coup do6®tats, revolutions
political leader. An interesting event supporting this argument is what happened in the
U.S. on April 23, 2013. The official Twitter account of Associatedds, the biggest not
for-profit American news agency, was hacked. A hoax tweet was released, mentioning
President Obama being injured due to two explosions at the White House. According to
Zamansky (2013)he U.S. stock markets plummeted in consequenicthis tweet.For
examplethe Dow Jones index declined by about 150 pointsaciothl of $136 billion in

stock market capitalizatiomanishedpefore quickly rebounding once Associated Press
explained the situatiorfWisniewski 2016: 20).

Low political risk in a country means lower uncertainty for organisations and investors,
due to a more stable and predictable economic environment. Lehkonen & Heimonen

(2015) examine the effects of political risk on emerging stock markets. They use
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annualized panel datbor 49 emerging markets between 26@2 and find that
decreases in political risk lead to higher returns. Lehkonen et al. also find that political
risk begins to decline after a certain threshold level of democracy. (Lehkonen &
Heimonen 2015: 77).

Eledions, especially for top offices, are a major political event for every country. Their
results give investors valuable information about the macroeconomic and societal policies
that are likely to be implemented by the election winner during the comimg. yeaa

result, one may expect elections to have a significant impact on stock markets. Pantzalis,
Stangeland & Turtle (2000) examine the behaviour of stock market indices around
political election dates across 33 countries between-19%98. Using an eve study
methodology, the authors find a positive and significant market reaction during the two
week period preceding the elections. Only elections for top offices in each country are
considered, i.e. presidential and/or parliamentary elections. (Pargzali. 2000: 1575,
1601).

The positive stock market reaction i s show
economic, political and press freedom, and a function of the success of the incumbent in

being reelected and the timing of the election. The positive effect is founel strongest

(largest CARS) in lesBee countries when incumbents lose the elections. Pantzalis et al.

(2000) find strong positive abnormal returns leading up to the elections especially in less

free countries when the opposition wins, and in electiorisatieacalled early and lost by

the incumbent government. The results of Pe
(1988) uncertain information hypothesis (UIH). (Pantzalis et al. 2000: 1575, 1601).

Brown, Harlow and Tinic (1988) develop the uncertaformation hypothesis in order

to explain the reaction of rational, riskerse investors in response to the appearance of
unexpected information. The UIH model relies on three main assumptions: the first one
is that investors usually set stock pribeore they know the full consequences of a major
financial event. The second one is that after there is news of a startling financial event,
both the risk and expected returns of the concerned firms systematically increase.

Whether the surprising eventfeavorable or unfavorable, stock prices are immediately
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set below their conditional anticipated values by -Bskrse investors. Once the
uncertainty about the final outcome is eventually resolved, ensuing price changes are on
average positive. The lastsasnption is that price movements will be larger after negative
news than positive news. The authors empirically study overtininesancevents, both
market wide and firm specific, to test the uncertain information hypothesis. The results
are consistent wh the uncertain information hypothesis and confirm that the market

reacts efficiently to uncertain and imperfect informati@rown et al. 1989

b. Electiors & U.S stock markets

The USA, in addition to being considered as one of the most politi¢alljescountries

in the worl d, is also the worldds | argest
2019, as well as tHargest recipient of foreign direct investments, with an inflow of USD

251.8 billion in 2018 (UNCTAD 201212. The prominent statusf the United States

in international trade explains why a taftresearch examines the effect U.S presidential
elections have on both domestic and international stock markets.

Previous literature has focused on three main types of election effestisothierm bulk
run effect, the election cycle effect over the four years of the U.S presidential mandate,
and the party effect, whet her itds a Repukl

election.

Focusing on the party effedtjederhoffer, Gibbs & Bubck (1970) examine whether the
traditional Wall Street view that the market prefers Republicans is accurate. If the market
does prefer Republicans, there should be a general feeling of ebullience on the days
following a Republican victory. This hypothesisns out to be true. The market rose the

day following the Presidential election on eight of the nine occasions that a Republican
has won. However, the authors find no systematic differences in the performance of the
market during Republican and Demoaadministrations, except that during the third
year of Democratic administrations the market performs significantly better than during

the third year of Republican administrations. Thus, there appears to be reriong
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pattern in market movements whickould justify Wall Street's Republican bias.
(Niederhoffer et al. 1970).

In addition, Sant&lara & Vakanov (2003) also investigate the relationship between
presidential elections and the stock market. Contrary to traditional believes, the authors
find that the excess return in the stock market over the-thogeh Treasury bill is higher

under Democratic predencies than under Republican terms; nine percent for the value
weighted CRSP portfolio and 16 percent for the egueaghted portfolio. This difference

in returns is greater for small firms than for companies with a large market capitalization.
Furthermoe, SanteClara et al. find no evidence of large excess returns around the actual
election dates. The difference in excess returns is found to accumulate homogeneously
throughout the presidential term. (Saftiara et al. 2003: 1841, 184870.)

According to SantaClara et al. (2003), businesgcle variables related to expected
returns cannot explain the observed difference in returns. There is also no difference
regarding the riskiness of the stock market between presidential terms that could justify
sucha risk premium. Therefore, the difference in returns throughout the presidential cycle
is, according to the authors, still a puzzle. (S&itra et al. 2003: 1841, 184870.)

More generally, and without focusing on any specific winning party, Wong &léés

(2009) show in their research paper the existence efearpresidential election cycle

in U.S. stock prices. Empirically, the U.S. stock market closely followed the Presidency
timeline of the ten administrations in place between 1965 and 2008, Rresident
Lyndon Johnson to President George W. Bush. Stock prices decreased during the first
half of the presidential mandates, reaching their lowest level during the second year. They
raised again in the second half, hitting a peak during the thi@uath year. This trend

was particularly visible during Republican administrations, suggesting that Republican
Party may be more inclined to policy manipulation in order to win tede@ion process.

The two authors point out that this cyclical behaviouhe US stock market represents

an opportunity for investors to potentially benefit from this anomaly. Similar to Santa
Clara & Vakanov (2003), Wong & McAleer (2009) find that bullish runs in the U.S.
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stock market tend to take place during Democratitniaistrations rather than
Republican. (Wong & McAleer 2009: 3267, 323376.)

Nordhaus (1975) was the first to develop the political business cycle model, according to

which incumbents try to induce economic prosperity through expansionary policies just

before the elections in order to gain popularity. The main assumption behind this theory

is that politicians must deal with a trad&# between unemployment and inflation.
Expansionary policies, which aim at reducurg mp| oy ment and aittract
will result in significant inflation pressure in the pestection period. Restrictive
measurearethenneededn order to curb inflation and are likely to result in recessionary
trends. To summari ze, according to Nordhau

begins with austerity and ends with abundance and excesses (Wisniewski&016

Al 1l vi ne aiaB0) €éaniine iwhether the political business cycle theory is
reflected in the distribution of U.S stock market returns. According to the authors, since
1960, US. macroeconomic policies have coincided with the election cycle described by
Nordhaus and theack market has been mirroring Ruring the first two years of the
terms, equitieseem taffer notablylow returns compared to the second half of the term.
Their spectral analysidemonstratethe existence of a 2068eek recurringcycle, which

could ofer lucrative trading opportunities for investors who manage to time their
investments in line with this patter@Allvine et al. 1980; Wisniewski 2016: 18.)

In addition, Huang (1985) notes that the annualized return difference between the two
halvesof U.S. presidential terms is over 24% during the 19880 period. Both Hensel

& Ziemba (1995) and Gartn& Wellershoff (1995) observe that the political cycle
impactsfirms with small and large capitalization alike, under both Democratic and
Republican gowaments.

However, Stovall (1992) and later BoaghBooth (2003) argue that the political cycle
mi ght be generated by investorsod senti ment
policies. According to the authors, theSUstock market reflects the dsmtion and

frustration that is likely to result during the first half of the US presidential term from
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broken election campaign promises. On the contrary, as the term comes to an end and
new elections arrive, the market is filled with optimism and hoaiicipation of good
outcomes(Booth & Booth 2003131-132, 154155.)

In addition to predictable macroeconomic pegand market sentiment, elections also
bring new information to investors. Before the elections, investors can only guess who
will be in charge of deciding and implementing future policies in the medéum.
Therefore,election dates and the shderm periods around them are correlated with
increased public uncertainty, as the U.S president for the next four years is about to be
electedHowever, as the Election Day approaches, the probability of a specific candidate
winning might increase, thus giving the markets more information about the
macroeconomic policies likely to be on the agenda during the next presidential mandate.
According to Wisniewski (2016%tock market volatility can nevertheless increase in the
short run because of an election surprise. Some investors, startled by unexpected results,
adapt their portfolios after the Election day in light of the changes inekgectations.

This behavior partly explains the buiin effect, increasing shetérm stock price

fluctuations after the elections (Wisniewski 2018).

Building on previous research that demonstrates a strong correlation between political
election gcles and periods of great public uncertainty, John W. Goodell and Sami
Vahamaa (2013) examine the impact this eleetoluced uncertainty has on stock
market volatility. The authors study the correlation between five US presidsdatabns
between 199 and 2008 and stock market volatility by regressing monthly percentage
variations in implied volatility on changes in the likelihood of success of the presidential
candidate that eventually wins the elections, as a measure of election uncertainty. They
utilize the VIX index to measure stock market uncertainty and monthly data from the
lowa Electronic Markets (IEMs) presidential contracts to measure election uncertainty.
In essence, IEM presidential contracts are future contracts whose payoffs are based on
the election outcome, whether the winning candidate is Democratic or Republican. As a
result, the market price of these contracts can be considered as a solid indication of the
mar ket 6s consensus about the probanmal ity o
2013: 11081109, 1111,1116).
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The empirical results of Goodell & Vahamaa (2013) demonstrate that US presidential
elections create market anxiety and impact stock market volatility. More particularly, they
reveal a positive correlation between the irglvolatility of the S&P 500 index and the
election probability of the winning candidate, even after controlling for variations in the
overall election uncertainty. In other words, their study shows that stock market
uncertainty increases as the publicdiraes more certain about the presidential election
outcome and investors develop and reconsider their expectations about future
macroeconomic policy. Consequently, these findings also strongly support the political
uncertainty hypothesis, stating that imf@tion about the probability of a specific election
winner mirrors information about future macroeconomic policy. (Goodell & Vahamaa
2013: 11081109, 1111,1116.)

Specific events that represent inconsistencies in the usual election process also have a
shat-term impact in the domestic stock market. For example, the U.S. Presidential
Election of 2000 had a distinctive element compared to all the previous ones. For the first
time in the U.S. modern history, it took more than five weeks for a winner toadiffici
emerge. U.S citizens went to the polls on November 7, 2000, to elect their 43th President.
While the final results would normally be announced by the end of the following day the

|l at est, George W. Bush didndét dahieersgpme as a
year. Based on previous research proving a correlation between U.S. presidential
elections and stock market performance, as well as on existing literature indicating that
onetime occurrences affect financial markets, Nippami Medlin (2002examine the

effect that the late declaration of the U.S. Presidential Election winner had on the stock
markets at the end of 2000.

Nippaniet al.(2002)use a conventionaltest to study the impact of this unique event on

three most popular stock marketn d i c e s : Standard and Poor 6s
Jones Industrials Average (DJI) and the NASDAQ Composite Index. In addition, the
authors also conduct a multiple regression analysis that controls for interest rate
movements. The empirical results of itheesearch demonstrate a significant initial
negative reaction from the stock markets to the late election results. The market reacted

negatively to the delay, but only in the very short term, more exactly during the first four
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trading days after the elgan. As a result, this study also supports the efficient market
hypothesis, explained later this paper, as the market already adjusted for the unique
event by the end of the first event window studied by the authors, from November 8th to
November 13th2000. Nippani& Medlin 2002:162-163, 168)

c. International markets

As explained in this chapter, there is an extensive body of literature that studies and
demonstrates the impact U.S presidential elections have on their domestic stock market.
However, the U.S is a powerful global player, whose influence plays a noticeable part in
shaping the course of world events. As a result, research has also been undertaken to study

the impact U.S presidential elections might have on foreign stock markets.

Foerster & Schmitz (1997) examine the international pervasiveness and importance of
the previously discovered foyear U.S. election cycle. The authors find that the election
cycle is an important factor in forecasting not only American, but also intemabstock
returns. In all 18 countries that are examined over the period of 1957 to 1996, returns in
year two are lower than any of the other years, being negative in most countries. In
addition, the authors find that the U.S. dollar depreciates mgeairtwo of the election
cycle. (Foerster & Schmitz 1997: 1,-2B).

According to Foerster et al. (1997), the U.S. election cycle variable may be capturing
some form of international and U.S. market sentiment, and if that is the case, the election
cycle may be an important nediversifiable political factor in determining international
conditional expected stock returns. In this case, it could be beneficial for investors to
avoid holding international equity investments in the second year of the U.Sorelect
cycle. This type of investment strategy might dominate thedmabhold alternative.
(Foerster & Schmitz 1997: 1, 213).

More recently, Hung (2013) focuses on the U.S. Presidential elections and the Taiwanese

stock market. The author uses monthlyktmarket returns to measure the election cycle
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effect. To measure the bullin effect, Hung (2013) calculates abnormal returns using the
eventstudy method.

Hung (2013) finds that it is hard to say whether the U.S. election cycle affects the
Taiwaneseteck market from an analysis of the Taiwanese stock market in the aftermath
of U.S. presidential elections. The author also finds that U.S. presidential elections have
no bulklrun election effect on the Taiwanese stock market. According to the CARs
calculded for the eleven event windows of each election, three of the five significant
CARs were negative, which means the Taiwanese stock market has no consistent reaction
to the results of U.S. presidential elections. A doull effect usually refers to posié
reactions of the stock market in the event windows of elections. However, most studies
that support this hypothesis examine only the relationship between domestic elections and
the domestic market. The r e srunetetion éffecHu n g o s
might not exist in an international case. Lastly, the author finds no evidence to support a
party effect in themonthly returns in accordance with a particular U.S. presidential
election between 1980 and 2008. (Hung 2p13
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3. EFFICIENT MARKET HY POTHESIS

The event study methodology suits our research objective because of its ability to identify
abnormal changes in asset prices. This is because it is based on the overall assessment of
a huge number of investors, analysts and other partiegubkly proces all available

i nformation to asses each i n004851)dual compan

The event study methodologyaksely linked to thefficient market hypothes(&EHM),
introduced by Eugene Fama (1970). The EMH is a financial theory whigestsgthat
securities markets are extremely efficient in incorporating all available information in
assetpriceand, therefore, stocks always trade at
impossible for investors to find undervalued stocks orssetlks for inflated prices, even

with tools such as technical analysis of fundamental analysis. The efficient market
hypothesis was originally introduced by Eugene Fama in 1970, and it has since been one
of the cornerstones of modern finance theory. (FE978: 383384; 413414.) However,

the EMH has also received a fair share of criticism and a substantial body of contradicting
empirical evidence exists. For example, investors such as Warren Buffet have managed
to consistently beat the market for extendedods of time, which should not be possible

according to the EMH.

Fama (1970) introduces three sufficient conditions for capital market efficiency. The first
one is the absence of transaction costs in trading securities. The second condition is total
information symmetry, meaning that market participants can access all available
information free of charge. Lastly, market participants agree on the implications currently
available information has on the current and future price of assetsch a casehé

price of a security would perfectly reflect all information available. In the real world,
however, there are both transaction costs and information asymmetries. Luckily, the
aforementioned conditions are sufficient but not necessary for market efficidhen
limited, transaction costs, information asymmetry and disagreement among market
participants do not automatically imply market inefficiency, even though they are
potential sources of it. For example, transaction costs might reduce the flow of

transctions. However, it does not mean that prices of the transactions that take place do
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not fully reflect available information. Similarly, capital markets may still be efficient
despite some level of information asymmetry, as long as a sufficient numbeestors

can freely access information. Disagreements between investors regarding the
implications of available information do not necessarily imply market inefficiency either,
expect if there are investors who can consistently interpret available atfombetter

than what is implied in market pric§sama 1970: 38388.)

The efficient market hypothesis can be divi
categorization of empi - bc ab -strangf eosnimoT haensde f
Ast Aomgno. -TomeEMM suggksts that all past informatiae.all the data of

past pricesis priced into securities. Therefore, no form of technical analysis can be used

to help investors make investment decisions based on historical patterns efofrtbe

weakform EMH is believed, fundamental analysis could be used to discover undervalued

or overvalued stocks. With fundamental analysis, one tries to find the intrinsic value of a
security by analysing various aspects that could have an impdbeoralue, such as

financial factors (e.g. company balance sheet and profit & loss statement),
macroeconomic factors and microeconomic factors. The goal is then to buy undervalued

stocks and sell (or short sell) overvalued stocks to gain higher profitstieamarket

average. (Fama 1970, Ziliotto 8erati2015: 414417.)

Semistrongform EMF, on the other hand, is based on the belief that all publicly available
information, both historical and current, is already incorporated into asset prices. Any
new irformation that arises is also immediately priced into securities. Therefore, neither
technical nor fundamental analysis can be utilized to gain higher returns. According to
the semistrong EMF, only information that is not available to the public (i.adéns
information) can give investors and advantage on the market. (Fama 1970, Ziliotto &
Serati2015: 414417.)

Lastly, the strondorm EMF states that all information, both publicly available and
private, is incorporated into asset prices. Thus, nodfpgormation or analysis can give
investors an advantage on the market. (Fama 1970.) If the strong form is believed, active

stock investing would be a waste of time and resources, and investors were better off
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simply investing in the market index (e.dl'lEs). However, there are multiple anomalies
that the EMH cannot explain, and even contradict the theory.

In their paper, Ziliotto and Serati (2015) list famrportantmarketanomalies The first

one is theompamil és séfzfee ccthd ,r ea cuar onrsd iomg stnma | wh
shares are consistently higher than equilibrium returns due to liquidity issues. The second
anomaly i s cal |l e desdalttedemodstrates that yhe gemefaleselling
pressure is particularlyighin December ewy year, before getting back to normal levels

in January, because of investtosking for tax savings. The third effect challenging
market efficiency is an excessive volatility in the short term. Market pigceHo react
excessively to external shocks, including macroeconomic announcements and corporate
news. Despite quick readjustmentieaf/ards, this overeaction is incompatible with the
original definition of market efficiency. The last remark is about mean reversion: even
after substantial fluctuations, market prices tencet@rtto theirlong-term equilibrium

values. This contradis thebehavior hypothesized by thendom walktheory: (Ziliotto

& Serati2015:416.)

According to Fama (1970), tewgumentbehindthe BMF, i.e. that in efficient markets

prices fully reflect all available informatiors so generalized that it has moglications

which couldbe empirically tested. To make the model testattie, price formation

process needs to be specified mexactly It is also necessary to define more precisely

what i s meant by t hénhispaper, Eama (I propdsésuhtee y r e f |
differenttypes ofmodels to empirically test market efficiendyirst, the expected return

or fAfair gamed model s. Secondly, the submart

model.

Regarding the fair game models, Fafh@70)argues thatost of the available work on
capital market efficiency assumes ttia conditions of market equilibrium can be stated

in terms ofexpected returns. According to Fa(d&@70) the expected return of a security

is a function of itsown fi r i, ankl ¢hat different theoriegary mainly in how risk is
defined However, all models that fall under the class of expected return theories, can be

described with the following notation:
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(1) Ong sk p Oig sk 1

whereE is the expected valugperatorp is the price of security j at timeB,; is the

price at t+1 and);, is the oneperiod percentage return which can be calculérad
S 3 is a general symbol representing whatever information is assumed to be

fully reflected in the price at time t. The tildes indicate that andD are raadom

variables at t.

Fama (1970) illustrates the relationship between expected and realized returns with the

following notations:
2) o, g Olg B
3) O B =0

Wheredd denotes the excess return of security j at t+1. Equation (3) states that the
sequencéy i s a pure Afair game o ,imeaningghatghect t o
expected return of every fplayero ions zer o.

regarding information.

Next, Fama (1970) introduces tBabbmartingale Model

(4) Onp B n

According to Fama, the price sequenge for security j follows a sumartingale in
respect tathe information sequencg . This means that the expected value of next
per i od advkich s bdsed®n availableformation is equal to or greater than the
current price The submartingale modelhas one important empirical implication

concerning the EMH, which is that based only on informatgon it is not possible to
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gain greater expected returns by mechanical trading rules compared to-guedinaoyd
strategy over the future period in quest (Fama 1970: 386.)

Lastly, Fama introduces the Random Walk Model. In early research, the argument that
currentsecurityprices fully reflect all available information was assumed to indicate that
successive price changes are independent. It was sdsmad thatonsecutive price
changes are identically distributed. Together, these two hypotheses constitute the random

walk model. The same can be noted as follows:

(5) Qg B Qi

This equation states that the conditional amarginal probability distributions of an
independent random variable are identical. Also, the density function f must be same for
all t. Fama (1970) argues that the random walk model is essentially an extension of the
more general expected return or fasmge model, the random walk model including a

more detailed expression regarding the economic environment.

Cumulativereturn

» Time

Figure 1. Efficient vs inefficient market reactiofafter Knupfer & Puttonen
2014: 166.)

Figureli | l ustrat es a mar kmoudcementeraeweent.ilmoefficiento a
markets, the news is incorporated accuraaly without delaycausing the security price
to jump immediately to the #fArightothd evel
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new information is absorbed into secuniyces with a delay and it takes time to reach
the right price level. (Knipfer & Puttonen 2014: 166.)
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4. DATA AND METHODOLOGY

An event study is a methodology which can be used to measure the relationship between
an event that has an impact on securitiesthadeturns of those securities. The event
study methodology focuses on identifying abnormal returns on securities around a
specific event. This event can be for example a regulatory change, a natural disaster, or
in our case, presidential elections. létmarkets react favourably to an event, positive
abnormal returns can be expected around the event date. If the market reaction is negative,
on the other hand, negative abnormal returns can be expected. Therefore, when stock
market indices are analysedpab r ma | returns provide a way
specific sector 60s) (Chena&Siems®004:88529 1 f fer ent

4.1.Event Study Methodology

To examine the market 6s reaction to US Pr

methodology.The event study methodology is a widely used statistical approach to
market based empirical research in accounting and finance. The main purpose of this type
of studies is to analyse the behaviour of security prices around the time of aorement
information announcement. The event study approach has been used to examine a large
variety of different events, such as announcements of annual earnings, large block trades,

corporate mergers, political events and terrorist attacks. (Bowman3&R362)

The event study methodology has its roots in studies conducted by Ball & Brown (1968)
and Fama, Fisher, Jensen & Roll (1969). Ball & Brown examined the reaction of security
prices to the unanticipated component of annual earnings announcententsutfiors
found that the security prices already reflected approximately 85 fre@@ntof the

information contained in the annual earnings report before the announcement date. These

ev

e

results were initially regarded as concerning, but it later becaraerclet hat t he mar

fairly accurate earnings estimates were a result of utilizing various sources such as interim

earnings reports and other publicly available information. Therefore, annual accounting
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earnings reports semtanerely to revise previous @siates. Ball & Brown 1968: ;
Bowman 1983561-562)

The term event can be interpreted rather broadly. Early research was mainly focused on
announcements as events. Usually those announcements were coming from companies
directly, such as earnings annoumests or stock splits. However, later studies have also
examined announcements from outside the companies, such as regulatory changes or
announcements from an accounting standard body, as well as other types of more general
Ahappeni ngs 0, sasters terrodssattacks or politecdl eledtiofse body

of event study literature, both in terms of specific technique choices available and
different topics that have been covered, is extensive. However, the basic structure of event
studies is relatiely straightforward. Ints simplest form, an event study includes the

following five steps. (Bowman 198361-563)

1. Identifying and specifying thevent of interest
2. Modelling the ®curity price reaction

3. Estimatingthe abnormal returns

4. Organking and gouping the abnormal returns
5. Analysingtheresults

The first step irconductinganevent study is talefinethe evehof interestandidentify

the event windover windows The event windowefers to theperiod of timeover which

the security prices of the companiesindices involved in the studyre examinedThe
event windowgenerally consists of at least the event day #ral day after the
announcementhis allows the researcherdaptureprice effects of announcements that
take place after the stock markégs closedon the announcement day practice,
however,the event window is usually expanded to multiple daysseveral event
windows are choserenabling closer examination of periods surrounding the event.
(MacKinlay 1997: 3-15.)
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Estimation window Estimation window Event window Event date Event window Post-event window Post-event window
starting date ending date starting date ending date starting date ending date
\%/_/ L S %/_/
g
Estimation window: Event window: Post-event window:
Sometimes also called the control The event date represents a significant market event, The post-event window is used to
period, the estimation window is considered as the point of interest. The event window investigate the longer-term impact of
used to determine the normal often includes a few trading days before the actual the event. It can extend from one
behavior of the stock’s return within event in order to examine anticipation or leakage of month to several years, depending
a market or industry index. information. It also commonly extends at least one or on relevancy and the event itself.
often some days after the announcement to examine
how well the markets absorbed the new information.

Figure 2. Timelineof an event studyafterBenninga 2014332.)

Even though it is somewhat wbus, identifying the events acrucial stepin several
ways.Firstly, the choice of an evedetermineshepossible hypotheselsat can beéested
in a meaningful waylt is also important to agdewhetheroneinvestigates the impact of
a single event oatype of event (e.gone presidential election or presidential elections
overall. Generally speakingg study of an event typgields more robust results than
study of a single eventhis is becausestudy of & individualevent can more easily be
influenced by cofounding evenes;rors inascertaining the timing of the eveartd other
exogenous factordVhen investigating a type of everihe sample size is largand
distributed between differestlendar timesTherefore, when the target thfe study is a
single event, it is important to controlrf@ofounding events and othexxogenous
influences(Bowman 1983563564, MacKinlay 1997:13-15.)

The next stepfteridentifying and defining the event and event windsto estimatehte
security price reaction to the eveanrtd crete research hypothes In some caseghe
price reactioris expected tdein the same direction for all companist are studied.
For example,one could hypothesize ah companies which announce a decrease in
dividendswill face negative security price reactiofrs.another possiblecenario one
might expectall studied companiet react in the same directiomthout making a
predictionregardingwhatthe directionmight be For exampleit could be hypotasized
that all bidder companies in a merger willdd&cted similarly by the announcement of
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the merger mposa) but the data wilindicate the direction of the effe¢Bowman 1983:
565.)

In many studies, howevermne expectshe direction of the reaction to vary between
different companies and the direction to be determined by the information relevat to t
event. Therefore, a model is created to divide companies into expected negative and
positive price reactions. According to Bowman (1983), it can be analytically

hypothesized that:

(6) oQshh 0Q =

where 'Q is the measure of excess returns for company i in time perdad the

expectations model arnd describes information from for firm i attime t.

The third stepn conducting an event studyteschoose¢he methodhat is usedo estimate
the excess returnsalso known as abnormal returrisr the companies, portfolios or
indices that are examined. There are sewgpabns available. The most common ones
can becategorized as unadjusted or mean adjusted reandsisk adjusted returns
models.(Bowman 1983: 567.)

Thefirst categorywas developed and commonly used in research before risk adjustment
procedures became availabWith the unadjusted approach, one simply defines the
realized return as the excess retofrthe securitythus assuming that the expect return is
zero.The mean adjustedpproachon the other handlefines the expected return of a
security as the mean of its past returns geenepredefinederiod.The abnormal return

is then calculated byeducting the expected return from the realized return. Both of these
methodsappearrather simplisticcompared to more detailed and complex methods that
have been developed maecently. However, Brown & Warner (1980) foutitht the

mean adjusted returmseasure, despite being computationally much simpler, was very
robust and even outperformed the more elaborate methods under many conditions. Even
nowadays, the mean adjusted returns method is a valid tool in many event studies.
(Bowman 1983: 567.)
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The seond category is the risk adjusted returns approach. The most famous of these is
the Capital Asset Pricing Model (CAPM)ased on which most of the other methods in
this group have beedeveloped. The CAR, introducedby Sharpe (1964), Lintner
(1965a and 965b) and Mossin (1966), B model that can be used to determine the
theoretical pricdi.e. the expected returnf an asset. The CAPM formula is as follows:

(7) of i [ Oi i

whereOi is the expected return of asset iis the riskfree rate of returri, is the beta

of asset i(firm-specific risk measuregnd’O 1 is the expected return of the market

portfolio.

The most commonly used risk adjusted approach is the market, miieh is basically
a regression of the firmés stock returns at

modelcan bellustratedas follows:

(8) [

wherei is the return of stock i on day t and the market return on day t. Coefficients
| andf are estimated by running an ordinary least square (OLS) regression over the
estimation window. (Benninga 2014: 3334.)

When choosing the market and/or industry indices used in the study, it isamtptort

make sure that the data is available. Generally speaking, a market index should be a broad

based value weighted index or a float weighted index. The industry index, on the other

hand, should be corresponding and relevant for the firm that is Henligd (Benninga

2014: 333334.) Since the abnormal retwwhan asset defined as the difference between

the assetbds realized return and its expecte
that:

(9) 8Y 1 | T
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whereo 'Y is the abnormal return for asset i at time t,is the realized return of asset i
at time t and| T i's the return pjrfkdidmdrketdetulny t he &
The abnormal returns during the event window are then interpreted as a measure of the

event 6s i mpact on the value of the security

Another popular risk adjustment methodology is tiwe-factor model. This model is
similar to the market model, but in ation to using market returns, the tvfactor model
also utilizes industry retur nisthatwmefacta mput i ng
model, the assetods expected return is calclL
against both markeand industry returns during the estimation winddvkis can be

illustrated with the following notation:

(10) LI B i Th I A

wherei is the return of stock i on dayit, the market return on dayandi R

the industry return (e.g. an industry index) on dagaefficients| , T j and

T h are estimated by running an ordinary least square (OLS) regression over the

estimationwindow. The industry returns are included in the model to take into account
industry-specific information in addition to the marketde data(Benninga 2014: 333

334; 351) Other models that include even more factors exist as well, but according to
MacKinlay (1997), the benefits of using such multifactor models are limited and the

reduction in the variance of the abnormal returrsnall

When the abnormal returns have been caladiditese returns need to beganizedand

grouped A researcher may want to, for example, group companies into portaises!
on the expected security price reaction which was discussed in step taddition,

individual abnormal returns need to be aggregated over the exedow. The most
common methodbr this is to calculatéhe Cumulative Abnormal Retus{CARS). This

is an arithmetigprocedure the formula is displayed later (formula 18owman: 569

570.)
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Thelast step in conducting an event study is analysing and interpretifigdimgs. After

the abnormal returns or cumulative abnormal returns have been computed, the null
hypothesis (i.e. that the event had no effect on the asset prices) must bétesteling

to Bowman (1983), it might be sufficient or even necessary in some cases to simply use
descriptive statistics. However, without the use of statistical tests, the sample size needs
to be large and the abnormal returns substantial.

Several nonparan statistical tests have been used in past literature, including the sign
test, the Wilcoxon matchegohirs signedanks test, the binomial test, the Kolmogorov
Smimov onesample test and the MasWhitney U test. The choice depends on the data
used andhe setting of the research in general. Parametric measures have also been
employed in event studies, even though there are some potential issues retetetintg

the necessary assumptiofis; example excess returns being independently distributed
(see eg. Bowman 1983 for further information). Howev@&rown & Warner (1980)

found that itests on data that was transformed to approximate identically and

independently distributed returns yielded promising results. (Bowman 19837370

The goal of this gper is to examine how capital markets, especially stock markets, react

to U.S. presidential elections. In order to do,this event study methodology applied

tosever al maj or indices from the U.S., Euro
effecton both domestic and world market® measure the abnormal performance of the

indices selected for this study, the excess returns approach, described by Brown and
Warner (1985)is followed This approach was also described and used by Chen & Siems

(2009 to study the impact of terrorist attacks on capital marRéts.goal igo measure

the index returns following the elections and then examine how those returns differ from

past averages. This allows to statistically test the significance of the etetdigtock

markets.

For each index, daily abnormal retuai® computean the event dagypreceding days

and the following days

(11) 120 Yo ©
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(12) oY plgnB YO

Where AR is the abnormal return at time t, R is the actual return at éinteE(R) is the
expected return based on the estimation per®t0(-11). For each day, the expected
return (formulal2) is subtracted from the actual returns. To estimate the expected return,
a 2@M-day estimation period from t-210to t =-11 is usedleaving a 1&day gap between

the estimation period and the event day t =TBis is to prevent election induced

uncertainty from affecting the expected returns.

Threeevent windows are examined-2=to +2 t=+5 and t=+10. Thérst event window

is meanto capture both prelection behaviour as well as the initial market reaction,

two longer event windows are also examined in order to see how quickly and well the
markets digested the news. In some casesertiergence of new information reduces
uncetainty and thus, market volatility, whereas in other cdlsesmarkets struggle to
ascertain the impact of this new information, causing the uncertainty to persist even after
the news. Forall three event windows, cumulative abnormal returns (CARS) are

conmputed:

(13) #12 B 8

Where# ! 2is the sum of all abnormal returns from the beginning of an event window

T1until dayt in the window.The CARs are presented in chapter five.
As mentioned, the null hypothesis is that there arealmoormal returnsaround or

following the dections Therefore, the aim is to teshH# | 2 1t The test statistic for

this is computed as follows:

(14) O —xo

This test statistic follows a t distribution with2.degrees of freedom. Y “Y and

S.E. is calculated as the standard deviations of ARs during the event wihdbezt-
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statistic values are statistically significaitsuggestshatU.S. presidential elections are
perceived as an influential event and that theyesgutainstock market pricenovements
during the observation peri@oundthe elections. This method was also described and
utilized by Chien & Siems (2004T.he abnormal retusharound the elections are also

presented graphically to illustrate market movements around the elections.

4.2.Data

For this study, daily price data from S&P5@w Jones Industrial Average, NASDAQ
Composite, EUROSTOXX 50, Nikkei 225 andHang Sengndices are used. Daily
observations allow to compute cumulative abnormal returns (CARS) for the selected
event windows. In this studyJ.S. presidentiaklections from 2000 to 2016 are studied

A special focus is placed on tlhetest presidential elections. Thishecause the 2016
elections when Donald Trump was elected as the President of the United States were very
tight and somewhatontroversial ananight therefore reveal some interesting findings
about how global markets reacted to the outcorhe. elections fsm 2000 to 201@re
selected because the era of digitalisation, social media and the internet in general, might
have an impact on how investors react to political events, such as presidential elections.
In addition, more recent elections have been stugiesi than the once that took place
longer agoLastly, previous literature is analysed and compared to the results of this study
in order tosee how markets have reacted to the elections in the past, and if there is a

difference between the digital era gmévious elections.

In addition, three different industries are examined around the 2016 elections. These
industries are aerospace & defence, financial services and healthcare. These industries
werechosen because it is hypothesized that the party of the president and the policies that
come with it have an especially stroeffecton these industries. The hypothesis is that

these three industries would preRgpublicans, duetotiRe pu b | | cshahitsgar t y 6
posing less regulatiento companies. Aerospace & defence, financial services and

healthcare are all industrieghich are sensitive to government policies and regulation.



5. EMPIRICAL RESULTS

The empirical findings of the study are presentedaradysedn this chapter. First, the

results from the 2016 U.S. presidential elections are presented. The focus is in major stock

indices namelythe S&P 500, Dow Jones Industrial Average, NASDAQ Composite,
EUROSTOXX 50, Nikkei 225 and Hang Seng indigesloser look to certain industries

thatmight beespecially affected by the election result is then takearesults for U.S.

presidential elections from 2000 to 2012 are then presented and diseissgesll

Moreover the findings of this study are coamed to previous findings.

5.1.2016 U.S. Presidential Elections

Table 1. Abnormal returns and cumulative abnormal retdansix major world indices
around the 2016 U.S. Presidential Electidrtse event date is011.2016.

Eventday T=-2t0+2
Indices/Markets 6-day CAR 11-day CAR
AR CAR
S&P 500 1.05 3.46+** 1.41xx* 2.4+
(0.85) (0.83 (0.47) (0.42)
Dow Jones Industrial  1.34 4.97** 2.5+ 3.45%**
(0.82) (0.67) (0.60) (0.48)
NASDAQ Composite  1.04 3.38** 1.54** 2.82**
(1.03) (2.02 (0.7) (0.60
EURO STOXX 50 1.08 2.50%** 0.07 0.25
(1.51) (0.88) (0.63) (057
Hang Seng Index -2.23* -0.74 -3.08** -1.57
(1.24) (2.47) (12.35 (1.14)
Nikkei 225 -5.48x** 2.89 413 6.88***
(1.75) (3.84) (3.52 (2.6)

Standard errors are parentheses

**x % and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively.
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Table 1 presents the abnormal returns for six major world indices on their first trading
day after the result of th2016 elections was known, which was th& 6f November
2016. In addition, the cumulative abnormal returns (CARSs) foifthe2 to +2,6-day

and 11day event windows following the"®f Novemberare presented. Figure 3 shows

the daily abnormal returns ovéére window from T=-10 to T=+10.

Two observations can be made right away. Firstly, all U.S. indices lokbamgewhat

similarly around the 2016 elections. TB&P 500, Dow Jones and Nasdaqg indices all
experienced positive abnormal returns on thest trading day after the election results

were publishedFurthermore, all three U.S. indices experiensedisticallysignificant

positive CARs oveall threeevent windowdall at the 1% level expect NasdaePay

CAR at the 5% level)These findinggmply that the 2016 elections had a significant short

term i mpact on the U.S. stock markets, and
victory as positive newsThese results alseesonate withVi s n i e (@GLE) thedry

about the impact unexpected attral results can have on stock market volatility. As
explained previously, Donald Trumpds vVvictor
the media, the general public and the markets. As a result, investors may have adapted
their portfolios the daydilowing the results announcement, thus participating in the
observed bufrun effect.

Secondly,world stock marketsseened to have mixed reactions to the elections. The
EUROSTOXX 50 indexexhibitedan initial positive reaction on the event dape T=2

to +2 event window CAR was also positive and statistically significant at the 1% level.
However, the CARs foboth 6 and 1dday event windowsvere close to zercand
statistically insignificant This could imply that European stock marketgacted
positively to theelection resultor that European markets simply followed the same trend
as U.S. markets didThe Asian markets had mixed reactions as well. The Hang Seng
Index experienced negative abnormal nesion the event dagndthroughout all three
event windowsHowever, only theventday AR was statistically significant at the 10%
level and the6-day CAR at the 5% level. The Hang Seng index exhibited large
fluctuations both before and after the electioAfter the-2.23% AR on the event day,

the Hang Seng had1a82% positive AR the day after andh41 AR the day after that.
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Therefore, it is hard to draw conclusions about the potential effects the elections had on
the Hang Seng index. Nikkei 225 indatso experienced largestatistically significant
negative abnormal return on the event dayg% AR). However, thd=-2 to +2 and-

day CARs were both positive and statistically insignificihe 12day CAR was positive

and statistically significanat the 1% levelAfter the initial big drop, the Nikkei 225
bounced right back the day after with 8% positive AR.

Overall, the evidence indicates that Asian markets had a negative initial reaction, but it
did not persist for longlherefore, drawingny definiteconclusions regarding the world
stock market reaction to the 2016 elections would be diffidliis is consistent with
previous literature and research. While some academ&saged talemonstrate the
international pervasiveness of thgdas U.S. electionycle (seee.g.Foerster & Schmitz

1997), Hung (2013) concludgéis research with a lack of evidence supporting the
existence of either a party effect or a bulh effect on international stock markets.
Similarly, these results are too ambiguous to determine a specific correlation between U.S
presidential election sellts and shoiterm stock markeperformancen international

cases.
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Indices vs World Indices.

Since the traditional view is that the Republicans allow markets to operate more freely
and tend to impose less regulations and restrictions to companies than the Democrats,
different industries might react ftkrently to the presidential elections. To test this
hypothesis, three industry indices are examined around the 2016 elections. These
industries are aerospace & defence, healthcare and financial services. The hypothesis is
that since all these industrigeoretically benefit from less regulation, they should prefer

a Republican victory.

Table 2. Abnormal returns and cumulative abnormal returns of three US industry indices
around the 2016 U.S. Presidential Elections. The event date is 09.11.2016.
Eventday T= -21t0 +2

Indices/Markets 6-day CAR 1l-day CAR
AR CAR
Aerospace & Defense 4.85** 9.84*** 8.10+** 10.08***
(1.03) (1.60) (1.80) (1.46)
Healthcare 3.44x** 6.31*** 3.11** 1.99
(0.99) (1.63) (1.50) (1.30)
Financial Services 3.98 9.68*** 7.84* * 9.26***
(2.22) (1.69) (2.05 (1.63

Standard errors are in parentheses
*xx +x and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively.
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Table 2 presents the abnormal returnsakmospace & defence, healthcare and financial
services sectorsn their first trading day after the electio@®ARsfor the T =-2 to +2,

6-day and liday event windows aralso presented. Figur® illustratesthe daily
abnormal returngor these industriesver the window from T =10 to T = +10.The

results show that all three industry indices exkibgtatistically significanstrong gains

on their first trading day after the elections. The aerosfagefense index had a 4.85%
abnormal return, health@indexa 3.44% AR and the financial services index a 3.98%
AR. In addition, both aerospace & defense and financial services indices experienced
statistically significant positive CARs throughout all three event windows at the 1%
significance levelHealtlcare industry also had a strong positive initial reaction, and the

T =-2 to +2 and &lay CARs are positive and statistically significant as well (at the 1%
and 5% levels, respectfully). All in all, the results strongly suggest that government policy
and egulationsensitive industries such as aerospace & defense, healthcare and financial
services were impacted by the 2016 election result and that these industries saw Donald

Trumpdés victory as a positive surprise.

Aerospace & Defence - 2016 Healthcare - 2016 Elections
Elections 4

Figure 5. Daily abnormal returns arourttie 2016 U.S. Presidential Electiong hree
U.S. industry indices.
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Figure 6. VIX Index around the 2016. U.S. presidential elections.

As Figure6illustrates, market uncertainty (the VIX index is a common measure of market
uncertainty) increased substiafly prior to the Election Day. However, when the election
result was published, market uncertainty decreased sharply and even went below the

levels 10 days before the elections.

This is consistent with the empirical results of Goodell & Vaa#(@013) who studied

the correlation between the U.S presidential elections and stock market volatility between
1992 and 2008. They demonstrated that stock market uncertainty increases as the Election
Day approaches. Investors, who become more certain abolgttiereresults, develop
expectations about future macroeconomic policies and adapt their portfolio accordingly.

The VIX Index mirrors this behaviour around the 2016 U.S. presidential elections as well.
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5.2.2012 U.S. Presidential Elections

Table 3. Abnormal returns and cumulative abnormal returns for six major world indices
around the 2012 U.S. Presidential Elections. The event date is 07.11.2012.
Eventday T= -21t0 +2

Indices/Markets 6-day CAR 1l-day CAR
AR CAR
S&P 500 -2.46%** -2.74** -5.58** -3.27%**
(0.80) (1.16) (0.90) (1.08)
Dow Jones Industrial ~ -2.43*** -2.32** -5.44** -3.53***
(0.73) (1.16) (0.86) (1.00)
NASDAQ Composite  -2.57%** -2.92** -5.99x* * -3.53**
(0.95) (1.23) (0.99 (1.17
EURO STOXX 50 -2.31* -2.88*** -2.76%** -1.09
(1.39) (1.06) (0.95 (1.23
Hang Seng Index 0.62 -3.76*** -2.81** -2.84***
(1.09) (1.02) (1.23 (1.14)
Nikkei 225 -0.06 -3.45%** -3.07*** 2.39**
(1.03) (0.52) (0.57 (1.15

Standard errors are in parentheses

*xx *x and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively.

Table 3 presents the abnormal returns for six major world indices on their first trading
day after the2012elections, which was th&" of November 202. In addition, theCARs

for the T =-2 to +2, 6day and 14day event windows following thg" of Novenber are
presented. Figur® illustratesthe daily abnormal returns over the window from 116

to T = +10.

All three U.S. indices experienced a relatively laagd statistically significamegative
abnormal returmat the 1% levebn their first tradinglay after the2012elections (around
-2.5% per indey. The CARs were also negative and statistically significant throughout

all three event windowgt the 5% level for T2 to +2 and 1% level for theday and
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11-day event windowsAll three U.S. indice examined behaved very similarly in terms

of abnormal returns, which can be seen from figur&@herefore, diversifying across
different U.S. indices did not seem to offer any advantages around the 2012 elections.
These findings suggest thaie 2012elections had a significant shaerm effect on the
U.S. stock markets, and that Barack Obamaos
for investors. However, it should be noted tHating the timethe markets were also
worried about thepproach othe so-called fiscal cliff which would potentially have
massive implications on government spending and taxation. The markets anticipated that
the democratic victory might mean bigger tax increases and more cuts in defense budgets
and other government esmpditure. This most likely played a big role in the market drops
that were seen after it became clear that Obama and the Democrats would rule the white
house foranother four yeard his resonates with previous literatuneboththe political
business cyle theory and market sentiment around presidential elections. Markets were
expecting restrictive macroeconomic policies to take place duringottiecoming
Democratic mandate, thus resulting in negative abnormal returns in domestic stock

market indices.
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Figure 7. Daily abnormal returns around the 2012 U.S. Presidential ElectiahS.

Indices vs World Indices.

European marketexperienced somewhat similar abnormal returns than their U.S.
counterparts, buat least partlyfor different reasons. The BROSTOXX 50 index
exhibited a2.31%abnormal return on its first trading day after the 2012 elections. The
CARs were also negativan all three event window(statistically significanbn the T =

-2 to +2 and &lay evenwindows at thel% leve). Howeverthe markets received some
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worrying economic data regarding the Eurozone and especially Germany the same day,

which contributed to the poor performance of European markets.
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Figure 8. Daily abnormal returns around the 2012 U.S. Presidential Elections for six

major world stock indices.

Asian indices were relatively volatile around the 2012 electidegherHang Sengior

Nikkei 225had a big swing on their first trading day after ¢ections. However, Hang

Sengbdés CARs were

Nikkei 225, on the other hand, experienced negative and statistically significant CARs

negati ve

and stati

st

during the T =2 to +2 and &lay event windows at the 1%el. During the second half

cal
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of the event window, the ARs turned positive leaving theddyl CAR positive and
statistically significant at the 5% level. As can be seen from figure 6, almost all indices
examined exhibited negative abnormal returns initjddlyt the market sentiment turned
around approximately 7 days after the elections. All in a#, results suggest that the

2012 elections had a negative skerm impact on the stock markets.

Table 4. Abnormal returns and cumulative abnormal returrthiefe US industry indices
around the 2012 U.S. Presidential Elections. The event date is 07.11.2012.
Eventday T= -21t0 +2

Indices/Markets 6-day CAR 1l-day CAR
AR CAR
Aerospace & Defense -3.14*** -2.34 -6.15+** -3.47**
(0.92) (1.61) (1.39 (1.41)
Healthcare -1.74** -2.12** -4.00*** -1.63
(0.712) (0.88) (0.82) (0.9))
Financial Services -3.59F** -4, 10+ -7.50¢* * -5.17*
(1.12) (152 (1.23 (1.33

Standard errors are in parentheses

**x +x and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively.

Table 4 presents the abnormal returnsakmospace & defence, healthcare and financial
services sectorsn their first trading day after the 2012 elections RSAor the T =2 to

+2, 6day and 1iday event windows are also presented. Fidgurédlustrates the daily
abnormal returns for these industries over the window fromID4o T = +10. Opposite

to the 2016 elections, all three industry indices exhilstatistically significant negative
ARs on their first trading day after the elections. The aerospace & defense index had a
-3.14% abnormal return, healthcare indext.@4% AR and the financial services index
a-3.59% AR. In addition, all threedustries experienced negative CARs throughout all
three event windows, many of the CARs also being statistically significant. This is again
in line with the hypothesis that regulatisansitive industries react negatively to

Democratic presidential eleah winners.



53

US INDUSTRY INDICERA?2 Elections

3

7
m 8 10 12
P

—e— Aerospace & Defend

—&— Healthcare

Financials

Figure 9. Abnormal returns around 2PU.S. Presidential Electionsindustry indices.

5.3.2008 U.S. Presidential Elections

Table 5. Abnormal returns and cumulative abnormal returns for six major world indices
around the 2008 U.S. Presidential Elections. The event date is 05.11.2008.
Eventday T= -2t0 +2

Indices/Markets 6-day CAR 1l-day CAR
AR CAR
S&P 500 -5.21x** -2.99+* -15.37*** -19.90r**
(2.15) (3.92 (2.98) (3.88)
Dow Jones Industrial ~ -5.01*** -3.30 -13. 97k -16.60***
(2.00) (3.64) (2.89 (3.70
NASDAQ Composite  -5.50** -3.40 -16.01* * -22.86"**
(2.21) (3.56) (2.75) (3.75
EURO STOXX 50 -1.38 1.67 -12.26%** -15.49%**
(2.24) (3.98 (3.19) (2.98
Hang Seng Index 343 3.49 -1.30 -8.16**
(2.72) (4.00) (4.26) (3.74)
Nikkei 225 4.63* -3.71 -3.07 -6.68"
(2.50) (5.22) (4.41) (3.75)

Standard errors are in parentheses

**x % and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively.
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Table5 presents the abnormal returns for six major world indices on their first trading
day after the result of the 2008 elections was published, which wa¥ tfeN®vember
2008. In addition, the CARs for the T-2 to +2, 6day and 1iday event windows
following the §' of November are presented. Figur@ illustrates the daily abnormal

returns over the window from T20to T = +10.

As figure 11 illustrates, U.S. indices once again exhibit very similar abnormal returns
around the presidential electiofi$ie eventday ARs for all three were highly negative

and statistically significant at the 1% level, which suggests that U.S. markets saw the
result as negative newshe CARs were also negative and statistically significant during

all three event windows #te 1% level. Nasdaq index slumped the most, experiencing a
whopping-22.86% CAR during the Xday window.This could indicate that the U.S.
stock markets took the result badly. However, during the time, market volatility was very
high due to the financiarisis, making it hard to tell what part of the negative abnormal
returns were because of the elections and what part due to general market instability and

negative sentiment.

European marketsad a milder initial reaction, even though still negativeweheer, the

6-day and 1iday CARs followed their U.S. counterparts and were highly negative with

a 1% statistical significance levelang Seng and Nikkei 225, on the contrary, had a large
positive AR on their first trading day after the elections. TherABidicesexperienced

less negative CARs throughaait three event windows as well, the-ddy CAR being

the only statistically significant on@verall the resultsuggestha U.S. markets saw

the election result as negative news, whereas international markets were not impacted as

much.
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5.4.2004 U.S. Presidential Elections

Table 6. Abnormal returns and cumulative abnormal returns for six major world indices
around the 2004 U.S. Presidential Electidrise event date is 03.11.2004.
Eventday T= -2to +2

Indices/Markets 6-day CAR 1l-day CAR
AR CAR
S&P 500 111 3.14%** 2.84*** 4 47
(0.71) (0.63) (0.67) (0.65)
Dow Jones Industrial ~ 1.03 3.65* * 3.58** 5.27**
(0.69) (0.65) (0.65) (0.62)
NASDAQ Composite  1.00 3.29F** 2.60* * 5.86***
(1.12) (0.33 (052 (0.65)
EURO STOXX 50 0.19 2.22F** 0.61** 2.32%**
(0.92) (0.32) (0.26) (0.60)
Hang Seng Index 0.68 3.36*** 2.75** 3.91%**
(1.06) (0.62) (0.55) (0.77)
Nikkei 225 -0.01 2.61%** 0.92* 2.10**
(1.15) (0.65) (0.55) (0.94)

Standard errors are in parentheses

*x xx and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively.
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Table 6 presents the abnormal returns for six major world indices on their first trading
day after the 204 elections, which was tH& of November 204. In addition, the CARs

for the T =-2 to +2, 6day and 1iday event windows following th&“ of November are
presented. Figurg3illustrates the daily abnormal returns over the window from-I0=

to T = +10.

Same asvith previous elections that were examined in this study, U.S. indices behaved
quitesimilarly. This is illustrated also in figurg2. TheS&P 500, Dow Jones and Nasdaq

all had an approximately one percent abnormal regartheir first trading day after the
2004 elections The CARs were also positive and statistically significant at the 1% level
throughout all three event windowghese findings suggest tithe 2004 elections had a
shortterm impact on U.S. stock markets, and that the victory of George Bdstha
republicanswas received positively by the markethese results, in addition to those
found from the 2016 presidentialelection, support the existence of a party effect,
according to which stock markets are more favorable to the election of &IRapu
President than to a Democrat. In line with Niederhoffer et al. (1970) who demonstrated
that stock prices increased on the days following the election of a Republican presidential
candidate eight times out of nine before 1970, domestic marketsnigseout of three
times a Republican was elected as President of the United States durintj ¢batfdy.

On the contrary, this positive shaerm effect did not happen following the Democrat
victories of 2008 and 2012.
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Figure 12. Daily abnormal returns around the 2004 U.S. Presidential ElectionS.

Indices vs World Indices.
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European and Asian markets had fairly similar results than their U.S. countefparts
Eurostoxx 50 index exhibited a small initial abnormal return enetvent day, andll

three event windows had statistically significant positive CARdal CAR at the 5%
level, the two other windows at the 1% level). The Hang Seng index had a 0.68%
abnormal returron its first trading day after the 2@ elections The CARs were also
positive and statistically significant at the 1% level throughout all three event windows.
Nikkei 225, on the other hand, had a sr&l01% AR on the event day, but CARs during

all three event windows were positive and statistically sicguifi (at the 1%, 10% and

5% levels). Altogether, the results suggest that the 2004 U.S. presidential elections did
have an impact on both U.S. anarld markets, and that the news of Bush and the
Republicans winning the elections was received positivelyo,Ahe results from the
2004 elections further imply that investors cannot find diversification against domestic

political risk from U.S. stock markets.
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5.5.2000 U.S. Presidential Elections

As mentioned earliethe 2000U.S. presidential electionsad a distinctive element

comparedo other electionsFor the first time in the U.S. modern history, it took more
than five weeks for avinner to officially emerge. U.S citizens went to the polls on
November 7, 2000Usually, the final results would be announced by the end of the
W.

following day the latestut this timeGe or g e

Bush

didnot

emer g

until December 13th theame yeabecause the election was so tight that it required vote

recountsNippani& Medlin (2002) examinetheimpactthe late declaration of the U.S.

Presidential Election winner had on the stock markets at the end off2@3@ound that

the delay ha@ negative shotierm impact on U.S. stock markets. In this study, the first

trading day after the results were finally clear is examined to see if there was another

market reaction at that point.

Table 7. Abnormal returns and cumulative abnormal retdanssix major world indices

around the 2000 U.S. Presidential Elections. The event date is 13.12.2000.

' Eventday T= -2to +2

Indices/Markets 6-day CAR 1l-day CAR
AR CAR

S&P 500 -0.82 -4.30** -8.07*** 2.7
(1.36) (0.96) (1.22 (1.58)

Dow Jonedndustrial 0.27 -2.50r+* -4, 1 1%+ 1.21
(1.28) (2.03 (1.54) (1.46)

NASDAQ Composite  -3.77 -0.38** -22.73** -13.41%*
(3.00) (2.62 (1.90) (3.69)

EURO STOXX 50 -1.17 -3.57*** -6.40* * -4.68**
(1.36) (1.28) (1.68) (1.50)

Hang Seng Index 1.90 -1.37 -2.58 =377
(1.87) (1.89) (1.78) (1.43

Nikkei 225 -0.65 1.35 -6.12%** -7.06%* *
(1.40) (1.22 (1.27) (1.92)

Standard errors are in parentheses

*xx % and * indicate statistical significance at the 1%, 5%, and 10% levels, respectively.
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Table 7 presents the abnormal returns for six major world indices on their first trading
day after the result of the 2000 elections waslaregd which was the '3 of November
2000. In addition, the CARs for the T-2 to +2, 6day and 1iday event windows
following the 18 of December are presented. Figaekillustrates the daily abnormal

returns over the window from T20to T = +10.

S&P 500 - 2000 Elections DOW JONES - 2000 Elections
5
4
3
2
1
o

12

NASDAQ - 2000 Elections EUROSTOXX 50 - 2000 Elections

4.5
35
25

12

-12 - 12

NIKKEI 225 - 2000 Elections HANG SENG - 2000 Elections

4
3
2
1

-12 - 10 12 -12 - 2 10 12

!
0
! =3
-2 -2
3 3
-4 -4

Figure 14. Daily abnormal returns around the 200.S. Presidential Elections for six

major world stock indices.
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As canbe seen from tabléand figurel4, U.S. markets performed rather poorly after the
election result was announced. S&P 500 had negative CARs throughout all three eve
windows with a statistical significance of 1% for the two first windows. However, the
U.S. markets started to rebound approximately six days after the event day. Dow Jones
also had statistically significant negative CARs during the two first event windows but
had an even stronger rebound bringing theldyt CAR back to positive.

Nasdaq, o the other handad a similar trend than the S&P 500, but the negative CARs
following the event day were even bigger. The event day AR for Nasdaq was negative (
3.77%) and CARs during all three event windows were also negative and statistically
significant at the 1% level, even though Nasdaq also started to rebound around six days
after the event day. However, because of the burst of thrallsal dotcom bubble,
Nasdaqg was very volatile during the period, making it harder to analyze the potential
effectsof the elections. European and Asian indices behaved somewhat similarly than the
U.S. indices, exhibiting mainly negative returns. The Eurostoxx 50 experienced
statistically significant negative CARs during all three event windows at the 1% level.
Overall the results indicate that the markdid have a shoitierm negative reaction to

the election announcement, but since the markets were volatile at the time, it is hard to

make definite conclusions.
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6. CONCLUSIONS

A substantial body ofiterature shows thatolitical uncertaintyhas an impact on both
stock market returns and risk levels.developed countries, presidential electians
considered as one of theost influential political events. Therefore, it is intuitively
plausible that presidential elemtis might have an effect on stock markets as Wk
importance of U.S. Presidential elections is further bolstered due to the profound status
of the United States in the global world, and the fact that the office of the President has a

lot of power in he U.S. compared to most developed countries.

This thesiscontributes to existing literature lexaminng the shorttermeffects thatU.S.
presidentiaklectionshave orthe stock marke€&lections from 2000 to 2016 are studied.
A special focus is placeaoh the 2016 U.S. presidential electipdse to their particular
nature and because they are the most recent eleclibasvent study methodology
employedio examine the stock marketreaction. Daily price data from six major world
indicesis used. The indices are t&&P 500, Dow Jones Industrial Average, NASDAQ
Composite, EUROSTOXX 50, Nikkei 225 atite Hang Sengndex

The overall results imply that U.S. presidential electionbale a shofterm impact on

the stock marketskegarding stock market returniist impact seems to be stronger for
domestic marketsJ.S. indices also exhibit very similar abnormal returns around each
election period under examination. Foreign marketsthe other hand, seem to exhibit
more mixed results. European and Asian indices tend to experience larger than normal
abnormal returns and increased market volatility around and following the elections, but
this impact is not as clear as in the U.S. mikiemn general, European markets seem to

follow their U.S. counterparts more accurately than Asian markets.

The findings of this study seem to give some level of support to the idea that the markets
prefer Republicans over the Democrats. From the fiveieles examined, thraginners

were Republican and two Democrats. The markets reacted negatively to both Democratic
victories (2008 and 2012). From the thRepublican election winners, two were received

positively by the markets and only one had a negashoriterm impact. It was
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hypothesized that industries that are sensitive to government policies and regulations
would prefer the Republicans. Measured by the reaction of aerospace & defence,
healthcare and financial services sectors, this seemshe bage. These three industries

all exhibit strong gains when a Republican candidate wins the elections, and negative

when a Democrat wins.

These findings have the following implicatiofus investors. Firstly, diversifying across

Uu. S. mar k et protest agaifst elettienl ipduced uncertaidtyternational
diversification, on the other hand, seems to offer some advantages. Especially Asian
marketsappeato react differently to the presidential elections, sometimes even opposite
to U.S. marketsSeondly, some industries are more sensitive to political events, which
should be taken into account by investors who own shares of such compamies.
example,investors who have invested in the defence, healthcare or financial services
sectors might want teebalance their portfolios before presidential electi@verall,the
empirical findingsof this studyindicatethat political risk andJ.S. presidential elections

have an impact on the stock market, and that taking elections into asdmminaking

investment decisions may be beneficial.

Compared to previous researche tresults of this thesis do not highlight major
differences thatould be attributed to theecentdigitalisationof global markets and
economies. Thereforeuture research ideauld include examining howthe cial
media activity ananline influence (e.g. Twitter activity) of presidents and other world
leaders impactthe stock marketsThis form of political risk is a relatively new
phenanenon and it could reveahteresting findingsAlso, theeffectsof U.S. presidential
electionson internationastock marketsre still not understood well enough. Therefore,

further research on the topic is still needed.
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