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The Midterm Effect:
The Market Takes Comfort in Gridlock



About Saturna
Saturna Capital, manager of the Amana, Saturna Sustainable, Sextant, and Idaho Tax-Exempt 
Funds, uses years of investment experience to aid investors in navigating today’s volatile markets.  
Founded in 1989 by professionals with extensive experience, Saturna has helped individuals and 
institutions build wealth, earn income, and preserve capital. 

We are long-term, values-based, and socially responsible investors.  We view consideration of 
environmental, social, and governance (ESG) factors as essential in forming portfolios of high-
quality companies that are better positioned to reduce risk and identify opportunities.  We 
believe that companies proactively managing business risks related to ESG issues make better 
contributions to the global economy and are more resilient. 

At Saturna, we believe in making your investment dollars work hard for you and that your 
interests always come first.  Saturna strives to not only offer the best investment opportunities 
from mutual funds to IRAs, but to match those sound investments with superior customer service. 

Please consider an investment’s objectives, risks, charges, and expenses carefully before investing.  To obtain 
this and other important information about the Saturna Sustainable Funds in a current prospectus or summary 
prospectus, please visit www.saturnasustainable.com or call toll-free 1-800-728-8762.  Please read the 
prospectus or summary prospectus carefully before investing.  

Distributed by Saturna Brokerage Services (SBS), a wholly-owned subsidiary of Saturna Capital Corporation, investment 
adviser to the Saturna Sustainable Funds.
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As we embark upon the new year, no question 
figures more prominently among investors 
than “What are your market expectations?”  
Such queries carry greater urgency, as a  
three-year period of extraordinary market 
returns ended abruptly in 2022 with the worst 
S&P 500 performance since 2008 and the 
Global Financial Crisis.  Meanwhile, aggressive 
Federal Reserve action and various inverted 
yield curves raise fears of a coming recession.  
When asked about our market expectations, 
we typically reply that we are not market 
prognosticators, preferring to focus on the 
long-term outlook for the stocks in which we 
invest and avoiding the distraction of  
short-term market gyrations.  
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Every four years, however, we arrive upon a phenomenon with an unblemished multi-
decade record of calling the market over the next year – the Midterm Effect.  When we 
last wrote about the Midterm Effect in 2010,1  we called this anomaly the “third year 
effect.” Between 1945 and 2007, the calendar year return of the S&P 500 was positive in 
16 out of 16 of the years following a midterm election, correlating to the third year of 
presidential terms.  Over that span, the average third-year market return was 17.15%.  
After we first wrote about the “third year effect,” its winning streak continued in 2011, 
2015, and 2019, with S&P 500 returns of 2.11%, 1.38%, and 31.49%, respectively.  As of 
year-end 2022, the calendar year return of the S&P 500 was positive in 19 out of 19 of 
the years following a midterm election, with a still impressive average third-year S&P 500 
return of 16.28%, compared to an average return of 7.99% in the other years.

We believe the Midterm Effect primarily results from policy certainty over the next few 
years as the loss of seats by the president’s party makes it more difficult to pass new 
legislation.  Midterm elections typically mark a reversal of the enthusiasm that brought 
the president to office and regularly lead to a change of control of 
at least one of the houses of Congress, as we saw last November.

Presidents typically begin their terms with an ambitious agenda 
and a desire to reward the voters of their party who helped them 
win election.  The president’s actions, in coordination with party 
actors, appear to sour the opinion of swing voters, who switch 
votes to opposing-party candidates contesting legislative races in 
the midterm elections.  According to FiveThirtyEight analysis, “the 
president’s party has performed an average of 7.4 points worse in the House popular 
vote in midterm elections than it did two years prior” since 1946.2  The president’s party 
has only gained vote share in midterm elections once, in 2002, when George W. Bush 
maintained unusually high presidential approval in the wake of the September 11 
terrorist attacks.

S&P 500 Annual Returns
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To the extent that lower vote share translates to a loss of legislative seats — especially if it 
also swings control of a chamber to the other party — it constrains the president’s ability 
to work with Congress on partisan legislation.  Chastening midterm election results are 
also likely to temper the president’s ambition.  The lower likelihood of major legislation or 
contentious regulation makes it easier for business leaders to plan and easier for investors 
to forecast earnings.  Improving earnings visibility, in turn, can lead to willingness to pay a 
higher multiple for those earnings, and may help explain a cause of this anomaly.

S&P 500 Calendar Year Total Returns, 1942-2022: “The Midterm Effect”

Year Type Observations Average Return Standard Deviation Up Years Down Years

All Years 81 12.98% 17.03% 64 17

Non-Midterm Year 61 10.66% 17.96% 44 17

Midterm Year 20 20.06% 11.53% 20 0

The Student’s t-test, a common statistical technique, tests the hypothesis that two related 
sets of data share the same average. The results of that test suggest that the probability 
that the average returns in midterm and non-midterm years were the same but the large 
observed difference between them was just a fluke3 is just 0.07% — one chance out of 1,456.  
There is valid reason to believe that something is different about the year following midterm 
elections.

Considering the present environment, the stock market performed poorly leading up to the 
midterm elections, and returns were negative in 2022.  From 1945 to 2022, there have been 
17 down years for the S&P 500 — an event that happens about one out of every five years on 
average.  But there were only three pairs of consecutive down years since 1945 (1973-1974, 
2000-2001, and 2001-2002) in that 77-year span.  This perhaps provides another reason to be 
optimistic about the prospects for positive equity market returns in 2023.
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Footnotes
1   The Saturna Sextant. Myth of the Third Year Effect. December 

2010, Vol. 4 No. 12.
2 Skelley, Geoffrey and Rakich, Nathaniel. “Why the President’s 

Party Almost Always Has A Bad Midterm.” FiveThirtyEight, 
January 3, 2022. https://fivethirtyeight.com/features/why-the-
presidents-party-almost-always-has-a-bad-midterm/ 

3 By “fluke” we mean something like flipping 11 heads in a row on a 
fair coin (probability of 0.05%)

Important Disclaimers and Disclosures

This material is for general information only and is not a research 
report or commentary on any investment products offered by 
Saturna Capital.  This material should not be construed as an 
offer to sell or the solicitation of an offer to buy any security in 
any jurisdiction where such an offer or solicitation would be 
illegal.  To the extent that it includes references to securities, those 
references do not constitute a recommendation to buy, sell, or hold 
such security, and the information may not be current.  Accounts 
managed by Saturna Capital may or may not hold the securities 
discussed in this material.

 We do not provide tax, accounting, or legal advice to our clients, 
and all investors are advised to consult with their tax, accounting, 
or legal advisers regarding any potential investment.  Investors 
should not assume that investments in the securities and/or 
sectors described were or will be profitable.  This document is 
prepared based on information Saturna Capital deems reliable; 
however, Saturna Capital does not warrant the accuracy or 
completeness of the information.  Investors should consult with 
a financial adviser prior to making an investment decision.  The 
views and information discussed in this commentary are at a 
specific point in time, are subject to change, and may not reflect 
the views of the firm as a whole. 

All material presented in this publication, unless specifically 
indicated otherwise, is under copyright to Saturna.  No part of 
this publication  may be altered in any way, copied, or distributed 
without the prior express written permission of Saturna.
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Scott Klimo, Chief Investment Officer, joined Saturna Capital in May 2012. He 
received his BA in Asian Studies from Hamilton College in Clinton, NY and also 
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of Asian countries and the past 20 years working as a senior analyst, research 
director, and portfolio manager covering global equities. Mr. Klimo is a Chartered 
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