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Will Political Risk Lead to Stock Market Decline? 
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About Unio 

Unio Capital manages two strategies (one US-only; one global) linked by a common philosophy and set of 

investment processes. Both aim to invest in high quality businesses with low business risk, persistent cash 

flow, and good value. 
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What the History of Politics and Markets Teaches 

A danger exists for all investors that they will project anxieties about politics and society onto the stock 

market, consequently take extreme measures to protect their capital, and discover (to their dismay) that 

the stock market brushes off these anxieties and keeps rising. 

• On its own, political risk can trigger powerful anxieties about national, social, and geopolitical 

instability.  

• But, by analogy, just because one has a pounding headache does not mean one has a brain 

tumor. Just because the nation’s political and social calm is under threat, real or perceived, does 

not mean the stock market will fall beyond its typical band of routine 5–10% corrections. 

One would be well-advised to keep these historical truths in mind in the current international and 

domestic political environment.  

* * * 

There are two dominant political risk headaches today: the “North Korean Conflict” and what we would 

call the “US Political Conflict”—the latter involving a set of interrelated concerns about whether we have 

intractable conflicts between different identity groups in this country, whether the approach of the current 

President will roil rather than calm those waters, and whether the President himself will be forced out of 

office before his term expires.  

We hear some people express the worry that one or both of these political risk headaches are so serious 

they will spill over into the stock market and precipitate a major decline. Our view is that this spillover is 

not happening and will only happen if these political risks morph into economic risks—an occurrence that 

at this point remains a low probability. 

The North Korean Conflict through the Perspective of World War II 

The North Korean conflict is serious. It is coming to a head simply because North Korea may soon have 

the capability to strike the US with nuclear-tipped missiles. At Unio, for the past 2 years, we have been 

predicting in our communications that there will be a showdown of some kind—much more likely a 

diplomatic and economic showdown than a military one (and, if military, not nuclear). 

 

 

Key Takeaway 

Over the centuries, history shows that political risk does not lead to stock market risk unless that 

political risk is accompanied by seriously negative economic events, including financial and corporate 

events. 

Key Takeaway 

If there is no economic impact from North Korea, history would suggest there will be no stock market 

impact of any size or length. 



Bb1/2-170823.01  2 

China’s Involvement 

And we do agree with Henry Kissinger that China will likely, at long last, be productively involved in that 

showdown. If it is not, it risks eroding its own nuclear security in South Asia as Japan, South Korea, and 

Vietnam become regional nuclear powers.  

Sure, the tensions generated by this conflict will rise. But tensions and showdowns don’t necessarily mean 

stock markets go down (or stay down for long if they do). 

The Cuban Missile Crisis as a Parallel 

Let’s first look back at the Cuban Missile Crisis of 1962. It involved a bellicose Nikita Khrushchev who 

headed a Soviet Union whose stated manifesto truly was an existential nuclear threat to the US. Russia 

had missiles 103 miles away from the US mainland in Cuba. Unlike today, the US had no missile defense 

system. The showdown phase of the missile crisis was relatively short. The US stock market declined 7% 

(peak to trough) and bounced back in 9 days. Why so little and so short despite tensions well before and 

well after the event? Because, ultimately, the political risk of this crisis and its aftermath were viewed by 

investors as carrying relatively small economic risk to the US. 

Potential Economic Risks from the North Korean Conflict 

Could North Korean political risk nonetheless translate into economic risk today?  

There is one, and only one way, we can see it happening: if the North bombs South Korea and takes out a 

meaningful piece of the world economy. We regard this at the very edge of extreme probabilities. But it’s 

worth looking at as a worst-case scenario. 

If the North destroyed every inch of South Korea, that would remove $1.4 trillion of 2016 GDP from the 

world’s $75.6 trillion GDP or, put another way, take −1.9% out the world’s economic output. (US GDP is 

$18.6 trillion.)  

Leaving aside the incalculable humanitarian effects of such an extreme occurrence, the economic effects 

and stock market effects would likely not be long-lasting. This might seem like an incredible statement to 

make. But, to understand it, let’s look at the Second World War, a very destructive and dangerous event. 

The Effect of World War II on the Stock Market 

With all the human and physical destruction and all the uncertainties of the Second World War, the S&P 

500 rose +47.8% from June 1939 to September 1945. Even adjusted for inflation, this was a +13.5% gain. 
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To be sure, the S&P 500 fell −31% for 34 months from June 1939 to April 1942, five months after Pearl 

Harbor. But thereafter, for the 41 months from April 1942 through September 1945, the S&P 500 rose 

+110%, a period that included the first-ever explosion of nuclear bombs on August 6 and 9, 1945.  

Why did the S&P 500 fall in the initial 34 months, when the Second World War was least intense for the 

US? And why did it rise steadily in the last 41 months when the war was by far its most intense and most 

existentially dangerous for the US (and, for that matter, for humanity)?  

The reason for the initial fall (June 1939 to April 1942) was that, at the beginning of the war, economies 

were hurting as trade between the US and Europe, the US and Japan, and intra-Europe shrank; as 

economic destruction in countries like Britain took hold; and as the US economy’s move to war 

preparedness encountered the inefficiencies of converting from a civilian to military economy. In addition, 

the fact that the US remained on the sidelines meant there could be no expectation of the economic 

shrinkage being reversed. 

But then, on the eve of Pearl Harbor and for the next 41 months, economic activity in the US roared back 

to life as the stock market anticipated the country’s production power going onto a total war footing.  

In other words, when World War II, directly or indirectly, weakened trading relationships and economies 

for the first 34 months of the war, the stock market went down. 

When World War II was anticipated to, and actually did, help economies (the US’ especially) the stock 

market went up (in the last 41 months of the war). 

Our wrap-up view of the North Korean conflict is that it will produce high political tension. However, in 

our view, the probability of these political tensions morphing into meaningful destruction of the South 

Korean economy, let alone the world economy, is relatively low. 

* * * 
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US Political and Social Conflict Today through the Perspective of the 1973–

1974 Bear Market 

We hear a lot said about how the US is dividing up into warring identity and voting groups; how the US 

political system is becoming more unstable; and how the current US president himself is at risk of being 

forced out or resigning. These are the issues driving increasingly palpable anxiety. The question is whether 

these anxieties over political and social risks in the US will spill over into the stock market. 

Back in the years around 1973 when President Nixon resigned (on August 9, 1974), many of the same 

anxieties over political and social risk were afoot. There was social conflict. The US divided between the 

rebellious youth and the aging establishment; between Vietnam War protestors and supporters; between 

the poor in the inner cities where riots began to surface in the late 60s and the wealthier in the suburbs. In 

addition, the US political system and the President’s authority underwent unprecedented disruption with 

the formation of the US Senate’s Watergate Committee on February 7, 1973. And after 449 days of 

hearings (May 17, 1973 to August 9, 1974), President Richard Nixon resigned less than 1 year and 7 

months from being inaugurated for a second term. 

Because a major bear market happened between October 1973 to October 1974, with the S&P down 

about −44% in one year, it is easy to believe that social and political problems were at least partly to 

blame. But the evidence tells a different story.  

From the election of Richard Nixon in November 1972 through the end of October 1973—a period that 

included the first 8 months of the Watergate Committee and the first 5 months of its hearings—the S&P 

500 was roughly flat. Only after October 16, 1973, when OPEC declared an oil embargo, and specifically at 

the end of that month, did the market begin to crash. It crashed principally because oil rose from $3 to 

$12; global energy security turned suddenly into insecurity; an era of inflation, led by commodity inflation, 

got firmly anchored into market expectations; and rising interest rates became a standard feature of the 

new inflation-tolerant economy going up. For example, inflation rose from 4.5% in December 1972 to 

8.0% in October 1974. 

Key Takeaways 

• From October 1973 to October 1974, political events were happening that cast a pall over the 

nation. But they had no discernible effect on what was going on in the stock market. 

• It was an economic event—the oil embargo—that started the market’s decline in October 

1973, and economic events—a temporary decline in inflation and interest rates— that ended 

the bear market in 1974. 
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And just as an economic event—the oil embargo—started the market’s decline in October 1973, an 

economic event—a temporary decline in inflation and interest rates—ended the bear market.  

Specifically, in October 1974, interest rates (temporarily) peaked and began declining, dropping from 8.0% 

in October 1974 to 6.0% in November 1975 and down to 5.25% in May 1977.  

Interest rates peaked in turn because inflation abated somewhat in that period (in terms of market 

expectations), averaging “only” +4.6% per year (the average for the 1974–77 period).   

Of course, after 1977, inflation was to rise again to an average of +9.5% per year from May 1977 to 

November 1980 and interest rates followed suit, rising to 20% for the federal funds rate and over 15% for 

the 10-year Treasury by 1981. 

During the same October 1973 to 1974 period, political events were happening that cast a pall over the 

nation. But they had no discernible effect on what was going on in the stock market.  

These were events like the Watergate hearings; the president’s various gambits to prevent the release of 

the White House tapes; hostilities between Arab nations and Israel after the Yom Kippur war and well into 

the first half of 1974; and Richard Nixon’s resignation on August 8, 1974.  

Not only does the historical record show a weak connection between political events and the stock 

market in 1973–74, but my job in those years was to analyze the economic and stock-market impacts of 

the energy crisis on the US and Canada and I recall how amazed I was at how minor an effect political 

news seemed to be having on stock markets. 

* * * 
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Lessons from the Two Historical Examples 

The Second World War with respect to the current North Korean conflict and the 1973–74 oil embargo 

amidst presidential instability are two examples where history shows that political risk is not likely to lead 

to stock market declines when there is no negative economic impact produced out of that political risk. 

Or, put differently, only when there is some negative economic event or situation (as there was at the 

beginning of the Second World War or on October 16, 1973 when the oil embargo started) does the stock 

market react negatively. 

If history is a guide for today, what is going on in Washington politically and around the country socially 

and ideologically, is not demonstrating any power to shake the economy off its course and thereby push 

the stock market south meaningfully beyond the usual 5–10% correction risk that’s always present.  

It doesn’t matter how badly we feel about the political and social risks we see around us. If they don’t 

translate into economic impacts, the stock market is likely to follow the beat of its own drummer which 

currently and prospectively is drumming out a positive beat. If that beat changes for the worse, of course 

we’ll change too.  

* * * 

The Cost of Being Overly-Bearish. 

All of us worry at one time or another about the possibility of a serious bear market event like 1973–74 or 

2007–09. These events do happen. But they happen rarely. On the other hand, 5–10% corrections happen 

quite frequently.  

The biggest cost one incurs by being too bearish is misinterpreting frequent 5–10% corrections as the first 

stage of more serious declines when they turn out not to be—as is usually the case. If one is overly 

bearish a 5–10% correction that reaches its bottom validates one’s bearishness just as the market is about 

to take off again. One is left bewildered that the bear market one was protecting against never happened.  

And one’s capital is the biggest loser. It sits idle, forced to forego the moneymaking that can occur after a 

5–10% correction.  

By insufficiently participating in the subsequent bull run, overly-bearish investors stunt the appreciation of 

their or their clients’ capital, much like stunting the growth of an young child through malnourishment. 

After all, capital needs to be invested to grow. And equity markets are one of the most fertile soils for 

growing capital as the well-known chart of the S&P 500 since 1926 demonstrates. 

Key Takeaways 

While we’re in complete agreement with those who believe a correction could happen any time, we 

think those who worry about an imminent bear market are taking a position that is risker and more 

costly than they think.  
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We want to emphasize that our general confidence in our companies and in markets is a tempered, 

rationally-based confidence. It is also not a one-way street. We have been known to become bearish. And 

when that day comes, when we think highly capital-protective actions are required, we will certainly raise 

our hand and be counted. 

 

Sincerely yours, 

 

 

_______________________ 

John A. Allison 

Chairman & CEO 
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Disclaimer 

Do not assume that all transactions will be profitable or that future performance is in any way guaranteed by past 

results.  

The statement of Unio US Concentrated Growth Strategy’s or the Unio All-Seasons Fund’s investment objectives is a 

statement of objectives only. It is not a projection of expected performance, nor a guarantee of anticipated 

investment results. Actual performance and results may vary substantially from the stated objectives. There are a 

variety of conceivable circumstances that could cause the Strategies not to reach their goals including, but not limited 

to, poor market conditions and sudden, unanticipated conditions such as flash crashes or crashes due to suddenly-

appearing systemic risk. No representation is made that the Strategies will or are likely to achieve these results or will 

make any profit or will be able to avoid incurring substantial losses. Investment returns will fluctuate and may be 

volatile, especially over short time horizons. 

This material is provided for informational purposes only and should not be construed as investment advice or an 

offer or solicitation to buy or sell securities. Estimates reflect our judgment as of the date of this material and are 

subject to change without notice. They involve a number of assumptions that may not prove to be valid so that actual 

results may vary significantly. This material discusses general market activity, industry or sector trends, or other broad-

based economic, market or political conditions and should not be construed as investment advice. This information 

may not be current and Unio Capital has no obligation to provide any updates or changes. We have relied upon and 

assumed without independent verification, the accuracy and completeness of all information from third party sources.  

This material also contains forward-looking statements, which reflect Unio Capital’s views. These forward-looking 

statements can be identified by reference to words such as “believe”, “expect”, “potential”, “continue”, “may”, “will”, 

“should”, “seek”, “approximately”, “predict”, “intend”, “plan”, “estimate”, “anticipate” or other comparable words. These 

forward-looking statements are subject to various risks, uncertainties and assumptions. Accordingly, there are or will 

be important factors that could cause actual outcomes or results to differ materially from those indicated in these 

statements. Should any assumptions underlying the forward-looking statements contained herein prove to be 

incorrect, the actual outcome or results may differ materially from outcomes or results projected in these statements. 

Unio Capital does not undertake any obligation to update or review any forward-looking statement, whether as a 

result of new information, future developments or otherwise. 


