
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 

 
     

As debate rages in Washington, DC, it appears evident that progress is slow toward avoiding or easing the 
consequences of the fiscal cliff.  Furthermore, both parties are espousing growth dampening incorrect fixes 
to this fiscal dilemma.  How?  One party is speaking about increasing taxes while the other is focused on 
reducing spending.  We have 23.1 million unemployed or underemployed U.S. workers (Bureau of Labor 
Statistics, 9/7/12) who require a growth strategy to get the U.S. economy expanding again.  Neither tax 
increases nor spending cuts will accomplish this objective. 
 
We recently discovered a great chart shown below on Cullen Roche’s website (pragcap.com) which highlights 
the elements of the fiscal cliff and the anticipated impact on Real GDP growth quarter by quarter in 2013.  As 
you can see, most of the negative impact comes from tax events, such as the expiration of the “Bush Tax 
Cuts”, but of significant consequence is the expiration of Emergency Unemployment Benefits, which many of 
the 12.5 million unemployed are currently collecting because they haven’t found a job in roughly 2 years. 
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Impact on Real GDP Growth 2013 2013 2013 2013 2013 
(percentage points)* Q1 Q2 Q3 Q4 Year 
      
Expiration of the "Bush Tax Cuts" -1.56 -1.76 -0.80 -0.47 -1.15 
BCA-2011 Spending "Sequester" -1.60 -1.02 -0.43 0.03 -0.76 
Expiration of the "Payroll Tax 
Holiday" 

-0.69 -0.99 -0.42 -0.20 -0.58 

Expiration of Emergency 
Unemployment Benefits 

-0.44 -0.38 -0.05 -0.19 -0.26 

Expiration of "Patch" to Alternative 
Minimum Tax 

-0.32 -0.37 -0.16 -0.13 -0.24 

Reduction in Medicare Re-
imbursement Rates 

-0.22 -0.19 -0.03 -0.10 -0.14 

Expiration of Other Tax Provisions -0.16 -0.17 -0.08 -0.06 -0.12 
Expiration of "Bonus Expensing" -0.07 -0.11 -0.12 -0.12 -0.10 
New ACA Taxes Effective in 2013 -0.10 -0.12 -0.04 -0.03 -0.07 
      
Total -5.16 -5.11 -2.13 -1.27 -3.42 
 
*Source: Macroeconomic Advisers, LLC 
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The Fiscal Cliff – A Canyon of Trouble! (con’t) 
 
As the chart forecasts, the annualized impact on Real GDP in the first quarter could be roughly -5.2%, and the 
impact over the four quarters of 2013 might be as much as -3.4%.  With the third quarter GDP revised to 2.7%, 
an impact from the fiscal cliff close to the above forecasts would clearly put the U.S. economy back into 
recession.  Unfortunately, even without the fiscal cliff, economists now expect the economy to grow at an 
annual rate of 1.8% in the current quarter, down from the previous estimate of 2.2% growth, according to the 
Philadelphia Federal Reserve's fourth-quarter survey of 39 forecasters.  Weaker fourth quarter GDP, coupled 
with the negative impact from the fiscal cliff doesn’t bode well for U.S. equities. 
 
As a reminder, there are four components of GDP – consumption, investment, government and net exports. 
This cycle has been so unusual. In the wake of the deep recession and financial “crisis”, the normal economic 
drivers have been slow to recover. Both businesses (investment) and consumers (consumption) have been 
more interested in improving their balance sheets than increasing their spending. Net exports have also 
weakened. Therefore, it has only been government deficits - where the government has “put more money in” 
the economy and private sector via spending than it has “taken out” with taxes – which have been able to “fill 
the gap”. Without these deficits, we would still be in recession. Even with them, there has been a relatively 
weak economic recovery and expansion. 
 
With Washington’s “leaders” talking about increasing taxes and reducing spending, one can quickly see that 
the above-mentioned contributors to GDP would be under increased pressure.  We need a pro growth agenda 
to get our unemployed and underemployed back to work.  As a result, we need to at least maintain our 
current tax rates (not taking into consideration the 3.9% tax from “Obamacare”), while supporting spending 
at the current level.  Remember - the Federal deficit accounted for about 75% of after tax profits in 2011 and 
2012, while consumption and investment remained muted.  A projected $600 million in combined spending 
cuts and tax increases might impact after-tax earnings by nearly 30%.   
 
Finally, the U.S. economy is not going to go broke!  The U.S. dollar is a fiat currency, and as such, we have 
the ability to continue to support our deficits. Furthermore, the increase in debt associated with these 
deficits is no burden on the future.**  The economy is currently estimated to be running about $750 billion 
under full capacity usage.  In such an environment, the increased demand created by higher deficits will be 
absorbed by an increase in the production of goods and services.  It is only when we reach “full” capacity that 
higher deficits have the potential to increase inflation, underscoring our view that the lower deficits and 
lower economic activity which the fiscal cliff would create are not only harmful but also unnecessary. 
 
Asset allocation is never easy or trivial, but it is particularly difficult in this environment.  However, 
appropriate understanding of the implications of monetary or fiscal policies which are being implemented can 
be a significant aid.  Please don’t hesitate to reach out to us for further discussion. 
 

___________________________________ 
 
** An explanation for why this is true is beyond the scope of this report.  Please contact us if you would             
   like to learn more about this subject. 
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