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Fiscal Cliff Diving 
• The 2012 election is now behind us.  Leadership in 
Washington remains unchanged.  Barack Obama will be 
president for another four years.  Republicans retain control of 
the House and the Democrats remain in control of the Senate. 
• With one uncertainty resolved for the financial markets, 
another looms large: the fiscal cliff.  A renewed spirit of 
bipartisanship is unlikely and negotiations to reduce the impact 
could get entangled with efforts to raise the debt ceiling. 
• The economic recovery appears poised to pick up 
momentum in 2013, but the fiscal cliff is likely to be a restraint. 
 
 The Republican primaries, the conventions, the debates, 
the robocalls and commercials, and finally, the actual voting, 
are over – and we’re back where we started.  Barack Obama 
will remain president, the House and Senate divided.  Will the 
election lead to a new era of bipartisanship?  Don’t count on it.  
The two parties remain bitterly divided.  Bill Clinton and George 
W. Bush were unable to accomplish much in their second 
terms.  In fact, the House impeached Clinton.  
 With the election behind us, the financial markets turned 
quickly to the first major item on the agenda, the fiscal cliff.  

Cliff Component Size ($bln)
Bush-era tax cuts and AMT fix 221
end of 2% payroll tax reduction 95
other expiring tax provisions 65
Affordable Care Act 18
sequestration 65
unempl. ins. benefit extension 26
reduced Medicare payments to doctors 11
other changes to revenues and outlays 105
total 607

Source: Congressional Budget Office  
 The fiscal cliff refers to tax hikes and spending cuts that are 
scheduled for next year, primarily the expiration of the Bush-
era tax cuts, the end of the 2% payroll tax reduction that has 
been in place the last two years, and the automatic spending 
cuts that came out of the Budget Control Act (last year’s Super 
Committee failure to come up with a deficit reduction plan).  
We can also add the annual fix to the Alternative Minimum Tax 
and new taxes associated with Obamacare.  On the spending 
side, we can also include the end of the extension of 
unemployment insurance benefits and the Medicare payment 
reductions to physicians.  The grand total is a little over $600 
billion or, in a $16 trillion economy, about 4% of Gross 
Domestic Product, enough to push the economy into a 
recession in the first half of the year.  On the positive side, the 
fiscal cliff would substantially reduce the budget deficit. 

 
 The fiscal cliff is based on current law.  Congress will have 
to act to avoid or limit it.  The good news is that lawmakers are 
aware of the economic implications of the fiscal cliff.  The bad 
news is that the two parties disagree on how to deal with it.  
Note that it’s not really a “cliff.”  The economy won’t grind to a 
halt on January 1.  If a deal with the current Congress can’t be 
reached, and that’s almost certain, President Obama and the 
new Congress will have several weeks in 2013 to iron out a deal 
before the economic effects start to bite.  Changes to the tax 
code would likely be made retroactive to the beginning of the 
year.  Soon after the election, House Speaker Boehner said that 
Republicans were open to increases in revenues, but not to 
increases in tax rates, and only if accompanied by reforms in 
entitlements.  Many Republicans have signed a pledge never to 
vote to raise taxes.  Democrats have signaled a willingness to 
cut some spending, but not necessarily entitlements, and only 
as part of a balanced approach to reducing the deficit. 
 
 There’s another reason to be less than optimistic.  Treasury 
expects the debt ceiling (currently $16.394 trillion) to be 
reached by the end of this year.  Recall that the debt ceiling, an 
historical artifact originally meant to limit spending in World 
War I, “simply allows the government to finance existing legal 
obligations that Congresses and presidents of both parties have 
made in the past.”  It does not authorize new spending 
commitments.  On reaching the ceiling, Treasury has the 
authority to “take certain extraordinary measures” to give 
Congress more time to act to raise the ceiling (to ensure that 
the government is able to meet its legal obligations).  However, 
these actions won’t buy Treasury more than a few months.  
Usually, the debt ceiling is raised without much fanfare.  
However, from time to time, one political party has tried to use 
the debt ceiling, to poor effect, as a tool to extract concessions 
from the other party.  It’s a bit like the scene in Blazing Saddles 
where the sheriff puts a gun to his own head and takes himself 
hostage.  The fear this time is that negotiations to raise the 
debt ceiling will get caught up in efforts to resolve the fiscal 
cliff.  We could end up with another manufactured debt crisis. 
 
 If not for the fiscal cliff, the U.S. economic outlook for 2013 
would be promising.  With headwinds fading and Fed policy 
very accommodative, real GDP growth would likely have been 
in the 3.0% to 3.5% range next year.  Most likely, a deal will 
eventually be reached to put off some of the spending cuts and 
postpone or limit most of the scheduled tax increases.  We may 
see about a quarter of the full fiscal cliff, enough to push GDP 
growth back to the 2.0% to 2.5% range.  However, nobody 
knows how this will work out.  The uncertainty is likely to 
remain a restraint for business fixed investment and contribute 
to an elevated level of volatility in the stock market. 
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 While businesses and investors are worried about the fiscal 
cliff, consumers appear to be not very concerned at all.  As 
fiscal stimulus, the 2% payroll tax reduction is very effective.  
The middle class will spend most if not all of any additional 
take-home pay.  However, this was probably the most poorly 
advertised tax cut in history.  Most middle-class workers are 
not aware that payroll taxes were lowered in the last two 
years.  However, take-home pay is set to dip in January, which 
ought to restrain consumer spending growth.  One problem is 
that payroll taxes support Social Security.  The 2% payroll tax 
reduction can be seen as adding to future strains for the 
program.  There’s been some talk of replacing the 2% payroll 
tax reduction with some other tax break for the middle class, 
but there doesn’t seem to be much broad-based support.  
 Job growth has been uneven this year, up sharply amid 
mild weather early on, then slower in the spring and summer, 
but the pace appears to have picked up more recently 
(nonfarm payrolls averaged a 170,000 monthly gain over the 
last three months).  Due to the aging of the population, the 
economy needs to add about 100,000 to 110,000 jobs per 
month to be consistent with population growth.  We’re well 
beyond that pace, implying a gradual decrease in the 
unemployment rate.  However, we’re still not making up much 
of the ground that was lost in the labor market during the 
downturn.  Long-term unemployment remains a major 
problem and there’s still a high level of underemployment.  Yet, 
looking at those aged 25 to 55 years (the more stable part of 
the labor market), labor force participation has stabilized over 
the last year and the employment-to-population has been 
trending higher, suggesting fundamental improvement.  
Unemployment rates for teenagers and young adults, groups 
hit especially hard in the downturn, remain elevated, but 
should gradually improve over time as the job market recovers.  

 The contraction in state and local government has been a 
significant headwind for the economy in the last few years.  
Cuts in state and local government jobs were unusually large, 
offsetting about half of the job market impact of the $800 
billion federal fiscal stimulus.  However, with tax revenues 
improving (but still generally far below where they were before 
the recession), employment in state and local government 
appears to have bottomed out and may be increasing again.  
 Uncertainty about the fiscal cliff does not appear to have 
limited the pace of new hiring, as was feared, but capital 
spending has weakened.  Orders and shipments of capital goods 
excluding aircraft have been trending down, suggesting that 
business fixed investment will remain soft in 4Q12.  Some firms 
may be delaying capital expenditure to next year, when tax 
rates are expected to be higher (a larger tax deduction in 2013).  
 Expectations of higher tax rates are also expected to pull 
some income forward, especially annual bonuses.  Personal 
income figures are likely to pop higher in December and there 
may be some small increase in spending associated with that.  
Expectations of higher capital gains tax rates may lead to some 
selling in equities before the end of the year (compounded by 
fears of a larger economic impact from the fiscal cliff).  Note 
that this behavior would also boost tax receipts, which could 
push the debt ceiling showdown out a couple of months.  
 Superstorm Sandy is expected to have some impact on the 
economic data in the near term.  The loss in economic activity 
could shave up to half a percentage point from 4Q12 GDP 
growth, but rebuilding will add to growth over coming months.  
 The economic recovery was set to pick up in 2013 no 
matter who was elected president.  However, every silver lining 
has its cloud, and the fiscal cliff and the debt ceiling are very big 
worries, which will add to market anxieties in the near term.   

 4Q11 1Q12 2Q12 3Q12 4Q12 1Q13 2Q13 3Q13 4Q13 2011 2012 2013 2014 
GDP (↓ contributions) 4.1 2.0 1.3 2.0 1.6 1.5 2.0 2.8 2.9 1.8 2.1 1.9 2.9 
  consumer durables 1.0 0.9 0.0 0.6 0.3 0.2 0.2 0.3 0.3 0.5 0.5 0.3 0.3 
  nondurables & services 0.5 0.9 1.1 0.8 1.2 1.1 1.2 1.4 1.5 1.3 0.8 1.2 1.4 
  bus. fixed investment 0.9 0.7 0.4 -0.1 0.4 0.4 0.5 0.8 0.9 0.8 0.7 0.4 0.8 
  residential investment 0.3 0.4 0.2 0.3 0.3 0.3 0.3 0.3 0.3 0.0 0.3 0.3 0.3 
  government -0.4 -0.6 -0.1 0.7 -0.2 -0.4 -0.2 0.0 0.0 -0.7 -0.3 -0.1 0.0 
Domestic Final Sales 2.1 2.2 1.4 2.3 2.0 1.6 2.0 2.8 2.9 1.9 2.1 2.1 2.9 
   exports 0.2 0.6 0.7 -0.2 0.1 0.2 0.3 0.4 0.5 0.9 0.4 0.2 0.5 
   imports -0.9 -0.5 -0.5 0.0 -0.2 -0.3 -0.4 -0.5 -0.6 -0.8 -0.5 -0.3 -0.6 
Final Sales 1.5 2.4 1.7 2.1 2.0 1.5 1.9 2.7 2.9 1.9 2.0 1.9 2.8 
  ch. in bus. inventories 2.5 -0.4 -0.5 -0.1 -0.4 0.0 0.0 0.0 0.0 -0.2 0.1 -0.1 0.0 
      
Unemployment, % 8.7 8.2 8.2 8.1 7.8 7.7 7.6 7.4 7.3 9.0 8.1 7.5 7.0 
NF Payrolls, monthly, th. 164 226 67 174 170 110 135 170 175 153 159 148 188 
      
Cons. Price Index (q/q) 1.3 2.5 0.8 2.3 2.1 1.1 1.9 1.9 2.0 3.1 2.1 1.7 2.0 
  excl. food & energy 1.9 2.1 2.6 1.5 1.6 1.8 1.8 1.9 2.0 1.7 2.1 1.8 2.0 
PCE Price Index (q/q) 1.1 2.5 0.7 1.8 1.6 1.2 1.8 1.8 1.9 2.4 1.8 1.5 1.9 
  excl. food & energy 1.3 2.2 1.7 1.3 1.5 1.7 1.8 1.8 1.8 1.4 1.8 1.7 1.9 
      
Fed Funds Rate, % 0.08 0.10 0.16 0.15 0.15 0.15 0.15 0.16 0.17 0.10 0.14 0.16 0.20 
3-month T-Bill, (bond-eq.) 0.0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.2 
2-year Treasury Note 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.4 0.5 0.5 0.3 0.4 0.9 
10-year Treasury Note 2.0 2.0 1.8 1.6 1.7 1.6 1.7 1.8 2.0 2.8 1.8 1.8 2.2 


