
With the Presidential election quickly approaching on November 6th there has 
been a lot of talk about the upcoming “fiscal cliff” that awaits the eventual 
winner.  Due to the lack of bipartisan consensus in Washington over the last 
few years there are a host of tax increases and spending cuts set to hit the 
economy if no action is taken by policy makers.  
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This massive reduction in the federal deficit - almost overnight - constitutes the fiscal cliff.  While there has been plenty of ink spilled on the 

political dynamics of the fiscal cliff, in this newsletter we will look past the politics and offer some thoughts on the ramifications for financial 

markets and client portfolios.  

The Numbers

It is important to remember that the fiscal cliff primarily focuses on the one year impact of budget cuts and tax increases that take effect in 

2013.  However, most policy makers address these items over much longer time frames.  For example, the Budget Control Act of 2012 calls 

for $1.2 trillion of spending cuts over 10 years, but according to the Congressional Budget Office (“CBO”) this is likely to result in spending 

cuts of only ~$80 billion in 20131.

1 Reduction is in relation to 2012.  Source: Congressional Budget Office, An Update to the Budget and Economic Outlook: Fiscal Years 2012 to 2022. August 2012.
2 Source: CBO, JP Morgan Asset Management, Bridgewater Associates.

Exhibit 1: Anticipated 2013 Tax Increases and Spending Cuts2

Revenue Increases Amount ($B) % of GDP

     Payroll Tax Cut $115.00 0.7%

     Bush Tax Cuts $225.00 1.4%

     AMT $103.00 0.7%

     Affordable Care Act (3.8% tax) $24.00 0.2%

     Tax Extenders/Credits $75.00 0.5%

Expense Cuts

     Sequestration $80.00 0.5%

     Unemployment $34.00 0.2%

     Doc Fix $11.00 0.1%

TOTAL $667.00 4.2%

The CBO estimates that the looming 

combination of budget cuts and tax increases 

set to take effect beginning in 2013 amounts 

to more than $600 billion.  By our estimate 

these spending cuts and tax increases 

equate to more than 4% of U.S. GDP (see 

Exhibit 1). Due to mandatory and approved 

spending increases elsewhere in the budget, 

though, the CBO estimates that the deficit 

will be reduced by ~$487 billion in 2013.

The largest impact on the budget is the 

expiration of the 2001 and 2003 Bush tax 

cuts.  Originally set to expire at the end of 

2010,  they were extended for two more years
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to inject further stimulus into a stubbornly slow economy.  Precise estimates for the full effect of the tax cuts vary, but economists agree 

that total tax revenue will increase by at least $200 billion if they are allowed to expire.  In addition to the tax cuts, the 2012 stimulus 

measures are also set to expire at the end of the year.  The two largest components of that legislation are the 2% payroll tax holiday and the 

extension of unemployment benefits from 59 weeks to 99 weeks.  As indicated in Exhibit 1, these two items could reduce GDP by almost 

1%.  Furthermore, the Budget Control Act of 2012 mandates spending cuts, split equally between the defense budget and non-defense 

discretionary spending.  There is some flexibility as to how the cuts are phased in, but ultimately they should shave another $80 billion off of 

the budget deficit.  Lastly, the Affordable Care Act (a.k.a. “Obamacare”) requires a 3.8% tax on income investment above $250,000.  Beyond 

these four pieces of legislation, there is roughly $190 billion of tax cuts and spending increases that expire annually and need Congressional 

approval to be renewed each year.  The largest of these is the indexing of the Alternative Minimum Tax (“AMT”) to inflation, which is 

expected to deliver over $100 billion of additional tax revenue without Congressional action.

Economic Impact

These spending cuts and tax increases collectively amount to more than 4% of U.S. GDP.  The exact impact on growth is difficult to forecast 

because some of these policy changes will have a more direct effect on growth than others, but it is widely agreed that if no policy changes 

are made the U.S. will be driven into recession.  According to the CBO, U.S. GDP growth will be 2.0% in 2012, and the current level of 

economic growth is not sufficiently strong enough to weather these scheduled reductions to the government deficit.   

The most recent projections from the CBO forecast GDP growth of -0.5% in 2013 if all the spending cuts and tax increases take hold as 

currently slated; growth will be disproportionately impacted during the first half of the year.  Estimates call for GDP to shrink at an annualized 

pace of 4% in the first quarter, before gradually improving through the remainder of the year. Not surprisingly, another recession in the U.S.  

would impact other key economic indicators such as unemployment and inflation.  The CBO estimates that unemployment would climb from

Exhibit 2: Quarterly GDP Growth (Annualized Rate)3

3Source: Congressional Budget Office

the current rate of 7.8% to 9.1% by the end of 

2013 as demand for goods and services falls.  

On the other hand, the slowing economy 

would help to keep inflation pressures under 

control.  

Despite the potential negative fallout if the 

U.S. does indeed go over the fiscal cliff, there 

is a significant silver lining: considerable 

reduction of the deficit.  Though it would be 

a very rocky road, if the current projections 

are correct the U.S. would be on a more 

sustainable fiscal path, with debt held by the 

public projected to drop from 73% of GDP in 

2012 to 68% of GDP in 2017.  

Financial Market Impact

There is no doubt that full implementation 

of these spending cuts and tax increases 

will have repercussions for financial markets 

across the globe. At a high level, we would 

expect the fiscal cliff to be positive for U.S. 

government bonds and negative for risk 

assets.  U.S. government bonds would likely 

do well for two reasons: first, the nominal 

returns and protection of principal offered by
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but are still likely to undergo a correction.  

Exhibit 3 summarizes our expectations of these 

asset classes on an absolute and relative basis.  

Conversely, should none of the proposed tax 

increases and spending cuts take place due 

to political concerns about pushing the U.S. 

economy into recession, we would expect 

higher interest rates and inflation over the 

longer term4, which would be bearish for 

bonds.  Our expectation is that any further 

spread tightening would be more than offset 

by higher interest rates.  Pushing off the 

deficit reduction should also be good for 

commodities.  Globally, the same is true for 

equities, although a weakening dollar could 

potentially make international stocks a better 

bet than U.S. stocks. 

Given the current complacency in the financial 

markets it appears that most investors 

believe some deal will be reached that 

eliminates the worst case scenario of $600 

billion in spending cuts and tax increases.  

However, we would remind investors that the 

same attitude prevailed in early 2011 when 

lawmakers waited until the eleventh hour 

before reaching a deal that most viewed 

as suboptimal, and caused a considerable 

amount of volatility in financial markets (see 

Exhibit 4).

As mentioned above, the current low level of 

volatility in the financial markets implies that 

investors are confident that a resolution will be 

developed which keeps us from going  over 

the fiscal cliff.  Critically, this also means that 

it will likely come as a surprise to the markets 

if politicians cannot come to an agreement.  

4 The Fed has committed to keeping rates low until 2015 but after that – assuming no further quantitative easing programs – rates are more likely to rise than fall.
5NM = not meaningful.

Exhibit 3: Scenario Analysis for Capital Markets

Treasuries is likely to look very attractive to investors in the midst of a recession, and second, while a U.S. default is extremely unlikely, at 

the margin the reduced deficit should make U.S. bonds more attractive relative to other sovereign countries with high debt-to-GDP ratios.  

Equities and credit sensitive investments (particularly high yield bonds) are likely to underperform. To the extent that the U.S. can climb out of 

recession by the third quarter we would expect investment grade bonds and senior loans to hold up relatively well, although spread widening 

should be expected.  We expect a fiscal tightening to be very bearish for commodities, particularly oil and industrial metals. Although Europe 

has shown signs of emerging from its recession, it is unlikely to pull out of a recession if the U.S. slips into one.  It is also less likely that China 

can engineer a soft landing with another recession in the U.S.  Finally, given that any global recession is likely to start in the U.S., and because 

U.S. equities have outperformed global equities so strongly over the last year, we believe international equities could outperform U.S. stocks,

Fiscal Cliff No Fiscal Cliff

Absolute Relative Absolute Relative

Bonds

     Govt. Bonds + + - -

     High Yield - - + Neutral

     Senior Loans - - + +

Equities

     U.S. Stocks - - + -

     Intl Stocks - + + +

Real Assets

     Commodities - - + +

     U.S. Dollar NM5 ? NM -

Exhibit 4: CBOE Volatility Index
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Thus, there seems to be a much greater risk to the markets that a deal is not reached and the U.S. heads off the fiscal cliff in January.  

While we still believe that is not likely to happen and at least some of the spending cuts or tax increases will not be enacted, it is 

concerning that markets largely seem to be ignoring any possibility of the economic doom suggested by the fiscal cliff policies.

So where does all of this information lead institutional investors?  At Marquette we are focused on long term strategic asset allocations for 

clients.  These portfolios are designed to generate returns for investors over long periods of time and in varying economic environments.  As 

a result we do not recommend clients alter their target allocations every time market or economic forecasts change.  However, to the extent 

that clients need to rebalance portfolios that are overweight to risk assets, we believe now may offer a compelling opportunity to do so.   



The Fiscal Cliff October 2012 5

PREPARED BY MARQUETTE ASSOCIATES 

180 North LaSalle St, Ste 3500, Chicago, Illinois 60601   PHONE 312-527-5500   WEB marquetteassociates.com

 

The sources of information used in this report are believed to be reliable.  Marquette Associates, Inc. has 

not independently verified all of the information and its accuracy cannot be guaranteed.  Opinions, estimates, 

projections and comments on financial market trends constitute our judgment and are subject to change without 

notice.  References to specific securities are for illustrative purposes only and do not constitute recommendations.  

Past performance does not guarantee future results. 

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs 

with a focused three-point approach and careful research. For over 25 years Marquette has served this mission 

in close collaboration with clients – enabling institutions to be more effective investment stewards. Marquette is 

a completely independent and 100% employee-owned consultancy founded with the sole purpose of advising 

institutions. For more information, please visit www.marquetteassociates.com.


