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Fiscal Cliff Deal Reached, 

but THE Big Fight Looms:  

Clarity on tax policy is a big 

positive, but the debt ceiling 

debate will be highly 

contentious.

Fiscal Cliff Deal Reached, but THE Big Fight Looms

In a last minute compromise, Congress finalized a series of initiatives designed to
stave-off the fiscal cliff. Below are the key items of the deal.

Avoiding the fiscal cliff is a very positive development for the economy and markets.
Not only has the expected drag on the economy from higher taxes been significantly
reduced, the removal of a source of uncertainty should improve confidence. However,
while these moves largely addressed near-term tax issues, no progress was made on
entitlement reform or spending reductions. These larger issues will be front and
center over the coming weeks as debt ceiling negotiations heat up in what is sure to be
a highly contentious debate. Therefore, while markets are cheering the aversion of the
fiscal cliff, we expect volatility to increase as the threat of U.S. debt downgrades by
ratings agencies reemerges a la the summer of 2011.

The debt ceiling has technically already been reached. However, the Treasury can
continue to fund the government through various measures until late February. Not
coincidentally, the automatic spending reduction initiatives (sequestration) that were
originally part of the fiscal cliff were pushed out two months until the end of February.
Therefore, the more significant issues on deficits, debt, and spending will be hotly
debated over the next several weeks. Many members of Congress seem more
determined than ever to demand entitlement reform and spending reductions in
exchange for raising the debt ceiling. Undoubtedly, this stance will cause
consternation among financial markets as investors assess the probability of another
U.S. ratings downgrade.

Key Provisions of the Fiscal Cliff Deal
1. Income tax rates: For individuals with income above $400,000 ($450,000 for

married coupes), the marginal tax rate will increase to 39.6% from 35%. For all
other taxpayers, the lower tax rates enacted previously in the Bush administration
have been made permanent. Personal exemptions are phased out for adjusted
gross income (AGI) over $250,000 ($300,000 for couples). Itemized deductions
are limited for individuals with AGI above $250,000 ($300,000 for couples).

2. Investment taxes: Tax rates on dividends and interest will increase to 23.8% for
taxpayers with income over $400,000 ($450,000 for couples), for everyone else
the rates will remain at 15%. However, recall that as part of the Affordable Health
Care Act, a 3.8% tax will be added to all investment income above $200,000
($250,000 for couples). Therefore, for income above $200,000 but less than
$400,000, the applicable rate will be 18.8%.

Thank you for your trust in us. We value our relationship with you. If you have friends, family or colleagues that

could benefit from our range of investment and trust services, we would be honored by your referral. Thank you!

• Another View

Economic and Investment 

Themes for 2013: Despite 

some drag from fiscal policy, 

we expect modest economic 

growth and a solid year for 

risk assets.  

In This Issue



Tested. Trusted.January 2013

Investing and Wealth Management Insights

Hilton Head Island Office:

843-342-8800

Jason Allen, CFA

Tommy Arnold, CFA
Martha Anne McDonald, CPA

Asheville Office:

828-274-1542

John Kuhns
Garst Reese, CFA

John Rhodin, CFA, CFP®
Jon Vannice, CFP®, CTFA
David Whilden

Visit our website:
www.boysarnold.com

2222

The Current View

Key Provisions of the Fiscal Cliff Deal continued…

3. Estate/gift tax: The tax rate on estates and gifts above the exemption amount
($5.12 million in 2012 – adjusted for inflation every year) has been raised to 40%
from 35%. Portability (the ability to transfer or assign your credit to your spouse)
has been maintained and the estate and gift tax exemption amounts remain
unified.

4. Other taxes/benefits: The payroll tax holiday (2%) has ended for all Americans.
The Alternative Minimum Tax exemption is permanently set for $50,600 for
individuals ($78,750 for couples), indexed to inflation thereafter. The Emergency
unemployment compensation and extended benefits program will be extended
through January 1, 2014.

5. Other issues: The fiscal cliff deal permits 401(k) plan participants to convert their
plan to a Roth plan. The “doc fix” has been extended for one year; this postpones
the scheduled 27% reduction in Medicare reimbursement payments to doctors.
Agricultural benefits have also been extended, averting what some dubbed the
“milk cliff.”
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Another View

2013 Economic and Investment Themes

Below we examine the major economic themes underpinning markets and discuss
corresponding investment themes. While the big jump in stock prices the last day of
2012 mathematically reduces the expected return for 2013, we believe the table is set
for another solid year.

That said, structural issues in the U.S. and Europe linger, and another economic crisis
cannot be ruled out. Painful decisions on spending, entitlements, and debt reduction
are continuously avoided and/or deferred. As long as these issues persist, the small
chance of an economic meltdown exists. While this risk may never be realized, its
mere existence has important ramifications for investors.

Perhaps the most powerful force influencing markets has been, and will continue to
be, the stimulus programs of the Fed and other central banks around the world. The
U.S. Federal Reserve is now adding $85 billion per month through asset purchases.
The Fed’s programs would add over $1 trillion in monetary stimulus in 2013, far
surpassing even the most dire estimates of the fiscal cliff. Markets have been
unambiguous in their interpretation of such massive stimulus and have proceeded
higher.

Assuming Congress can navigate another debt ceiling debate without a major
disruption, U.S. real GDP growth is likely to be around 2% for the first half of 2013.
Acceleration in growth is possible in the second half as the uncertainty from the fiscal
cliff recedes and post Hurricane Sandy rebuilding projects kick in, but the consensus
estimate for all of 2013 is still a relatively modest 2%. Stable, if below potential,
growth in the U.S., coupled with solid growth in emerging markets, should offset flat
economies in Europe and Japan. Therefore, global GDP growth is expected to be
approximately 3%-4%, driven largely by emerging markets, where growth is estimated
to be over 6%.
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Another View

2013 Economic and Investment Themes continued…

With the Fed continuing to pump $ trillions into the financial system, the bias to
economic growth is likely to the upside. Amid this economic environment, a few
themes stand out as potential significant drivers of growth:

Primary Economic Themes
1. U.S. housing recovery continues. Recent data have indicated the housing market

recovery is on solid footing and there has been some resurgence in housing
construction activity. Indeed, housing starts, new home sales, and prices are at
multi-year highs. While these indicators remain well below the bubble days of
2006 and 2007, the recovery appears to be gaining momentum at a healthy pace.
Finally, lumber prices recently hit an eight-year high, suggesting recent positive
construction momentum will continue.

2. China growth resurgence. In 2012, China’s economic growth cooled substantially
as exports to Europe and Japan were hit hard by a weak global economy.
However, recent data suggest the world’s second largest economy has seen a
notable resurgence. In fact, analysts predict China’s real GDP growth will increase
in 2013 to over 8.0% from around 7.7% in 2012.

3. The renaissance in U.S. energy production expands. Energy production in the
U.S. is at an all-time high as technological advances, namely 3-D seismic mapping
and horizontal drilling, have exponentially expanded potential natural gas and
crude oil reserves. The significance of this trend is hard to gauge at this point, but
it undoubtedly alters the global economic landscape in favor of the U.S. Not only
are there innumerable direct benefits to having lower energy prices, but accessing
natural resources via hydraulic fracturing (“fracking”) and horizontal drilling
generates valuable chemicals as an offshoot of the extraction process. Chemicals
are used in almost every industry, thus many companies are relocating
manufacturing plants to the U.S. to be near the world’s lowest input costs.

Investment Themes

The market’s reaction to the fiscal cliff deal, improving confidence from better clarity
on fiscal policy, and the chance for better economic growth are encouraging and bode
well for risk assets for 2013. However, with the lingering risk that the unsustainable
debt levels in the U.S. and globally contribute to a major economic disruption,
investors need to remain well diversified across and within asset classes, and maintain
an optimal level of flexibility and liquidity.
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Another View

Investment Themes continued…

While secondary to asset allocation decisions, there are several attractive investment
themes materializing for 2013 and beyond in the current environment:

1. U.S. dividend growth stocks: U.S. corporations have record amounts of cash but
are paying out a near record low amount in dividends as a percentage of earnings,
thus their ability to increase dividends is virtually at an all-time high. Dividend
growth stocks typically outperform all other types of large cap stocks, but
especially during periods of rising or above-average inflation. Finally, relative to
historical measures, dividend growth stocks have underperformed higher
dividend yielding stocks, suggesting they are poised to revert to the mean and
therefore outperform.

2. Emerging market stocks: After underperforming for most of 2011 and early 2012,
emerging market equities came on strong late in 2012 and appear poised for
further gains. Emerging markets, in general, are cheaper relative to expected
earnings than their developed market counterparts and have higher expected
growth. Emerging market stocks and indices are dominated by Asia, which in-
turn is highly sensitive to China’s growth. Therefore, as noted above, the
improving outlook for China’s economic growth should have positive ripple effects
for the rest of Asia’s emerging markets.

3. Commodities: Commodities, as measured by the Dow Jones UBS Commodity
Index, dropped 1% in 2012. While many commodities, including gold, natural gas,
and copper increased substantially, others, including crude oil, saw big drops over
concerns regarding China’s growth and general global economic weakness. After a
13% drop in 2011, the index has now declined two consecutive years for the first
time in 15 years. The relative strength in the U.S. dollar Index, which is normally
negatively correlated to commodities, also contributed to the poor performance
over the past couple of years as investors flocked to the relative safety of the U.S.
dollar during the European debt crisis. Now, amid a backdrop of central banks
flooding the financial system with massive liquidity and improving growth in
China (the world’s largest marginal consumer of commodities), commodities
appear poised for a significant rebound.


