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The Current View 

Is this summer slowdown different? 

Earlier this year we posited that stocks had gone too far too fast and that the U.S. stock 
market’s blissful disregard of serious global risks could not last forever.  Indeed, we 
disposed of certain stocks and pared back overall equity exposure in February and 
March, anticipating a rough summer.  Subsequently, the S&P 500 peaked at 1422 on 
April 2nd and has been in a downtrend since.  What happened? 

In a repeat of the past two years, stocks have swooned on evidence that the global 
economy has slowed markedly.  In 2010 and 2011, the summer slowdown proved 
temporary, and, aided by a shot of adrenaline from the Federal Reserve, economic 
growth and stocks vaulted higher in the fourth quarter through early Spring of the 
next year.  Is this summer’s slowdown simply a repeat of the same cycle?   

Yes and no.   

The root cause of the decline in economic growth and the increase in volatility in 
stocks is essentially the same this year as in years past: most of the developed world is 
awash in debt and is undergoing a painful deleveraging process.  In this way, this 
year’s summer drop is very similar to the past two years.  Austerity and fundamental 
weakness in Europe have eroded demand in the world’s largest economic area.  This 
weakness has rippled across the globe, resulting in a reduced economic activity in 
Asia, North America, and South America.  Thus far, none of the proposed solutions 
offered by politicians and central bankers have inspired any confidence.  As a result, 
investors, CEOs, and consumers have all pulled back.    

Ironically, what is different this summer is what is transpiring here in the U.S.   The 
looming “fiscal cliff” (see below), the November elections, and a deterioration in the 
U.S. jobs market have all conspired to increase uncertainty and fear.  Remarkably, 
markets have remained relatively calm, but one gets the sense this is an aberration 
wrought by extremely low volume as many investors are sitting on the sidelines.  The 
common theme, regardless of the source of concern, is a lack of confidence.  Much of 
the lack of confidence can be attributed to uncertainty over the political and fiscal 
landscape.  As we noted last month, clarity on these issues, even in the form of a less 
than optimal outcome, will improve confidence.  Certainty on tax policy, regulation, 
and strategic direction will provide decision-makers with the clarity needed to deploy 
capital.  This will be good news for the economy and financial assets.     

One’s position on whether this summer slowdown is the same or different could 
influence some investment strategies, but should it?  While U.S. economic news has 
deteriorated, it does not yet suggest that we are headed for recession.  In fact, markets 
seem quite rational as companies that report good earnings (Caterpillar, Boeing) are 
being rewarded and companies that miss earnings estimates (Apple, Netflix) are being 
penalized, irrespective of the overall market’s move.  This is generally perceived as a 
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sign of a healthy, functioning financial market.  Moreover, the “fiscal cliff” and election 
will soon be resolved one way or another, removing an overhang on markets.  To be 
sure, China’s growth has decelerated from 9%, but government officials are 
determined to maintain 7%-8% GDP growth and they have just begun to ease 
monetary policy.  Finally, although a real solution in Europe is surely a ways off, they 
are slowly addressing their structural issues and being forced to make incremental 
changes.   

The outcome of these issues and the market’s movements over the balance of the 
summer may dictate tactical maneuvers, but sound strategic decisions need to be 
based on long-term goals and objectives.  Indeed, considering current asset values and 
probable outcomes to the issues noted above, the long-term risk-reward outlook 
seems favorable for stocks and other growth assets.   

 

Another View 
 

The “fiscal cliff” defined 

You have likely heard or read about the impending “fiscal cliff” facing our economy.  
What is this?  Simply stated, the expiration of certain tax cuts, coupled with the 
imposition of automatic spending cuts, will combine to be a substantial drag on our 
economy next year.  Many analysts have likened the impact to that of going over a cliff, 
and threaten that it could cause our economy to drop into recession.   

Goldman Sachs recently described it as follows: 

“The U.S. “fiscal cliff” refers to a combination of tax cuts scheduled to expire at the end 
of 2012 and spending cuts set to take effect in 2013.  Under current law, these 
measures would amount to more than $600 billion of tightening, equivalent to about 
4% of GDP.”    

It is unlikely that policymakers will allow us to go over the fiscal cliff completely.  
Depending on the outcome of the election, a more likely outcome is that some 
combination of an extension of certain tax cuts and a delay or reduction of certain 
spending cuts will come about as part of a negotiation between Democrats and 
Republicans.     

Goldman Sachs notes that the Congressional Budget Office (CBO) estimates that if we 
went over the “fiscal cliff” as stated under current law, the U.S. would dip into 
recession in the first half of 2013, likely resulting in thousands of job cuts.  Conversely, 
if some portion of the cuts and taxes were implemented, we would slow to 1.7% but 
avert a recession and grow 2.1% in 2013.   

Implicit in the “fiscal cliff” are the expiration of the Bush-era tax cuts.  This means that 
absent some modification from Congress, tax rates will increase for all citizens.  
Also, the payroll tax “holiday” of 2% will expire, affecting all working Americans.  The 
top tax rates will increase as follows: 

 Top marginal tax rate on ordinary income will increase to 39.6% from 35% 

 Long-term capital gains rate will increase to 20% from 15%*  

 Dividend tax rate will be the same as the ordinary income tax rate vs. 15% 
currently for qualified dividends* 

 As detailed in June’s The View, the estate tax rate will revert to 55% from 35% 
and the estate and gift tax exemptions will revert to $1 million per individual 
from $5 million   

 *note that for certain individuals and couples, an additional investment surtax 
of 3.8% will be applied as explained below 
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Tax Implications of the Affordable Care Act 

The U.S. Supreme Court recently upheld the majority of the Affordable Care Act (aka 
“Obama care”).  The link below to an article by TIAA CREF provides a concise 
summary of the provisions of the Affordable Care act and implications for tax policy.  
The majority of the impact will be felt by individuals that make more than $200,000 
per year or married couples filing jointly that make over $250,000 per year.  These are 
known as the “threshold” amounts.  Here are a few key points: 

 An investment surtax of 3.8% will be imposed on net investment income 
(interest, dividends, capital gains, rents, royalties etc) beginning in 2013 for 
those individuals or couples with income above the threshold amount 

 Those over the threshold amounts will also pay an additional 2.35% of wages 
over the thresholds in additional Medicare payroll taxes 

 Beginning in 2013, the maximum amount an individual can contribute to a 
flexible spending account is $2,500 per year 

TIAA CREF article on tax implications of Affordable Care Act 

 

Implications of potential tax law changes for investment strategy 

It is premature to adjust one’s strategy as the results of elections in November could 
dramatically change tax laws.  That said, given our country’s massive debt and the 
need for additional revenue to fund it, it seems likely that tax rates are headed higher 
for at least some individuals.  We are happy to discuss with you a variety of options 
that could reduce the impact of an increase in taxes under various scenarios.  

For example, should the tax on dividends revert to potentially much higher ordinary 
income tax rates, it could make sense to move higher dividend paying stocks and 
funds to tax deferred accounts.  Also, the potential increase in the long-term capital 
gains tax rate may make it advantageous to accelerate the sale and recognition of gains 
for certain securities.  Similarly, certain individuals may consider accelerating 
distributions from tax-deferred accounts to take advantage of lower rates in 2012, 
including converting IRAs to Roth IRAs.  Finally, an increase in income tax rates 
would increase the effective after-tax yield of municipal bonds, which may mean they 
should be featured more prominently in certain portfolios. 

As developments on the “fiscal cliff” and tax policy unfold, we will be communicating 
our assessment and review of the impact through future editions of The View and 
other communications.   
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