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The “Fiscal Cliff” looms: The 

market is at the whim of 

political machinations until 

the fiscal cliff is resolved.  

We offer four plausible 

scenarios, along with an 

estimate of the reaction by 

financial markets.

Navigating the Fiscal Cliff 

and Positioning for 2013

The Fiscal Cliff Looms

The series of tax increases and automatic spending cuts, collectively known as the
fiscal cliff, are set to kick in January 1, 2013. Going over the fiscal cliff will almost
certainly plunge the U.S. economy into a recession, and very likely result in significant
job losses. Hope remains that President Obama and Congress will compromise and
agree to a combination of spending cuts and tax reform, thus averting the fiscal cliff.
Given the significance of these issues to the U.S. economy, Wall Street is now caught
firmly in the vortex of politics, just as it was last summer during the debt ceiling
negotiations. Markets wax and wane daily based on commentary from Washington,
and investors are at the mercy of political posturing. No one knows precisely how this
will all play out, but we offer four plausible scenarios, along with an estimate of the
reaction by financial markets:

1. Congress punts to 2013. Warren Buffett, among others, believes this is a very
likely possibility. Getting a lame duck congress to forge an agreement on
incredibly complex and contentious issues in a matter of weeks seems highly
unlikely. Speaker Boehner and President Obama might be able to agree on a
framework for negotiations, but getting the details ironed out and getting buy-in
from various constituencies will probably take more time. Once the 113th
Congress is sworn in on January 7th, the odds of a meaningful deal increase.
Estimated market reaction: while not reaching a deal by the official “deadline” of
December 31 will be a disappointment and may cause some consternation, it will
be temporary if there is an agreed upon framework in place by the key players,
and we would expect investors to respond positively. Moreover, a final agreement
could easily be applied retroactively to Jan 1.

2. The can gets kicked down the road…again. Unable to reach a deal on major
issues, Congress and President Obama agree to extend most or all Bush-era tax
cuts and eliminate automatic spending cuts for 2013. Estimated market reaction:
while averting the fiscal cliff and extending lower tax rates will be welcome, the
lack of a compromise on reducing debt opens up the possibility of another ratings
downgrade of U.S. debt. Therefore, this scenario may result in a temporary relief
rally in the markets, but investors will quickly turn their attention to the risk of a
downgrade and the negative effects of mounting debt. In the face of such
concerns, the market sold off dramatically in 2011.
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The Current View

The Fiscal Cliff Looms continued…

3. Partial agreement. While Republicans have said publicly they are willing to put
“higher revenue” on the negotiating table and President Obama has stated he is
willing to consider expense reductions, both sides have stopped short of indicating
room for moving off treasured positions: tax rates for Republicans and
entitlement program reforms for Democrats. Therefore, in this scenario both
sides agree to give a little on smaller issues and thus avert the fiscal cliff, but no
significant progress is made on deficit reduction. Estimated market reaction:
averting the fiscal cliff will be a relief, but the prospect of a debt rating downgrade
will hang over the market and grow over time. Thus, any relief will be short-lived
and asset prices will be restrained by the specter of growing, unsustainable debt.

4. Grand bargain. President Obama and Congress agree to a combination of tax
reforms, spending cuts, and entitlement program reforms that amount to several
$ trillion in savings, thus reducing projected deficits and putting the U.S. on a
path to a balanced budget. Estimated market reaction: Investors would probably
cheer such a compromise and markets would likely enjoy a very significant rally.

Navigating the Fiscal Cliff and Positioning for 2013

It is never wise to rely on politicians to do the smartest, best thing for the country, and
government’s heavy involvement in markets makes it difficult to predict what will
happen under various scenarios. Still, it seems likely that some agreement will be
reached, perhaps not until 2013, that at least improves visibility on fiscal discipline.
Of course, the devil will be in the details, and while a deal seems likely, markets
usually have to demonstrate to politicians the importance of acting in the nation’s best
interest by decimating asset prices (i.e. the 2011 debt ceiling crisis and 2008 1st TARP
vote). Ultimately, if a deal is consummated it removes a significant element of
uncertainty, and this is generally bullish for stocks.

The road ahead will probably get bumpier as politicians posture and negotiate. It
would not be surprising to see periodic violent sell-offs. Still, for the majority of
people, it will not be time to sell during episodes of intense volatility. Rather, it will be
a signal that the end of the fiscal uncertainty overhang is near, possibly presenting
opportunities to deploy cash accumulated before the election. Irrespective of the
outcome, the mere notion that markets can be influenced to such a degree by the
government illustrates the critical importance of adequate portfolio balance and
diversification.



Tested. Trusted.December 2012

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

3333

The Current View

Navigating the Fiscal Cliff and Positioning for 2013 continued…

Without at least the framework of a deal on the fiscal cliff, it is virtually impossible to
make confident prognostications about 2013. The most likely environment is probably
one where we experience more of the same:

• Sluggish, uneven economic growth, with periods of elevated volatility;
• Active central bank involvement in markets…primarily aimed at keeping interest

rates low;
• Continued slow healing and improvement in employment and housing; and
• Lingering concern over long-term structural issues (too much debt)

In this environment, we center our thinking on investment strategy around three
axioms:

1. Stay invested:
• Despite structural problems, asset prices can still rise significantly through

reflation
• Central banks/governments are engaged and committed to avoiding another crisis
• Get paid to wait: very low (or negative) interest rates make dividend-paying

equities very attractive

2. Be opportunistic:
• Maintain flexibility and liquidity
• Volatility can create opportunities

3. Prepare for higher inflation:
• Massive monetary stimulus increases the odds of accelerating inflation
• Inexorable urbanization of emerging economies strains global resources

Under any scenario, the key ingredient missing from the current economic landscape
is confidence. Without confidence, business leaders and entrepreneurs will not take
risk. Evidence of this lack of confidence abounds, but is most obvious in the record
amount of cash on corporate balance sheets. Indeed, many businesses have been in a
state of self-imposed paralysis, holding off on capital spending projects, market
expansion initiatives, and hiring plans, awaiting resolution of fiscal policy uncertainty.
If politicians can compromise and address significant issues, confidence should
improve, resulting in increased economic activity and growth. This would be much
more impactful and healthy over the long-run than any monetary stimulus the Fed can
supply. As James Madison once said: “The circulation of confidence is better than the
circulation of money.”
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Another View

Required Holding Period for Qualified Dividends

With the tax rate on dividends set to go higher, potentially more than 100% higher, a
spate of companies have declared one-time special dividends. Many investors are
interested in purchasing the stocks of such companies to capture these attractive
dividends. Aside from the risk that the value of the stock will likely decline by the
amount of the special dividend, investors should note the holding period rules
required for dividends to qualify for the 15% rate:

To qualify for the lower tax on the dividends, investors are required to hold the stock
for more than 60 days during the 120-day period beginning 60 days before the ex-
dividend date. The holding period includes the date of disposition, but not the
acquisition date. Essentially, what this means is that if you want to receive a dividend
that qualifies for the lower tax rate, you must buy the stock as least one day before the
ex-dividend date and hold that stock for at least 60 more days. Obviously, the holding
period must include the ex-dividend date.

What Are “Alternative” Investments?

Most investment asset allocation strategies include stocks, bonds, cash, and
“alternatives.” What are alternatives and why are they important? While there isn’t
one precise universal definition, one way to define this group is to consider what they
are not: alternatives are simply assets that are not cash, stocks, or bonds. Examples
include gold, commodities, real estate, timber, master limited partnerships (MLPs),
and hedge funds.

The benefits of investing in alternatives are many, but there are two in particular that
stand out as reasons to include alternatives in one’s portfolio:

(1) Diversification. The investments in the alternatives category typically have a low,
or sometimes negative, correlation to stocks or bonds. This means that these
investments do not increase or decrease in price in a similar fashion to stocks or
bonds. Therefore, including them improves the risk/reward balance of one’s
portfolio.
(2) Inflation. Many investments in the alternatives category, especially commodities
and gold, are positively correlated to inflation. The prices of the investments in these
securities tend to move up or down similarly to inflation. Therefore, certain
alternatives can help reduce the negative impact on one’s portfolio from rising
inflation.
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Another View

What are “Alternative” Investments? continued…

Hedge funds are also considered to be alternative investments. What are hedge
funds? A hedge fund is a private partnership in which the investment manager
typically has significant discretion as to the types of investments permitted in the
fund. There are several thousand hedge funds and they employ a wide variety of
strategies. The manager may invest in any number of combinations of stocks, bonds,
real estate, commodities, futures, options, etc., and he or she may use leverage, or
borrowed money, to try to boost returns. Most hedge funds are not regulated by the
U.S. Securities and Exchange Commission (SEC) and are usually available only to
investors that meet certain income and asset level criteria. Many hedge funds have
“lock-up” periods where investors are prohibited from withdrawing their money, and
many often do not report the investments inside the fund. Finally, these funds
typically charge an annual management fee of 1%-2% of the assets in the fund, and an
incentive fee of 20%-50% of any net income produced by the fund.

Just like any other potential investment category, there are good and bad hedge funds.
Because they are largely unregulated and opaque, one should conduct extensive due
diligence before investing in a hedge fund. As these funds are essentially private
partnerships, they have legal documents that describe all the rules, expectations, and
responsibilities for the general partner (the manager) and the limited partners (the
investors). These documents should be scrutinized carefully and reviewed by legal
counsel.


