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The S&P 500 declined 0.04% in the final quarter 
of 2012, and ten year Treasury note yields 
increased eleven basis points to finish the year 
at 1.75%. For the year of 2012 the S&P 500 
gained an impressive 16%. The economic news 
has gradually improved but would still be in the 
“muddle through” category. The ongoing 
improvement in the U.S. housing market 
continues to be an important and somewhat 
surprising positive for the U.S. economy.  
 

 
  
This quarter’s most important economic and 
market event was the ongoing discussion of the 
fiscal cliff. Reading and anticipating economic 
and market trends are difficult enough. Throw in 
a self-made Washington, D.C. centered 
tragicomedy and accurately handicapping 
outcomes becomes even more difficult. Don’t 
know about you but I have grown weary of 
hearing about the fiscal cliff. I don’t mean to 
imply that it isn’t important. The Congressional 
Budget Office and most private economists 
believe the outcome of the automatic spending 
cuts and tax hikes would throw the economy 
into a recession. The reason is that while the 
economy is growing, the rate of growth is quite 
modest. The current run rate of economic 
growth is around two percent. That means there 
is little room for error. Most frustrating is the fact 
that the fiscal cliff is a self-made issue that can 
be addressed by the President and Congress. 
How about some old-fashioned negotiating, 
some give and take. Apparently political 

leadership in Washington is incapable of this. The 
fiscal cliff was created to force the President and 
Congress to deal with difficult tax and spending 
issues. Unfortunately it doesn’t look like that will 
occur. In the mean time the economy and markets 
must deal with the uncertainty. 
  
Recently, there has been a good bit of discussion 
that there will be a smaller and slimmed down 
version of a fiscal cliff deal. Regardless, this 
debate is not going to go away. The debate has 
almost exclusively been about taxes; whose taxes 
get raised and by how much? Little in the way of 
ideas regarding how this nation goes about 
reining in spending, which quickly leads to the 
need for reforming entitlement programs.  
Regardless if there is a short term deal 
announced to extend the Bush tax cuts, the real 
deal is spending. The payroll tax will go from a 
4.2% rate to 6.2%, that adjustment higher will take 
about 4% from consumer spending annually. The 
sequestration impact will mean, depending on the 
details of the negotiations, between a $400 billion 
to $650 billion drag on the economy. In addition, 
just as soon as a deal is announced, we will be 
facing yet another debilitating debate regarding 
the debt ceiling which expires in March. If our 
political leadership remains true to their well-
earned reputation of not being able to address 
difficult issues, we stand a chance of having a 
technical default and of seeing our debt ratings 
cut again unless an agreement can be reached on 
the centerpiece of the real deficit problem: 
spending.  
 
Meanwhile, the U.S. economy continues to plug 
along. Despite the headwind of worry surrounding 
debt and deficit issues, the economy is doing ok. 
Bank lending is improving, housing has clearly 
turned the corner, labor markets have improved, 
and the unemployment rate has fallen from 8.3% 
in January 2012 to 7.7% in November. Both 
personal and corporate balance sheets have 
improved. Corporations have amassed a 
significant amount of cash. This puts U.S. 
companies in a great position to fund growth 
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opportunities and reinvest in their businesses, if 
the uncertainty emanating from Washington, 
D.C. will abate. (Just humor me on that 
request). The global economic situation has 
also improved. In Europe, while there continues 
to be little growth, the worst case outcome 
seems to be retreating with each passing week. 
That retreat started when European Central 
Bank President Mario Draghi said “the ECB is 
ready to do whatever it takes to preserve the 
euro”. That statement calmed markets and there 
has been little discussion about the dissolution 
of the euro currency group since then. While 
there was significant hand wringing over 
European political and economic conditions in 
2012, the German Dax ended the year up 
almost 30%. There have also been significant 
positives for the world’s second and third largest 
economies, Japan and China. In Japan, new 
leadership is attempting to stimulate their 
economy by adopting policies that look like our 
own quantitative easing maneuvers and trying 
to devalue their currency. The Chinese 
economy appears to be bouncing back after a 
self induced slowdown to calm inflation.  
 
So while we wait again for U.S. political 
leadership to emerge, economic conditions here 
and around the globe are improving. Interest 
rates remain near all time lows but are a source 
of worry for me, as I believe rates are a one way 
street from here. Higher rates over time will 
pressure the significant positions investors have 
built in bonds, especially long term bonds, over 
the last four years. Higher taxes and reduced 
government spending should slow growth, 
especially in the first half of 2013. But 
underlying growth is clearly present. The most 
important and potentially positive outcome for 
the U.S. would be for Washington to put our 
debt and deficit problem on a trajectory to be 
solved over a longer time period. I know that 
seems like wishful thinking, but I have no doubt 
that would ignite a significant revival of the U.S. 
economy and we would rediscover our inherent 
desire for risk taking. I would expect U.S. GDP 
to be negative to flat in the first quarter 2013 
with economic growth improving as the year 
progresses, finding the strongest growth in the 
fourth quarter 2013.  So while the overall GDP 
growth rate might be only 2%, we should see 

progressively better growth throughout 2013 
ending on a high note. 
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