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By early 2013, we expect that many of the critical issues vexing investors will be 

resolved.  Domestically, the focus is on the upcoming presidential election and the 

looming Fiscal Cliff.  Hard choices will need to be made to address the deficit.  In 

Europe, the continuing cat and mouse game with a Spanish (and to some extent Greek) 

bailout has provided lots of investor uncertainty.  Finally, investors have watched with 

fear as China has transitioned into a harder and faster ‘landing’ than many thought 

possible.  There is clearly a lot that an investor could worry about. Yet, under close 

examination, we see these issues resolving positively and remain cautiously optimistic 

about equities into next year. 

 

Presidents typically affect the stock market much less than people think, but this election 

is unique in that there are particularly widespread differences in philosophy and potential 

policy outcomes.  How to handle tax rates and spending in light of an ever growing 

deficit is a crucial question that must be answered.  So, what should be done?  The 

answer is quite complicated, but ultimately a centrist solution focused on modest tax 

increases and substantial cuts to spending and entitlement reform. This will put the nation 

on sound fiscal footing and allow businesses to invest once again and the strength of the 

dollar to be preserved.  Once at a Morgan Keegan Investment Conference, I asked the 

guest speaker, Jack Kemp, whether Washington has ever studied what the optimal tax 

rate is for growth, prosperity and greatest tax receipts.  He seemed confused by the 

question, but I am pleased that the Cato Institute has recently attempted the task.  They 

believe that a 35% marginal tax rate is optimal to produce the highest level of ‘revenue’ 

for the government.  Rates above this would actually reduce the government’s total tax 

receipts and hamper growth as many wealthy people would be discouraged from working 

or investing.  The top US tax rate is currently 35%.  However, to get a ‘grand bargain’ 

and achieve spending cuts, some tax rate increase will be necessary from a political 

standpoint.  A look at tax rate history shows that the pre-Bush tax rates (top rates of 

39.6%) were not economically punishing.  The Simpson-Bowles Plan, which I read about 

six months ago, is a brilliant path to creating an economic growth machine.  It does not 

favor one political party over the other.  Rapid growth generates rapid tax receipts which 

we desperately need as the projected growth in Medicare/Social Security is unsustainable 

and will cripple the government.  

 

Both parties are to blame for this game of economic chicken which we now call the 

Fiscal Cliff.  George Bush originally created this ‘Cliff-type’ scenario given that his 

massive tax cuts needed to be renewed.   Unfortunately, under Obama, this brinkmanship 
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has been raised to new heights, creating a potential economic catastrophe.  All tax cuts 

expire January first, including Obama’s Social Security tax cut, as well as the enactment 

of a fiscal sequester, dramatically cutting the Federal spending budget.  Every economist 

I follow says that if nothing happens, we will re-enter a recession.  Fiscal sustainability is 

key, but this would be too hard and too fast.  Like Greece, we have played kick-the-can 

down the road with an ever increasing explosive event occurring if we do nothing.  With 

this backdrop, the market has the potential for a big move in either direction. 

 

Under the surface, there is political hope.  A growing group of politicians in Washington 

understand the problem and its severity.  There are well broadcast “secret meetings” of 

Senators from both parties to work on a compromise.  Erskin Bowles, himself, has 

reported making political headway within the two parties toward compromise.  So, how 

would either candidate handle the issue?  It is generally felt by Washington insiders that 

Romney would more easily create a compromise, not because the Republicans are so 

flexible, but because he is.  He is a centrist posing as a conservative.  To me, his 

willingness to adapt was revealed when he switched from being pro choice to pro life to 

get the Republican nomination.  He compromised in Massachusetts and he will in 

Washington.  He understands the seriousness of the problem.  Obama will have a tougher 

time crafting a deal, but there are rumors that he may appoint Erskin Bowles to replace 

the outgoing Geithner.  Bowles has extensive experience in Washington under Clinton.  I 

cannot think of anyone I would rather have as Secretary of the Treasury.  It would be a 

brilliant appointment.  If a political center continues to evolve with Bowles’ work, we 

could end up with excellent legislation as part of a ‘grand bargain’.  Still, something has 

to be done and soon.  This “Fiscal Cliff” has already taken its toll on capital spending.  

Multiple polls show that business leaders are defensive, sitting on cash and afraid to 

commit until things are clearer.  At this point, the US economy is all about the Fiscal 

Cliff. 

 

In the meantime, the outlook for the economy continues to improve.  Housing is a major 

plus as the market continues to clear out the overhang. Housing starts are up sharply, but 

still 40-50% below normal levels at only 750K units.  ISI predicts that the US will be at 

1.2 million housing starts by next fall.  Housing is also a major job creator.  Auto sales 

are solid and positive job growth is slowly pulling the economy up.  Finally, bank lending 

has continued to improve as evidenced by the growing money supply. The US economy 

is getting on a more solid growth path if only we can handle the political problems. 

  

Europe stills keeps investors worried, although the trend seems to be for slow progress.  

Spain, a meaningful economy, is the current focus and it appears that aid will be 

forthcoming if Spain requests it.  If Spain asks for help, however, it must submit to the 

ECB budget requirements and austerity. So, Spain is trying to get the help without 

asking.  It reminds me of the movie Butch Cassidy where Butch and Sundance promise to 

leave the saloon if the cowboy will only ask them to stay.  There are rumors that Spain 

gets resolved soon as Spanish official have been floating the idea to the press.  It is not 

the last shoe to drop, but there are few left.  Europe will not have much growth for the 

next two years, but if the world economy grows, it can easily tread water. 
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Greece still appears to be the one spot that has no solution.  Angela Merkel has recently 

visited Greece to re-assure the government about forthcoming assistance.  In typical 

German fashion, she talks in clinical terms, precise and stoic.  Pundants have voiced the 

opinion that Germany needs to show more compassion in their rhetoric.  Protestors in 

Greece have called Merkel a Nazi.  Talk about biting the hand that is coming to feed you.  

It amazes me.  Still, Merkel is cool, reasonable, and a consensus builder.  She is 

straddling between the Germans, who are sick of paying for everything, and the troubled 

countries in need of help.  Obviously, I am a fan. 

 

The Asian economies are still slowing down and China continues to surprise us with 

more signs of economic weakness.  It has affected the entire region.  The political tension 

between China and Japan has dramatically affected Japanese car sales in China, and is 

now slowing the entire Japanese economy.  The good news is that the cavalry is on its 

way. Many of the monetary policies enacted late spring/early summer should begin to 

provide a tailwind soon. Further, the next political regime is set to take office in early 

November at which point many expect a big ramp in fiscal stimulus and further monetary 

easing. 

 

With the perceived EU demise slowly dissipating and stimulus packages soon to be 

aiding emerging markets (particularly, China and Latin America), we are brought back to 

the Fiscal Cliff.  At this point, we still believe that the politicians will enact a temporary 

stay to the Cliff and later come to ‘grand bargain’.  This would be the ideal outcome.  

Any indication that it will not happen should start dragging the stock market lower.  Any 

signs of a deal happening will drive it higher.  My best guess is that a deal is done, the 

world economy accelerates next year and the US stock market hits record highs (up ten 

percent), but that is only my best guess.  At this point, one must be flexible and swift, 

incrementally changing stock exposure as developments in Washington unfold.  I expect 

a lot to occur over the next six months. 

 

 


