
The Fiscal Cliff
With the elections firmly behind us, the results kept as status quo the
current division of power between the House and Senate, and
therefore the uncertainty of how our Congress will work together
going forward. While history shows us that the most effective
government is one which has in place a division of power, it is also
creating a great deal of unease over the looming fiscal cliff. This was
borne out by the sharp downturn in the financial markets the day after
the election. This fiscal cliff, coupled with a divided Congress, have
left investors wondering if a repeat of the debt ceiling debacle of
August 2011 will be forthcoming. As you may recall, Congress’s
inability to reach an agreement at that time led the Standard & Poor's

rating services, for the first time in history, to lower the credit rating of the United States debt.

The fiscal cliff refers to a type of perfect storm of federal tax increases and spending cuts that WILL
occur if no action is taken by Congress and the President by the end of this year. These events are all
scheduled to occur at the beginning of 2013. The CBO (Congressional Budget Office) estimates that if
no action is taken, and these events are allowed to occur, it will in effect result in a $310 billion tax
increase, and will send the unemployment rate back up to 9.1%. Most economists agree that if this
comes to pass, we are almost certain to go into another recession. However, economists also agree
that while this is certain to hurt our economy short-term, we will return to better growth rates and lower
unemployment down the road if we allow ourselves to go over the cliff (even partially). If we go down
the path of extending the tax cuts, however, we will be kicking the can down the road, risking lower
growth in the future. This creates a very difficult situation for a Congress that has not shown a great
proclivity for agreement!

Specifically, this is what we are facing:

Former President Bush’s federal tax cuts are set to expire, causing ordinary income tax rates,
capital gains tax rates, dividend income rates, and AMT rates to increase for most taxpayers. The
current ordinary income tax bracket of 10% will be eliminated, with the lowest tax bracket increasing to
15%. The top four tax brackets will go from: 25% to 28%; 28% to 31%; 33% to 36%; 35% to 39.6%.
Long-term capital gains tax, currently at 10% and 15%, will increase to 20% for all. Dividend income
will be taxed as ordinary income, instead of the current more favorable capital gains rates.

President Obama’s temporary 2-year payroll tax cut of 2% is set to expire; this tax funds our Social
Security system, and will be an automatic tax increase for all taxpayers.

Under last years deficit deal, the Budget Control Act of 2011, $110 billion in federal cuts to defense
and domestic spending programs are set to occur in early January 2013 under a mandatory budget
cut called “sequestration”. This includes a 2% cut to Medicare providers; Social Security and Medicaid
are exempt from sequestration.

The debt ceiling will need to be raised above the current limit of $16.4 trillion.

Long-term jobless benefits for the long-term unemployed are also set to expire.

This puts Congress in the proverbial position of being between a rock and a hard place; how
Congress approaches this will determine what we can expect for the next 4 years. With President
Obama currently taking his re-election as a mandate to raise taxes and Speaker of the House John
Boehner taking a firm stance against a tax increase of any kind, we should expect the markets to
remain volatile for the near future. One can only hope that Congress will have fresh in their minds the
gridlock of last year that led to the downgrade of US debt. Hopefully, they will place as high priority the
seriousness of this situation. With the certainty of at least some negative outcomes however this is
played out, the best we can expect is one which gives taxpayers the least amount of pain now, while
keeping in mind a healthy future for all. A tall order indeed!
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