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Morning Comments 
 Fiscal “Cliffhanger” 
 

 U.S. Presidential and Congressional elections came and went almost exactly as 
polls anticipated. But the results leave us no more certain about the timing and 
nature of compromises needed to address the fiscal cliff, much less longer-term 
fiscal rebalancing.  Weakening financial markets suggest a (fading) complacency 
that the election’s conclusion would clarify the policy outlook. 

 While the world waits for such clarity, increasing evidence points to delays in 
business decision making that will take a toll on U.S. growth in late 2012.  This is 
independent of actual new fiscal tightening set to begin in 2013 if there are no 
agreements.  

 While many suggest a political solution will be easier to achieve after temporary 
aspects of the U.S. tax code have been allowed to expire, the damage done to the 
economy may be deepening and self reinforcing if action is delayed over another 
calendar quarter.  We continue to expect some bridging actions to avoid severe and 
abrupt tightening before year end. Further delay would suggest sizeable downside 
risk for the U.S. economy. 

 Immediate fiscal tightening would be ill timed given a net employment loss of 4 
million in the past five years.  At the same time, the revenue challenge presented by 
a tripling growth rate of the baby boom demographic is impossible to ignore.  It is 
especially hard to see a sustainable long-term fiscal outlook given bi-partisan 
opposition to rebalancing of either costs, revenues or both.  
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 “If there's a mandate in (November 6) results, it's a mandate for us to find a 

way to work together …We're willing to accept new revenue under the right 
conditions.  What matters is where the increased revenue comes from and 
what type of reform comes with it. Does the increased revenue come from 
government taking a larger share of what the American people earn 
through higher tax rates?  Or does it come as a byproduct of growing our 
economy, energized by a simpler, cleaner, fairer tax code with fewer 
loopholes and lower rates for all?” Speaker of the House John Boehner, R-
Oh, Nov. 7, 2012.  

 "Raising tax rates is unacceptable. And, frankly, it couldn't even pass the 
House. I'm not sure it could pass the Senate," Boehner, Nov.9, 2012.  

 “We can’t just cut our way to prosperity…That means we have to ask the 
wealthiest Americans to pay a little more in tax…I refuse to accept any 
approach that isn’t balanced,” President Barack Obama, Nov. 9, 2012. 

 “There is no mandate for raising tax rates on the American people…There 
is a mandate for avoiding the fiscal cliff and finding real solutions so we 
can make life work for people again,” House Majority Leader Eric Cantor, 
R-Va, Nov. 7, 2012. 

 “The election was clear in several ways...The rich, the poor agree.  The 
richest of the rich have to help a bit,” Senate Majority Leader Harry Reid, 
D-NV, Nov. 7, 2012.  

 “Some people out there think Tuesday’s results mean Republicans in 
Washington are now going to roll over and agree to Democrat demands 
that we hike tax rates before the end of the year.  I’m here to tell them 
there is no truth to that notion whatsoever,” Senate Minority Leader Mitch 
McConnell, R-Ky, Nov. 9, 2012.  

The sizable stock market reaction to “status quo” U.S. election results last week – 
results entirely telegraphed by opinion polls and other barometers - may help 
underscore the magnitude of what’s at stake: never in modern history has the near-
term U.S. economic outlook depended so heavily on reaching a political agreement 
(see figures 1-2). 

Taken at face value, the comments of some policymakers quoted above almost 
suggest some deliberate choice that they are being asked to make that could derail 
the still weak U.S. economy. A lack of action is the threat, as policy tightening of 
historic scope is already current law for 2013. Ideally, such comments might simply 
reflect their expectation an eventual deal will be struck.  It also likely reflects a 
reality that their immediate statements merely represent an opening gambit. 

Interestingly, the comments from our market contacts in recent weeks have 
suggested complacency over the fiscal cliff issue that is apparently now unwinding.  
Some have asked for exacting details of the tax and spending path going forward as 
if the election had settled the matter.  Instead, the only new certainty is that both 
Republicans and Democrats need to make policy together, or instead impose the 
“cliff” on the U.S. and world economy.    

Policy Cliffhanger to Come 

The only post election certainty: 

Democrats and Republicans are stuck 

working together.  
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Figure 1. Major Elements of the Fiscal Tightening to Take Effect Jan. 1 
2013 Under Current Law 

 Figure 2. Change in Total Personal Taxes as % of GDP (Estimate for 
2013 Under Current Law Policy) and Real GDP, Y/Y% 

 
 

 Calendar Percent  
2013 of GDP

Bush era tax cuts, AMT patch $295 1.8%
Payroll tax holiday 127 0.8
Health Care Taxes 24 0.1
Other Expiring tax provisions 87 0.5
Budget Control Act (sequester) 87 0.5
Emergency Unemployment Benefits 35 0.2
Reduction in Medicare payment rates (Doc Fix) 15 0.1
Other changes in revenues and spending 140 0.9
Totals $808 5.0%
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Gone for now are references to the tax and spending outlook as a mere “fiscal hill,” 
easily surmounted.  Such might describe our own sitting assumption of incremental 
fiscal tightening in 2013 of little more than 1% of GDP.  But this is an assumption 
that requires a deal, apparently one that will take great political agony to achieve.  
Only a shocking and unlikely turn away from all immediate fiscal restraint would 
leave the issue as benign as the “Y2K bug” as some suggested a few weeks back. 
This was before U.S. equities had dropped 5% amid a spike up in implied volatility 
in options markets.   

While the weakening in risk assets is far from historic in magnitude, it is worrisome 
as it has always been clear that if a fiscal deal is to be reached within 2012, it would 
follow the usual pattern of stretched out and contentious negotiations.  How much 
anxiety will be in place by late December if the issue is so distressing now? (To be 
clear, we don’t buy that Greece’s latest woes are the root of the post-election 
selloff.) 

We are also doubtful that anything but a resolution of cliff concerns will revive 
business investment, which seems poised to decline at least moderately through 
year end, barring assurances that demand isn’t derailed by the course of current 
law (see figure 3).  How, for example will industries headed for revenue cuts under 
sequestration just assume “it won’t happen,” as President Obama noted in 
reference to the defense sector during last month’s debates?  

How much fiscal cliff anxiety will there be 

in December if the issue is already so 

distressing now? 
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Figure 3. Core Capital Goods Orders and Consumer Durables Spending (Billions of $, SAAR) 
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Away from political considerations, any immediate fiscal tightening during a period 
when labor markets have suffered a lost decade or worse should be questioned.1  
Even an unemployment rate colored by poor labor force participation in recent years 
is no lower than the rate reached during the peak of most post war recessions, 
periods when policymakers generally sought fiscal easing (see figures 4-5). 

Figure 4. Employed Share of U.S. Population (%) Age 16+  Figure 5. Unemployment Rate (%) 
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Some policymakers have hinted at a “grand bargain” as an alternative course for 
both parties.  Striking such a comprehensive deal even in principal before the year 

                                                           
1 Arguments against immediate rebalancing amid weak labor markets consider that prolonged periods 
of cyclical job market weakness cause a rise in structural unemployment with little lasting fiscal benefit.  
Please see our U.S. Macro Focus of August 28, 2012. 

Consider a standard unemployment rate 

still above the majority of post-war 

recessionary peaks. 
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out may be wishful thinking, particularly when some consider the post election 
period as a chance to collect political spoils.  But the Bowles-Simpson framework 
for tax reform (rejected so far) recognized the unique challenges the U.S. faces 
ahead, and in our view, represents the best path toward very gradually restoring 
fiscal balance without undermining near-term economic recovery.2   

Doing so would remove major fiscal uncertainties short- and long-term, and leave 
the lean U.S. economy positioned for a stronger and more durable recovery than it 
has seen in the years following the financial crisis.  The prospect of immediate new 
fiscal tightening in 2013 is the only significant restraint on our sitting forecast for 
growth limited near 2%, or far worse if policymakers leave the U.S. to “dig out” from 
under a cliff. 

Bowles-Simpson included cuts in both marginal income tax rates and the vast tax 
expenditures (concentrated among upper income households) that hold down 
revenues.3  But it also recognized that the baby boom demographic cohort will claim 
an ever larger share of U.S. tax revenues for health care and retirement benefits, 
and simply won’t “go away” (see figures 6-8).   

Government spending for healthcare, Social Security, defense and interest could 
represent 18% of U.S. GDP in just 10 years in some plausible projections.  That’s 
the historical average total tax share of GDP that covered expenditures on all 
federal programs in the past four decades. Barring a severe scaling back of 
entitlement programs in the not distant future, tax revenues will have to adjust up 
somewhat relative to historic norms, or instead, U.S. debt will remain on an 
unsustainable upward trajectory. 

Figure 6. Total Federal Revenues As % of GDP Under Bowles-Simpson 
Plan  

 Figure 7. Net Medicare Outlays as % of U.S. Wages and U.S. Population 
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Sources: OMB, Center on Budget and Policy Priorities, National Commission on Fiscal 
Responsibility and Reform, and Citi Research. Note: Forecast accounts for elements 
of the original Bowles-Simpson Plan already enacted.  

 Sources: Census, OMB, and Citi Research. 

 

                                                           
2 Please see the U.S. Macro Focus of September 21, Nathan Sheets, Robert DiClemente et al. 
3 Please see the U.S. Macro Focus of October 22 for discussion. 

Like it or not, the Baby Boom cannot be 

ignored in assessing revenue needs or 

the programs to reform. 
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Figure 8. US Population Projections: 20-64 Years Old vs 65+ Y/Y% 
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Some have clearly failed to recognize that the projected growth pace of entitlement 
expenditures, particularly healthcare spending, is unsustainable and unsupportable 
regardless of the level of upper income marginal tax rates.  Others have looked to 
market cures for healthcare costs were no markets exist.4   In our view, hopes of 
abandoning the current, if inefficient system entirely appears so difficult and unlikely 
that such idealism risks ignoring a building fiscal crisis. 

As figures 9-10 show, the U.S. has by far the world’s highest per capita healthcare 
expenditures and by our studies, the highest unit healthcare costs per treatment as 
well.  Within government programs with limited resources, it is surprising to see 
opposition to reasonable attempts to find less costly solutions to provide care.  For 
those who don’t want government interference, healthcare is available for purchase 
privately. 

Meanwhile, the bulk of the efforts to address U.S. healthcare have focused on 
insurance schemes alone, akin to blaming one’s credit card for the size of a dinner 
bill. A long period of neglect in such issues and procrastination has left the fiscal 
outlook for the U.S. in dire need of reforms before very long.   

The bulk of the fiscal cliff actually represents fiscal indecision in the past. 
Policymakers didn’t want to recognize tax cuts of the past decade as permanent 
revenue losses, so now the “sun sets” before long. Other elements of the cliff, such 
as sequestration, reflect a failure to make careful and deliberate spending cuts in a 
super-committee process.  It would be a shame if indecision now sinks the U.S. 
economy when the scars of the 2008-2009 down turn are so barely healed.  
Policymakers, for all their talk of cooperation, haven’t decisively suggested they 
won’t take the U.S. economy to the brink in their negotiations ahead.    

                                                           
4 Please see U.S. Macro Focus April 9, 2012. and “How Much Savings Is Left in U.S. Medicine? Lots,” 
Peter Orszag, Bloomberg News, September 21, 2012. 

Blaming health insurance for U.S. 

healthcare costs is akin to blaming a 

credit card for a surprisingly large dinner 

bill. 
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Figure 9. Total Health Expenditure per Capita (PPP-Adjusted), U.S. and 
Selected Countries, 2009 

 Figure 10. Life Expectancy of Total Population at Birth (Years), U.S. and 
Selected Countries, 2009 
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Source: OECD. Note: All data are 2009 except the following: Italy, Canada, and 
Switzerland 2010; Australia and Japan 2008.  

 Source: OECD. Note: All data are 2009 except the following: Sweden and France 
2010; Italy 2008, Canada 2007.  
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the Product.  The Product is made available in Mexico by Acciones y Valores Banamex, S.A. De C. V., Casa de Bolsa, Integrante del Grupo Financiero 
Banamex ("Accival") which is a wholly owned subsidiary of Citigroup Inc. and is regulated by Comision Nacional Bancaria y de Valores. Reforma 398, Col. 
Juarez, 06600 Mexico, D.F.  In New Zealand the Product is made available to ‘wholesale clients’ only as defined by s5C(1) of the Financial Advisers Act 
2008 (‘FAA’) through Citigroup Global Markets Australia Pty Ltd (ABN 64 003 114 832 and AFSL No. 240992), an overseas financial adviser as defined by 
the FAA, participant of the ASX Group and regulated by the Australian Securities & Investments Commission. Citigroup Centre, 2 Park Street, Sydney, NSW 
2000.  The Product is made available in Pakistan by Citibank N.A. Pakistan branch, which is regulated by the State Bank of Pakistan and Securities 
Exchange Commission, Pakistan. AWT Plaza, 1.1. Chundrigar Road, P.O. Box 4889, Karachi-74200.  The Product is made available in the Philippines 
through Citicorp Financial Services and Insurance Brokerage Philippines, Inc., which is regulated by the Philippines Securities and Exchange Commission. 
20th Floor Citibank Square Bldg. The Product is made available in the Philippines through Citibank NA Philippines branch, Citibank Tower, 8741 Paseo De 
Roxas, Makati City, Manila. Citibank NA Philippines NA is regulated by The Bangko Sentral ng Pilipinas. The Product is made available in Poland by Dom 
Maklerski Banku Handlowego SA an indirect subsidiary of Citigroup Inc., which is regulated by Komisja Nadzoru Finansowego.  Dom Maklerski Banku 
Handlowego S.A. ul.Senatorska 16, 00-923 Warszawa.  The Product is made available in the Russian Federation through ZAO Citibank, which is licensed 
to carry out banking activities in the Russian Federation in accordance with the general banking license issued by the Central Bank of the Russian 
Federation and brokerage activities in accordance with the license issued by the Federal Service for Financial Markets.  Neither the Product nor any 
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information contained in the Product shall be considered as advertising the securities mentioned in this report within the territory of the Russian Federation 
or outside the Russian Federation.  The Product does not constitute an appraisal within the meaning of the Federal Law of the Russian Federation of 29 July 
1998 No. 135-FZ (as amended) On Appraisal Activities in the Russian Federation.  8-10 Gasheka Street, 125047 Moscow.  The Product is made available in 
Singapore through Citigroup Global Markets Singapore Pte. Ltd. (“CGMSPL”), a capital markets services license holder, and regulated by Monetary 
Authority of Singapore. Please contact CGMSPL at 8 Marina View, 21st Floor Asia Square Tower 1, Singapore 018960, in respect of any matters arising 
from, or in connection with, the analysis of this document. This report is intended for recipients who are accredited, expert and institutional investors as 
defined under the Securities and Futures Act (Cap. 289). The Product is made available by The Citigroup Private Bank in Singapore through Citibank, N.A., 
Singapore Branch, a licensed bank in Singapore that is regulated by Monetary Authority of Singapore. Please contact your Private Banker in Citibank N.A., 
Singapore Branch if you have any queries on or any matters arising from or in connection with this document. This report is intended for recipients who are 
accredited, expert and institutional investors as defined under the Securities and Futures Act (Cap. 289).  This report is distributed in Singapore by Citibank 
Singapore Ltd ("CSL") to selected Citigold/Citigold Private Clients. CSL provides no independent research or analysis of the substance or in preparation of 
this report. Please contact your Citigold//Citigold Private Client Relationship Manager in CSL if you have any queries on or any matters arising from or in 
connection with this report. This report is intended for recipients who are accredited investors as defined under the Securities and Futures Act (Cap. 289).   
Citigroup Global Markets (Pty) Ltd. is incorporated in the Republic of South Africa (company registration number 2000/025866/07) and its registered office 
is at 145 West Street, Sandton, 2196, Saxonwold. Citigroup Global Markets (Pty) Ltd. is regulated by JSE Securities Exchange South Africa, South African 
Reserve Bank and the Financial Services Board.  The investments and services contained herein are not available to private customers in South Africa.  The 
Product is made available in Spain by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services Authority.  29 Jose Ortega 
Y Gasset, 4th Floor, Madrid, 28006, Spain.  The Product is made available in the Republic of China through Citigroup Global Markets Taiwan Securities 
Company Ltd. ("CGMTS"), 14 and 15F, No. 1, Songzhi Road, Taipei 110, Taiwan and/or through Citibank Securities (Taiwan) Company Limited ("CSTL"), 14 
and 15F, No. 1, Songzhi Road, Taipei 110, Taiwan, subject to the respective license scope of each entity and the applicable laws and regulations in the 
Republic of China. CGMTS and CSTL are both regulated by the Securities and Futures Bureau of the Financial Supervisory Commission of Taiwan, the 
Republic of China. No portion of the Product may be reproduced or quoted in the Republic of China by the press or any third parties [without the written 
authorization of CGMTS and CSTL]. If the Product covers securities which are not allowed to be offered or traded in the Republic of China, neither the 
Product nor any information contained in the Product shall be considered as advertising the securities or making recommendation of the securities in the 
Republic of China. The Product is for informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security or 
financial products. Any decision to purchase securities or financial products mentioned in the Product must take into account existing public information on 
such security or the financial products or any registered prospectus.  The Product is made available in Thailand through Citicorp Securities (Thailand) Ltd., 
which is regulated by the Securities and Exchange Commission of Thailand.  18/F, 22/F and 29/F, 82 North Sathorn Road, Silom, Bangrak, Bangkok 10500, 
Thailand.  The Product is made available in Turkey through Citibank AS which is regulated by Capital Markets Board.  Tekfen Tower, Eski Buyukdere 
Caddesi # 209 Kat 2B, 23294 Levent, Istanbul, Turkey.  In the U.A.E, these materials (the "Materials") are communicated by Citigroup Global Markets 
Limited, DIFC branch ("CGML"), an entity registered in the Dubai International Financial Center ("DIFC") and licensed and regulated by the Dubai Financial 
Services Authority ("DFSA") to Professional Clients and Market Counterparties only and should not be relied upon or distributed to Retail Clients. A 
distribution of the different Citi Research ratings distribution, in percentage terms for Investments in each sector covered is made available on 
request.  Financial products and/or services to which the Materials relate will only be made available to Professional Clients and Market Counterparties.  The 
Product is made available in United Kingdom by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services Authority.  This 
material may relate to investments or services of a person outside of the UK or to other matters which are not regulated by the FSA and further details as to 
where this may be the case are available upon request in respect of this material.  Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB.  The 
Product is made available in United States by Citigroup Global Markets Inc, which is a member of FINRA and registered with the US Securities and 
Exchange Commission. 388 Greenwich Street, New York, NY 10013.   Unless specified to the contrary, within EU Member States, the Product is made 
available by Citigroup Global Markets Limited, which is regulated by Financial Services Authority.  
Pursuant to Comissão de Valores Mobiliários Rule 483, Citi is required to disclose whether a Citi related company or business has a commercial relationship 
with the subject company. Considering that Citi operates multiple businesses in more than 100 countries around the world, it is likely that Citi has a 
commercial relationship with the subject company.  
Many European regulators require that a firm must establish, implement and make available a policy for managing conflicts of interest arising as a result of 
publication or distribution of investment research. The policy applicable to Citi Research's Products can be found at 
https://www.citivelocity.com/cvr/eppublic/citi_research_disclosures.   
Compensation of equity research analysts is determined by equity research management and Citigroup's senior management and is not linked to specific 
transactions or recommendations.   
The Product may have been distributed simultaneously, in multiple formats, to the Firm's worldwide institutional and retail customers.  The Product is not to 
be construed as providing investment services in any jurisdiction where the provision of such services would not be permitted.  
Subject to the nature and contents of the Product, the investments described therein are subject to fluctuations in price and/or value and investors may get 
back less than originally invested. Certain high-volatility investments can be subject to sudden and large falls in value that could equal or exceed the amount 
invested. Certain investments contained in the Product may have tax implications for private customers whereby levels and basis of taxation may be subject 
to change. If in doubt, investors should seek advice from a tax adviser.  The Product does not purport to identify the nature of the specific market or other 
risks associated with a particular transaction.  Advice in the Product is general and should not be construed as personal advice given it has been prepared 
without taking account of the objectives, financial situation or needs of any particular investor. Accordingly, investors should, before acting on the advice, 
consider the appropriateness of the advice, having regard to their objectives, financial situation and needs. Prior to acquiring any financial product, it is the 
client's responsibility to obtain the relevant offer document for the product and consider it before making a decision as to whether to purchase the product. 
With the exception of our product that is made available only to Qualified Institutional Buyers (QIBs) and other product that is made available through other 
distribution channels only to certain categories of clients to satisfy legal or regulatory requirements, Citi Research concurrently disseminates its research via 
proprietary and non-proprietary electronic distribution platforms. Periodically, individual Citi Research analysts may also opt to circulate research posted on 
such platforms to one or more clients by email. Such email distribution is discretionary and is done only after the research has been disseminated via the 
aforementioned distribution channels. Citi Research simultaneously distributes product that is limited to QIBs only through email distribution. 
The level and types of services provided by Citi Research analysts to clients may vary depending on various factors such as the client’s individual 
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preferences as to the frequency and manner of receiving communications from analysts, the client’s risk profile and investment focus and perspective (e.g. 
market-wide, sector specific, long term, short-term etc.), the size and scope of the overall client relationship with Citi and legal and regulatory constraints. 
Citi Research product may source data from dataCentral. dataCentral is a Citi Research proprietary database, which includes Citi estimates, data from 
company reports and feeds from Reuters and Datastream. 
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