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Fiscal consolidations are underway 
across the developed world, and 
many require large adjustments. At a 
minimum, countries need to bring 
their primary budgets into balance in 
an effort to stabilize growing debt-to-
gross domestic product (GDP) ratios. 
Many are looking at trimming deficits 
totaling 5% of GDP or more. This will 
require both spending cuts and tax 
increases which often work counter 
to stabilizing debt ratios, as this can 
brake GDP growth and undermine 
both the fiscal position and the politi-
cal fortitude for action. It is a compli-
cated balancing act. Act too slowly or 
too little and progress is stymied. Act 
too quickly or too much and the econ-
omy may flounder. 
 
Fiscal belt tightening is painful and 
the adjustments can have potentially 
large impacts on growth, particularly 
in the short term. Just watch the 
news from any of the distressed 
countries in Europe. Fiscal multipliers 
describe the change in GDP that is 
due to changes in tax and spending 
policies. Multipliers work both ways—
providing stimulus for growth or aus-
terity from cutbacks. For instance a 
multiplier of 1.5x means that $1 in 
government spending cuts or higher 
taxes reduces GDP by $1.5, but a 
multiplier of 0.5x means a $1 cut re-
duces GDP by 50 cents. Many econ-
omists believed multipliers were be-
tween 0.5 and 1.0, but more recent 
studies from the International Mone-
tary Fund (IMF) and others cast 

some doubt on this. Estimates of fis-
cal multipliers are now all over the 
map, but most believe fiscal multipli-
ers are much higher due to a variety 
of factors, some internal and some 
external, based on country funda-
mentals and initial macro conditions. 
These include starting debt and 
growth levels, the size of the output 
gap, the magnitude of deficits, demo-
graphic changes and the availability 
of currency mechanisms, monetary 
policy and trade channel to balance 
or offsets some of the effects. What 
works in one country can prove coun-
terproductive in another. A recent 
IMF study found multipliers have 
been in the 0.9x to 1.7x range in the 
recent experience in Europe. 
 
First of all, most agree not all tax in-
creases or spending cuts have the 
same multiplier—it matters what you 
tax and what you cut, and it matters 
whether they are temporary or per-
manent. It matters if there is a fixed 
exchange rate (so the impacts can’t 
be deflected) and if there is a syn-
chronized fiscal adjustment occurring 
across numerous countries at once 
(which limits the ability of the trade 
channel to balance). Most of all it 
matters if monetary policy is con-
strained by the zero-bound. Indeed 
most feel effects are amplified (higher 
multipliers) if interest rates are al-
ready at zero. Adjustments, there-
fore, are more painful in closed econ-
omies (think Japan), those with fixed 
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exchange rates (think Europe), those with 
large output gaps, and those countries 
where interest rates have already hit the 
zero bound (think U.S.). Also, stimulus 
spending is found to be less efficient in 
countries with massive debt. 
 
As a result, most advocate a go-slow ap-
proach, pointing to a “speed-limit” for fiscal 
consolidation. This would be the amount of 
budget tightening that can both serve to 
stabilize debt-to-GDP ratios but also not 
undermine growth and the fiscal position 
itself. In the U.S. we are constrained by the 
zero-bound interest rate policy, which 
means monetary policy will have less of a 
cushion. Indeed, the Fed has made this 
clear in recent statements. The fiscal cliff 
represents about 5% of GDP. I believe po-
tential GDP is between 2% and 3%, held 
back by the various headwinds still impact-
ing growth. If we assume a multiplier for the 
U.S. of 1.0x to 1.5x, the U.S. could possibly 
handle a fiscal adjustment of 1% to 1.5% (or 

about $200 billion), but not much more. 
Lawmakers in Washington need to balance 
the pressing need to trim deficits against the 
inherent speed limits of budget cutting to 
avoid completely swamping growth.  

(Continued from page 1) 

China’s Communist Party concluded its first 
plenary session of the 18th Congress, and 
announced the new party leaders, including 
the General Secretary, the seven-member 
Politburo Standing Committee, and the Par-
ty’s Military Committee. This is a once a 
decade leadership transition and the core of 
power will lead the country in the next 10 
years. As expected, Xi Jinping is crowned 
as the Party’s new General Secretary and 
will be the president, while Li Keqiang, listed 
as the number two man, will take over the 
premier position. The official transition will 
be in March 2013 at the National People’s 
Congress.  
 
There are three interesting developments 
from the Party Congress. First, the number 

of Politburo Standing Committee members 
is reduced from the previous nine to current 
seven members, which should facilitate a 
more efficient decision making process as 
China is still running on a consensus-driven 
policy approach on the top. Second, Xi is 
also elected the Chairman of the Party’s 
Military Committee. This arrangement is 
different from the last two leadership transi-
tions, as both Deng Xiaoping and Jiang Ze-
min continued to hold their Military Commit-
tee chairmanship for a few years after they 
left the Party’s Standing Committee. The 
fact that Xi’s immediate consolidation of 
power within the Party’s Standing Commit-
tee and the Military Committee shows the 
strong backing he has to exercise his lead-
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ership, as it allows the new leadership to 
make decisions with fewer legacy issues 
and should be conducive to reforms. Third, 
Wang Qishan, the current vice premier in 
charge of economic and financial policies 
and reputable crisis manager, was appoint-
ed head of the Party’s anti-graft commis-
sion. This appointment may herald a more 
serious effort to fight corruption, an issue 
that has caused serious social anger 
against the Party in the recent past.  
 
On Xi’s speech to the Party, Xi said: “Our 
responsibility now is to lead China in mak-
ing continued efforts to free up our minds, 
carry out reform and opening up, further 
release and develop the productive forces,” 
and “Our people have an ardent love for life. 
They wish to have better education, more 
stable jobs, more income, greater social 
security, better medical and health care, 
improved housing conditions, and a better 
environment. They want their children to 
have sound growth, have good jobs and 
lead a more enjoyable life. To meet their 
desire for a happy life is our mission.” In the 
China political context and compared to the 
past, these statements emphasize more the 
needs for reforms and improvement of so-
cial lives. It probably shows that the new 
leaders view reforms and improvements for 
people’s lives as vital to the survival of the 
Party and for the continued economic pros-
perity of the country.  
 
Our view is that the change in personnel in 
the Communist Party should have limited 
impact on economic policies in the short 
term before the official transition in March, 
2013. Xi, as President Hu’s number two, 
and Li, as deputy to Premier Wen, have 
already played a large role in setting poli-
cies over recent years. Meanwhile, the 
economy is showing signs of stabilization, 
so the sense of urgency to boost growth 

has disappeared. The next development to 
monitor is the Economic Working Confer-
ence in December 2012, which will be the 
first platform revealing the new team led by 
expected premier Li. 
 
It is not likely that big structural reforms are 
being pushed out overnight as the incoming 
president Xi and premier Li will need the 
first couple of years to solidify their power 
base. However, the new leadership is under 
tremendous pressure to address issues 
generated from decades’ fast growth in Chi-
na. Either by choice or not, we believe re-
forms will accelerate under the new leader-
ship. New initiatives of serious reforms are 
likely to be started by the new leadership to 
address challenges like crony capitalism, 
enlarging wealth inequality, aging popula-
tion, shrinking young labor force and lack of 
legal framework.  
 
In the near term we expect 1) ongoing fi-
nancial sector reforms to address issues of 
inefficient capital allocation and unlock 
productivity in the economy, 2) abolition of 
the “One-Child-Policy” to address the demo-
graphic issue and 3) increased transparen-
cy of budget and fiscal spending to con-
strain government officials and address lo-
cal government debt issue. In the medium 
to long term, we expect 1) reform of Hukou 
(the urban resident system) which discrimi-
nates against migrants and limits the labor 
force movement among the country and 2) 
rural land reform. Rural lands still are collec-
tively owned and farmers cannot sell their 
lands. This system hinders farmers’ willing-
ness to reinvest and impairs farming effi-
ciency.  
 
We know that China’s reforms will face 
many difficulties as many of these reforms 
would endanger the benefits of important 
vested interest groups.  
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To Invest or Not To Invest? That is NOT the Question! 

The question that many investors continue 
to ask is, “Should I be buying stocks now or 
not?” This is the question investors trying to 
time the market ask themselves every day. 
If they choose not to be in the market, they 
may idle in cash as their neutral position 
until they figure out when to get back in. 
However timing the market is a very difficult 
game, even for the most accomplished in-
vestors. It is excessively rare to find anyone 
with the skill to do it consistently. And sitting 
in cash as a long-term strategy is also a 
losing proposition. As an investor, do you 
have the confidence to make the decision 
between the market and cash on a con-
sistent basis? Going down the timing path 
represents a shift in mentality from that of 
an investor to that of a trader. In our view, 
being a successful trader is a full time job. 
 
A big reason why timing the market is diffi-
cult is because we are trying to live and die 
on one bet. Instead of deciding when to in-
vest in a single asset class, investors can 
minimize the need to play the timing game 
altogether by taking the simple first step of 
starting from balance. In our August 27 Per-
spectives, we introduced the concept of 
looking at your portfolio from a risk perspec-
tive (with risk being defined as volatility). 
We demonstrated that balancing risk to as-
set classes that respond independently to 
different economic and market drivers may 
help smooth out your return experience. By 
spreading the risk around, you can avoid 
the potential pitfalls of trying to bet on the 
one asset class that will go up the most 
when your conviction to make that call may 
be absent. The risk pies help illustrate this: 
 
 
 
 

Investor A’s portfolio is almost entirely de-
pendent on the blue asset class. If the blue 
asset class goes into a significant draw-
down, it is virtually assured that the whole 
portfolio will experience significant losses. 
Investor B’s portfolio, however, is relatively 
indifferent to whether it is the blue, red, or 
green asset class driving returns. As long 
as those slices have a relatively low correla-
tion – which comes back to their economic 
and market drivers – and they are all ex-
pected to go up over time, then the combi-
nation of diversification and risk balance 
provides the investor with the best defense 
against an excessively bumpy ride.  
 
So the real question then becomes, “Can I 
afford to take risk?” The answer to that 
question is a function of individual circum-
stances. In many cases, the opposite ques-
tion may be more appropriate: “Can I afford 
not to take risk?” If your circumstances war-
rant that you take some level of market risk 
to help achieve your financial goals, but you 
have been struggling with how, a diversi-
fied, risk balanced portfolio may be an ap-
propriate starting point. Think of risk bal-
ance as the new “neutral”. This may reduce 
the need to play the timing game and allow 
you to stay on course with a more disci-
plined investment plan.  
  

By: Matt Scales 
VP Strategic Solutions 
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The Post Election Consumer: More Risk on the Horizon 

Despite fear in the market that the election 
would result in uncertainty and constrain 
consumer demand in the near term, con-
sumer confidence figures through late Octo-
ber remained quite strong. To this point, 
same store sales in September and October 
held up relatively well but represented a 
slowdown versus August. However, this 
slowdown was more driven by unfavorable 

weather and hurricane disruption rather 
than a real change in underlying demand. 
Now that the election is over and many of 
the incumbents retained their seats in office, 
consumers should generally have greater 
clarity as to what their future under 
Obama’s second term will look like. Howev-
er, there are still some important issues 
looming and consumers are sure to see 
changes to their discretionary spend as a 

result of changes to tax laws and 
healthcare. While it is difficult to quantify 
what all of these changes will mean to con-
sumers at different income levels, in this 
piece we highlight some of the changes and 
their potential implications.  
 
The “fiscal cliff” is the first major risk in the 
very near term. While the resolution re-

mains unknown at this juncture, it is likely to 
come in the form of higher taxes for all in-
come levels. Media outlets are speaking to 
tax increases of half a trillion dollars in 
2013, equating to average household tax 
increases of $3,000-4,000. According to the 
Urban Institute & Brookings Institution, 90% 
of households will experience a tax increase 
if fiscal cliff provisions progress as sched-
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uled, representing an average 5% point in-
crease in federal tax rates across income 
segments. Breaking down the impact by 
income level, the low end would see a 3.7% 
point increase in their federal tax rate worth 
$412, the middle income group would see a 
3.8% point increase worth $1,984 and the 
high end would see a 5.8% point increase 

worth $14,173. These figures assume an 
increase in the payroll tax, expiration of tax 
credits created and expanded under the 
2009 stimulus package and expiration of the 
Bush tax cuts. While clearly an impact 
across the board, the impact may be most 
pronounced among low income consumers 
given their current need to live paycheck to 
paycheck.  
 
Mandated healthcare poses another major 
risk to consumer discretionary spend. For 
consumers who are now purchasing 
healthcare on their own or at higher rates, 
government-subsidized healthcare should 
lower their healthcare spend. However, for 
many consumers (specifically at the low 
end) who cannot afford healthcare and 

choose to “self-insure”, mandated 
healthcare is likely to put greater pressure 
on their discretionary spend. Even subsi-
dized healthcare costs more than nothing 
and can be viewed as an effective “tax” on 
the low end. Again, while difficult to quanti-
fy, the impact of ObamaCare is likely to be 
more pronounced for low income consum-
ers.    

Given these potential impacts, coupled with 
higher food and energy prices, I believe that 
discretionary spend among lower income 
consumers is more at risk relative to high 
end consumers. High end consumers have 
a greater cushion if their after-tax income is 
lower. Also, discretionary spend and senti-
ment among high end consumers is much 
more impacted by the stock market than 
any other single factor. In the end, if we 
continue to see improvement in employ-
ment, housing and the stock market, the 
aforementioned potential implications for 
consumer discretionary spend should be 
more muted.   

(Continued from page 5) 

Average federal Tax Rate by Cash Income Percentile, 2013 

Source: Urban-Brookings Tax Policy Center Table T12-0207.  
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If there’s one thing that has defined Chair-
man Bernanke’s term at the Federal Re-
serve it has been a willingness to innovate. 
For better or for worse, the Fed under 
Bernanke has gone through a nearly con-
stant process of policy experimentation. 
During the depths of the financial crisis this 
meant creating new programs to support 
the wobbly funding markets—remember the 
TAF, TALF, TSLF, AMLF, PDCF, CPFF, 
and MMIFF? In the post-crisis recovery, it 
meant asset purchases—QE1, QE2, two 
rounds of Operation Twist, and now open-
ended QE—and aggressive use of commu-
nication about where policy rates are head-
ed—“extended period”, “mid-2013”, “late 
2014” and now “mid-2015”. 
 
Based on the comments from Fed officials 
last week, yet another major policy innova-
tion looks likely at one of the next few meet-
ings. Specifically, a speech from Fed Vice 
Chair Yellen and minutes from the October 
23-24 Federal Open Market Committee 
(FOMC) meeting signaled that the commit-
tee is eager to adopt an “Evans Rule”. This 
approach, advocated first by Chicago Fed 
President Charles Evans, would change the 
way Fed officials provide guidance about 
the funds rate. Instead of the calendar-
based guidance that they have been using 
to date, the post-meeting statement would 
provide guidance based on thresholds for 
certain economic indicators. For example, it 
could say: “the funds rate will remain un-
changed until the unemployment rate falls 
to X, unless inflation reaches Y”. The origi-
nal values for X and Y suggested by Presi-
dent Evans were 7% and 3%—no rate 
hikes until the unemployment rate falls to 
7%, unless inflation reaches 3%. We do not 
know yet what thresholds the committee as 
a whole might prefer. For the rates market, 
a move to an Evans Rule has mixed impli-
cations. On the one hand, dropping the cal-

endar-based guidance could be risky. Alt-
hough the Fed has emphasized repeatedly 
that the guidance is a forecast and not a 
promise, we are not sure that all investors 
read it that way. In reality we think many 
observers do see it as a type of commit-
ment—somewhere between a forecast and 
a promise. As a result, removing the calen-
dar-based guidance could dilute the per-
ceived commitment, and possibly introduce 
more risk premium into the yield curve. 
 
On the other hand, if the FOMC were to set 
the unemployment threshold low enough, 
the new guidance could push back the ex-
pected timing of the first rate hike, and 
thereby lower rates across the curve. A few 
Fed officials have commented on their pref-
erences for an unemployment threshold, 
and the numbers range from 5.5% (Presi-
dent Kocherlakota) to 7.0% (President Ev-
ans). Our best guess currently is that the 
consensus of FOMC members is around 
6.5%. 
 
A threshold of 6.5% could very well affect 
market expectations. According to the New 
York Fed’s primary dealer survey released 
this week, market economists expect the 
unemployment rate to reach 6.5% around 
mid-2016 (the median forecast for Q4 2015 
was 6.7%, and we extrapolated to estimate 
a consensus forecast beyond that point). In 
the same survey, however, respondents 
said that they expect the first Fed rate hike 
in Q3 2015. It therefore looks like a move to 
an Evans Rule with a 6.5% unemployment 
rate could move expectations for the first 
rate hike back even further. 
 
At this point we tend to think that the latter 
implication is more important, and we see 
an Evans Rule as incrementally positive 
news for the rates market. But our assess-

(Continued on page 8) 
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ment would change if the unemployment 
rate were set high enough. At the original 
7.0%, for instance, investors might be 
struck by how close that is to last month’s 
7.9% rate. If the Evans Rule backfires 
though, the one thing we should not rule out 
is further policy experimentation from the 
Bernanke Fed. 

(Continued from page 7) 
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The September Treasury International Capi-
tal (TIC) report showed very weak purchas-
es of long-term U.S. Treasuries, and wit-
nessed some out-flows from private inves-
tors whose net sales of Treasuries ($22 
billion) were the largest in the available data 
going back to 1980. Official purchases (by 
Central Banks) slowed markedly as well, 
with less than a $1 billion ($919 million actu-
al) of purchases compared to a 12 month 
average of $15 billion. 
 
Part of this reflects settlement issues with 
the month-end Treasury auctions settling in 
October. But a larger theme may be evi-
dent, as international investors shed Treas-
uries perhaps as a result of the Fed’s an-

nounced open-ended QE and European 
Central Bank easing plans. This was likely 
due to easing financial market tensions and 
possibly in an effort for some investors to 
position for a risk-on environment. The 
country breakdown shows the biggest 
sellers were from the Caribbean (proxy for 
hedge funds). Indeed, money appeared to 
move into government agencies and into 
stocks. The main buyers of Treasuries were 
Japan, Euro area, Canada, Japan and Chi-
na. Most major countries have slowed pur-

chases of Treasuries except Canada. 

Turning Away From Treasuries 
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Last

Bonds Yield Yield Chg Yield Chg Yield Chg Yield Chg

U.S.  2-year 0.24 0.26 -0.02 0.27 -0.03 0.24 0.00 0.24 0.00

U.S. 10-year 1.58 1.61 -0.03 1.72 -0.14 1.88 -0.30 2.00 -0.42

Barclays U.S. Aggregate 1.69 1.68 0.01 1.69 0.00 2.24 -0.55 2.37 -0.68

Barclays U.S. Agg Corporate 2.68 2.66 0.02 2.68 0.00 3.74 -1.06 3.76 -1.08

BofA Merrill Lynch High Yield Master ll Index 7.21 7.10 0.11 6.91 0.31 8.54 -1.33 8.80 -1.58

AAA Muni 10-year 1.90 1.95 -0.05 2.03 -0.13 2.28 -0.38 2.57 -0.67

Equity Indices Price Price TR Chg Price TR Chg Price TR Chg Price TR Chg

S&P 500 Index 1,359.9 1,379.9 -1.4% 1,454.9 -6.3% 1,257.6 10.3% 1,236.9 12.4%

Russell 1000 Grow th Index 630.0 638.5 -1.3% 674.0 -6.3% 580.9 10.1% 580.9 10.3%

Russell 1000 Value Index 677.8 688.7 -1.5% 721.0 -5.7% 626.1 10.8% 607.9 14.5%

Russell 2000 Grow th Index 444.9 454.6 -2.1% 480.6 -7.4% 425.0 5.4% 423.0 6.0%

Russell 2000 Value Index 1,026.8 1,053.7 -2.5% 1,100.8 -6.6% 979.3 6.8% 954.7 9.9%

MSCI EAFE Index 1,467.3 1,498.4 -2.0% 1,540.4 -4.6% 1,412.6 7.4% 1,426.1 6.5%

MSCI EM Index 969.8 991.0 -2.1% 1,003.4 -3.2% 916.4 8.6% 960.1 3.9%

Commodities Price Price % Chg Price % Chg Price % Chg Price % Chg

Gold 1,713.8 1,731.2 -1.0% 1,747.6 -1.9% 1,563.7 9.6% 1,763.4 -2.8%

Crude Oil 86.7 86.1 0.7% 92.1 -5.9% 98.8 -12.3% 102.6 -15.5%

U.S. Dollar Price Price % Chg Price % Chg Price % Chg Price % Chg

U.S. Dollar Index 81.3 81.0 0.3% 79.4 2.3% 80.2 1.3% 78.0 4.2%

Week Ago Month Ago Year AgoYTD

Weekly Market Summary as of 11/16/12


