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As January 2, 2013 draws near, the impact of the “fiscal cliff” is
attracting more debate and speculation as to how to address
this issue. It has become a double-edged sword.

So just what is the “fiscal cliff” anyway?

It refers to the expiration of several tax provisions and govern-
ment expenditures by January 2, 2013. The expiration would trig-
ger tax hikes (the largest increase since WW2) for all working
Americans and numerous automatic spending cuts.

The expiration of these tax provisions and government programs
will not only adversely affect consumer spending (as well as con-
sumer confidence), it will hinder several companies that rely on
government contracts, most notably those in the defense sector.

While the expiration of certain tax provisions is a positive for ad-
dressing the fiscal deficit, some feel that these cuts will hurt the
economy. In fact, many economists expect the U.S. to enter a
recession if these tax hikes are made effective. This is a gross
exaggeration.

The fact is that the U.S. remains in the recession that began in
December 2007. However, the economy has been weakening
since the summer of 2011 because of the depletion of stimulus
funds from the ARRA passed in February 2009.

The real issue here is when and how Washington will address the
medium- and long-term budgetary issues. At some point, these
issues must be dealt with in order to reduce the debt to a sus-
tainable level. The longer they delay, the more dire the situation
will become.
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If Washington does not allow the tax cuts and oth-
er programs to expire at the deadline, when exact-
ly do they expect to address the fiscal issues?

Of course, the media continues to side with sup-
ply-side economists who have even warned that a
“depression-like” scenario would result upon expi-
ration of these subsidies. This is laughable. The
fact is that several adjustments must be made if
the U.S. expects to get its long-term fiscal house
in order. The longer these adjustments are de-
layed the worse off the U.S. economy will get. It is
best to make these adjustments now, while there
is no crisis.

The final chart shows real GDP forecasts for the
U.S. through 2020. The grey line shows the ex-
trapolated trend of GDP growth based on histori-
cal data. As we have discussed in prior issues,
GDP growth cannot possibly reestablish its previ-
ous trend before 2020, due to the permanent
damage created to the economy by the financial
crisis.

Surprisingly, the IMF’s forecasts appear to be fair-
ly close to our own (for once). Maybe this is an
indicator that our forecasts will turn out to be
wrong!

You should note that it is of no coincidence that
the OMB estimates are the most optimistic since
the OMB is comprised of economists who work for
the current administration. While the CBO is sup-
posed to be non-partisan, their optimistic projec-
tions serve the main role as cheerleader.
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As part of their challenge to form and execute a
plan of prudent fiscal consolidation, Washington
is debating where to cut the budget. Of course,
you are not likely to hear mention of defense
spending as a candidate of significant cuts. By
now, you should understand why.

Note in the second chart that deductibility of
mortgage interest is second only to exclusion of
employer contributions for health insurance in
terms of personal income tax expenditures. In
other words, these programs cost the federal gov-
ernment lost tax revenues.

Later when we discuss possible sources of tax
revenues, we will show that the total value of per-
sonal tax expenditures from housing exceeds that
of employer contributions for health insurance
once the impact of imputed rents and capital
gains are added (see Taxation, p. 34).
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The revenue ratio is lower than most other advanced
economies, suggesting scope for revenue-raising measureas
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In the May/June 2012 Global Economic Analysis, we
reviewed the financial status of state and local gov-
ernments, dating back to the devastation from the
financial crisis in 2008, to the progress made since
then.

As you will recall, we stated that, although state tax
revenue (all fees and assessments) mounted a spec-
tacular recovery in 2010 (lasting through mid-2011),
this relative progress was due primarily to the funds
supplied by the stimulus package (ARRA).

Ever since the economic stimulus ran out, state tax
revenues have been trending downward (since ap-
proximately Q2 2011). They are now approaching a
worrisome level.

Property tax revenues also mounted a spectacular
recovery due largely to the economic stimulus pack-
age. This recovery was especially dramatic consider-
ing very little improvements in the housing market.
But as you can see, property tax collections are now
beginning to trend downward.

In contrast, local taxes have made no progress since
the financial crisis. In fact, the situation is worse to-
day. This is an especially worrisome trend especially
given that the economy is guaranteed to weaken
through at least the summer.

This trend is consistent with our previous assessment
of the high chance of several government defaults on
the local level, as opposed to massive defaults on the
state level predicted by others.

Tax collections are gradually recovering, but the
SLGs have grappled with the phase-out of
federal aid...
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Equities are up relative to last fall, even with a recent
setback on renewed concerns over Europe.

In fact, some measures of financial stress
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.. while non-banks continue to shed their assets...
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