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Standing on the Edge of an
Opportunity

increasing revenues and lowering spending. Mr.
President and Congresspeople: Don’t squander this
opportunity by failing to work out an agreement or by
putting into place only temporary fixes. Act now to
ensure a brighter future for ourselves, our children and
our grandchildren.

Can we please just stop calling it the Fiscal Cliff?
The term fits nicely in newspaper headlines, and it
conveys drama. But it really doesn’t do justice to
what’s going on with the federal government. It’s a
catch phrase, and as such adds nothing to the debate.
If Congress and our President fail to act, no one is
going to die. There won’t be panic in the streets, or
chaos, or destruction.
There will be an important opportunity lost, though.
So instead of fearing a fall from a cliff, let’s take the
optimistic view and say we’re standing on the edge of
an opportunity. Here is our take on this:

• Unfortunately, both sides (those who want higher
taxes on the “wealthy” and those who want to lower
federal spending without higher taxes) stand to gain by
refusing to accept this opportunity. But they will lose
far more. Factions represented by the President will
get their higher taxes on the wealthy – at the expense
of higher taxes also on the middle class. The anti-tax
faction represented by House Speaker John Boehner
will get their reduced spending – in the form of acrossthe-board cuts that will have serious negative
repercussions on our federal government.
(continued on page 3)

• Indeed, it is an opportunity – for Congress and the
President to work together to enact a long-term plan
to put the country on sound fiscal footing by
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Monthly Market Commentary
Markets in October and early November were mostly
distracted from the positive economic news in the U.S.
by poor earnings reports, election jitters, and
Hurricane Sandy. The earnings reports have not been
pretty, with negative news from slowing emerging
markets, a weak Europe (and, to a lesser degree,
China), and large currency swings. Although the U.S.
won’t remain immune to the rest of the world forever,
and our fiscal situation remains in disarray, there still
are a few factors that will help the domestic economy.
These include Boeing’s ongoing ramp-up, a nicely
improved and stable auto industry, increased oil
production, a relatively stabilized banking industry,
and a lumbering housing industry that has finally
begun to recover.
GDP: Third-quarter real GDP grew by 2%, ahead of
the second quarter’s 1.3% rate. Much of this
improvement was due to a very strong consumer, an
improved housing market, and strong government
spending. Consumption, which represents about 70%
of GDP, is always the most important factor, because
if consumers continue to spend, businesses will have to
invest in plant and equipment, inventory, and most
importantly, employees.
Employment: In October, 171,000 jobs were added,
sharply exceeding expectations. While this was great
news, Morningstar economists believe that at the
current pace of job growth, an additional 23 months is
still required to recover pre-recession jobs.
Employment recovery across sectors has not been
consistent. The overall service sector is nearly back to
pre-recession levels, while good-producing sectors
(mining, manufacturing, and construction) have only
recovered 15% of the jobs lost. Furthermore, massive
efficiency gains in manufacturing have moved
industrial production levels to near pre-recession
levels, even as manufacturing has regained a measly
25% or less of the jobs lost. The unemployment rate
inched upward to 7.9%.
Housing: Despite the arrival of fall, which typically
brings a drop in real estate activities, home prices, new
home sales, and pending home sales all showed
improvement. On a year-over-year basis, the August
Federal Housing Finance Agency (FHFA) Home
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Price Index was up 4.6%, with all nine regions in the
U.S. showing positive growth. While almost always
moving in the same direction, pending sales (contract
executed but not closed) have exceeded closed sales by
a large margin for many months, as below-market
appraisals and mortgage denials caused many contracts
to not close. Recently, the gap between growth in
pending and closing sales has narrowed to about 2%
from as much as 6%, which Morningstar economists
believe points toward an improving housing market.
Manufacturing: October’s manufacturing data showed
gains in new orders and an increase in employment,
which suggested that the manufacturing sector in the
U.S. may have bottomed and is now recovering. Auto
sales in October were better than a year ago, but
slumped from 14.9 million units in September to 14.2
million units in October. Hurricane Sandy was most
likely the cause of this shortfall, as a large portion of
auto sales occur on the last few days of the month, and
the area hit by the storm accounted for 20%-25% of all
auto sales. Outside of the U.S., China showed
meaningful improvement between September and
October as the Chinese construction market continued
to show signs of bottoming. Europe’s manufacturing,
on the other hand, continued to contract and is
currently at its lowest level in 40 months.
Election results: With President Barack Obama
narrowly beating out Republican challenger Mitt
Romney to win a second term in office, all attention
has now turned to global woes and the looming fiscal
cliff. If nothing is resolved by the end of 2012, massive
spending cuts and across-the-board tax increases may
occur. Markets reacted negatively on Wednesday
November 7th, falling by as much as 2.73%, with
energy and banking sectors among the hardest hit.
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Standing on the Edge of an
Opportunity (cont. from page 1)
• Both sides should stop pretending that eliminating
or putting a cap on tax deductions is not a tax increase.
This is disingenuous, and most people are smart
enough to know that even if tax rates don’t rise, they
will pay more if deductions like mortgage interest,
taxes or charitable contributions are limited.
• Yes, if Congress and the President fail to act, the tax
rate on long-term capital gains will rise to a maximum
23.8% after Jan. 1. Some are selling investments now
based on their fear of paying higher taxes. But the only
certainty here is that if you sell in 2012, you’ll pay a
15% tax on your long-term gain. It’s never a good idea
to take action solely based on tax considerations.
There are only two circumstances under which we
would say “sell now”: If it’s your plan to sell anyway, or
if you’re in the 15% tax bracket for ordinary income.
In the former, you might save some money on taxes; in
the latter, you’ll pay 0% tax on the sale – likely the only
such opportunity you’ll get in the foreseeable future. In

Recent Bond Performance Explained
For investors, it comes as a surprise that bonds have
recently outperformed stocks. Investors often assume
that stocks offer higher returns compared with bonds.
Recent market conditions, however, have proved
otherwise. The image shows that while stocks have
outperformed other asset classes from a return
perspective since 1926, they have struggled over the
last 10 years. Don’t be surprised at the higher bond
returns in the past 1-, 5-, and 10-years. Besides the
dot-com bubble and subprime mortgage crisis in the
past decade, several unique events in 2011, such as the
Arab Spring, U.S. credit downgrade and the sovereign
debt crisis, led to a flight to safety into government
bonds. Under these circumstances, investors are
advised to stick with their long-term investing strategy
and be aware that asset class characteristics may
deviate in the short term based on current market
conditions.
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both cases, you can turn around and buy back the same
security without any tax consequences.
• Any federal budget plan MUST include provisions
to rein in entitlement spending. Runaway growth in
Medicare, Medicaid and Social Security will surely
bankrupt our country if reform is not enacted.
Beneficiaries must understand that scaled-down
programs are better than no programs at all.
Our President and members of Congress have an
opportunity to enact historic legislation that will have
a positive long-term effect on this country. Let’s hope
that they boldly undertake the task.
– John S. Davis
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Inflation Proof Picasso
An art expert might be able to tell you exactly how
much a Picasso painting is worth. The question is:
How would the price of such a painting withstand the
test of time? In general, goods and services tend to
increase in price over time thanks to inflation. A lot of
the things you own, from your car to your TV,
probably cost more today than they did back when you
originally bought them.
So, how can you protect against inflation? It may be
wise to ensure that your portfolio contains investments
that provide some hedge (protection) against inflation.
For example, Treasury Inflation-Protected Securities
(TIPS) are bonds issued by the U.S. government that
increase coupon and/or principal payments at the rate
of inflation. Or you could always buy a famous piece of
art!
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