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 Following the better-than-expected employment and ISM data, our 

Current Activity Indicator (CAI) is tracking 2.4% in September.  Our Q3 

GDP estimate has also recovered slightly in the last week and now 

stands at 2.0%.  The latest data suggest that the slowdown in the CAI 

in August to 0.5% was probably an aberration. 

 But we do not expect a sustained pickup in growth.  Even if both the 

Bush tax cuts and emergency unemployment insurance are extended, 

the “sequester” is mostly postponed, and the fresh fiscal drag is 

confined to the expiration of the payroll tax cut and the new taxes to 

pay for healthcare reform, our baseline estimates suggest that fiscal 

policy would shave nearly 1½ percentage points from real GDP 

growth in early 2013, compared with ¾ points in 2012.  We therefore

forecast a renewed slowdown in growth to 1½% in Q1, despite the 

healing in the private sector and renewed monetary easing. 

 In addition, the risks are almost exclusively on the downside of this 

“not so good” fiscal scenario.  The probability that the upper-income 

Bush tax cuts and emergency unemployment legislation will expire, 

as well as that of a temporary hit from the entire cliff, has clearly risen 

in recent months.  Adding these sources of restraint would take the 

overall fiscal drag to nearly 2 percentage points in early 2013, and 

more if the uncertainty effects are large.  A sharper slowdown in GDP 

growth to 1% or less would likely result. 

 The tail risk is that Congress will fail to agree on any type of 

resolution for a more extended period, and the economy is hit with 

both the sequester and much bigger tax increases.  While the effects 

of such a failure—especially those related to confidence and financial 

conditions—are harder to quantify, just the direct fiscal effect would 

imply a GDP growth hit of around 4 percentage points in early 2013, 

and likely a recession.  
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Fiscal Cliff Scenarios: The Not So Good, the Bad, and the Ugly 

Following the better-than-expected employment and ISM data, our Current Activity 

Indicator (CAI) is tracking 2.4% in September.  Our Q3 GDP estimate has also recovered a 

bit again in the last week and now stands at 2.0%.  The latest data provide some 

reassurance following the sharp slowdown in the CAI in August to 0.5%. 

But despite the healing in sectors such as housing and autos and renewed monetary 

easing, we do not expect a sustained acceleration, mainly because of the worrisome 

outlook for fiscal policy. 

The Not So Good: Our Base Case 

Our base case is that the fiscal cliff is (just barely) resolved by year end, most likely with a 

temporary extension of the 2001 and 2003 tax cuts, a continued phase down of Emergency 

Unemployment Compensation (EUC) and a temporary delay of the spending cuts under 

sequestration.  Under our central assumption we assume that the $120bn payroll tax cut 

expires at year end and that new taxes that were enacted as part of the Affordable Care Act 

(ACA) are implemented on schedule.  

The Bad: A Temporary Lapse; Upper Income Tax Cuts and Jobless 

Benefits Also Expire 

A second possible scenario is that lawmakers will allow the upper income portions of the 

2001/2003 tax cuts (defined as income over $250,000) and EUC to expire, in addition to the 

fiscal restraint in our base case.  While it is possible that Congress could vote prior to year 

end to “decouple” the upper income tax cuts from the rest of the Bush tax cuts, it is more 

likely in our view that this would happen after year end due to fundamental disagreement 

between the political parties.  

The White House has indicated on several occasions that the President would veto a 

further extension of the upper-income provisions, while Congressional Republicans have 

indicated they would not support decoupling them from the rest of the 2001/2003 tax cuts. 

While there are possible compromises between these two positions—raising rates only on 

income over $1 million, for instance—reaching an agreement on this in the few weeks 

lawmakers will have before year end seems to us to be a significant political challenge.  A 

deal on this question could also be made easier once taxes have risen, since lawmakers 

could claim that setting tax rates and/or revenue levels higher than 2012 would 

nevertheless constitute a “tax cut” compared with the policies that would be in effect in 

January 2013. 

We assume that if the upper income tax cuts are allowed to expire, emergency jobless 

benefits would expire as well. In light of the continued phase down in eligibility since the 

start of the year, the expiration would not have as great of an effect as it would have had a 

couple of years ago, but would still represent an incremental drag on growth compared 

with our base case.    

Such a scenario would likely result in growth below our forecast for 2013, particularly in 

the first half of the year, especially if some of the 2001/2003 tax cuts and EUC were allowed 

to expire. That said, there are at least three reasons to think that while negative, a 

temporary lapse would not hit growth by nearly as much as implied in the worst-case 

scenario:  
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1. A lapse would probably be reversed quickly. It is likely that if Congress were 

to fail to address this issue before the end of the year, lawmakers would return in 

January and reach an agreement fairly quickly. The debt limit, which Congress 

must raise no later than early March according to our projections, might serve as a 

deadline for action on the fiscal cliff if public pressure hasn’t already forced an 

agreement. If, for example, an agreement were reached in January, we assume it 

would reinstate most policies retroactively, meaning that much of the effect would 

be reversed before the end of the quarter, reducing the overall economic effect.  

2. The Administration may have some flexibility in implementing tax hikes 
and spending cuts. Beyond the likelihood that Congress would revisit the fiscal 

cliff fairly quickly if these provisions were to expire, there is a possibility that the 

Treasury and other federal agencies could delay implementation of the scheduled 

fiscal tightening if the lapse was expected to be temporary. On the tax side, the 

Treasury may have some flexibility in determining tax withholding. It is possible 

that if Congress were expected to extend the tax cuts retroactively, the Treasury 

could maintain tax withholding at current levels in anticipation of an agreement.1 

This would cushion the effect of a short lapse, but would be ineffective in 

addressing a prolonged lapse in the 2001/2003 tax cuts.  It is possible that the 

phase-in of the sequester could also be made more gradual if the cuts were 

expected to be reversed early in 2013.2   

3. Uncertainty effects would depend on why a lapse occurs.  It is difficult to 

assess how consumers or businesses would react in the face of a temporary tax 

increase. If a retroactive extension of most or all of the policies is widely expected, 

it is quite possible that some consumers would “look through” a temporary 

reduction in after-tax income.  That said, we suspect that if Congress fails to 

address the fiscal cliff at year-end it will be due to a political stalemate, so there 

could be at least short-term uncertainty effects.  

The Ugly: Congress Fails to Address the Fiscal Cliff 

In light of the recent fiscal debates and the disagreements between the political parties, 

one cannot completely rule out the possibility that lawmakers simply fail to reach 

agreement on the fiscal cliff due to continued disagreement over the most controversial tax 

and spending issues, which hold up agreement on other less controversial provisions.  

That said, we view this as a low probability event not only because lawmakers will 

ultimately want to avoid inducing a recession, but also because they are apt to respond to 

the inevitable pressure to address the situation that would come from the public, 

businesses, financial markets.  Moreover, a broad swath of lawmakers support averting at 

least half of the policy changes set to take effect at year end, so even in the worst-case 

scenario it is unlikely that Congress and the President would allow a permanent lapse in 

the full range of provisions that make up the fiscal cliff.  

 

                                                                 

1  For instance, in 1992, the Treasury implemented a mid-year change in tax withholding without 

legislation from Congress; this resulted in a small increase in disposable income, offset by slightly 

greater tax liabilities when taxpayers filed their tax returns after year-end. Whether the Treasury 

would have the authority to allow tax withholding to diverge from current law the much greater 

amounts involved at year end is unclear.  
2  While the 2011 debt limit agreement (known as the Budget Control Act) requires the “sequestration 

order” to be given on January 2,  agencies may have some additional time to implement the 

sequester. Our estimates already assume a phased-in implementation, though additional delay 

might be possible. 
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Updating our Estimates of Fiscal Drag 

We have updated our estimates of the expected effect of fiscal policy on growth. We have 

incorporated the most recent estimates from the Congressional Budget Office and Joint 

Tax Committee on the budgetary effects of each of the various components of the fiscal 

cliff (exhibit 1). These are very similar to prior projections, though the estimated revenue 

effect of the 2001/2003 tax cuts has grown slightly from estimates earlier this year, while 

the projected spending cut due to the sequester has declined slightly (Exhibit 1).  We have 

also included “second round” effects on growth in subsequent quarters that result from 

the direct hit to growth due to fiscal changes.   

Exhibit 1: We Assume that One-Third of the Fiscal Cliff Will Be Allowed to Take Effect 

 

Source: Congressional Budget Office. Office of Management and Budget. GS Global ECS Research. 

Estimates of the three scenarios noted above are shown in Exhibit 2.  Under the baseline 

“not so good” scenario, fiscal policy would shave nearly 1½ percentage points from real 

GDP growth in early 2013, compared with ¾ points in 2012.  In this case, we expect a 

renewed moderate GDP growth slowdown to a 1½% pace in early 2013. 

Under the alternative “bad” scenario, the fiscal drag would rise to nearly 2 percentage 

points in early 2013.  This bigger hit, combined with the possible greater uncertainty if an 

agreement proves elusive for a few weeks in early 2013, would probably cause a sharper 

slowdown in GDP growth to 1% or less. 

Finally, there is the tail risk scenario that Congress fails to agree on any type of resolution 

for a more extended period, and the economy is hit with both the sequester and much 

bigger tax increases.  While the impact of such a failure—especially those related to 

confidence and financial conditions—are harder to quantify, just the direct fiscal impact 

would imply a GDP growth hit of around 4 percentage points in early 2013, and likely a 

recession. 

Policies Scheduled to Take Effect or Expire in 2013
2013 Current Law 

($bn, yoy)
2013 GS 

Assumption*

Payroll Tax Cut -126 -126
Emergency Unemployment Compensation -40 -12
Affordable Care Act Personal Taxes -24 -24
2001/2003 Tax Cut (Upper Income) -56 0
2001/2003 Tax Cut (Low/Middle Income) -136 0
Alternative Minimum Tax -103 0
Automatic Spending Cuts (aka "sequestration") -78 -15

Total Fiscal Effect, New Spending Cuts & Expiring Policies -563 -177
Total Fiscal Effect (% of GDP) -3.5 -1.1

* GS US economic forecast assumes expiration of payroll tax cut and continued phase-down of jobless benefits and 
assumes extension of 2001/2003 tax cuts and delay of sequester through 2013. The forecast assumes that bonus 
depreciation expiration, other "tax extenders," and Medicare payment changes have little direct effect on activity. 
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Exhibit 2: The Not So Good, the Bad, and the Ugly 

 

Source: GS Global ECS Research. 

There is inherent uncertainty in these estimates due not only to unpredictability of the 

political debate on the fiscal cliff, but also to uncertainty surrounding the effect on growth 

of different types of fiscal policy changes.  Exhibit 3 shows the range of multipliers 

estimated by the Congressional Budget Office (CBO) for several types of fiscal policy 

changes.  Our own multiplier estimates are in the upper half of the ranges provided by the 

CBO.  We believe that this is reasonable.  Recent economic research has demonstrated that 

fiscal multipliers are relatively large in a depressed economy that is operating at the 

effective lower bound for nominal short-term interest rates. For example, some studies 

have used cross-state variation in spending and taxes to isolate the impacts in a situation 

in which there is no monetary policy offset, and they have generally found rather large 

multipliers. Our own work using cross-country data and “shutting down” the monetary 

policy offset to fiscal contraction via statistical analysis has come to similar conclusions. 

Exhibit 3: Estimated Fiscal Multipliers Vary Widely 

 

Source: Congressional Budget Office. 

In addition to these quantifiable drags, we would also expect a negative impact on growth 

via deterioration in market, business, and consumer confidence.  Some of this impact 

might already occur before the end of the year, as the uncertainty builds.  While such an 

“uncertainty shock” could reverse quickly, providing a large amount of support in a short 

period of time if a deal is struck, the ride for both the financial markets and the real 

economy would undoubtedly be rocky. 

Alec Phillips       Jan Hatzius 
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Percentage points Percentage points

Effect on Real GDP Growth:

Current Assumption Plus Expiration of Upper Income Tax Cuts and EUC
Permanent Lapse of Fiscal Cliff Provisions

Low Estimate High Estimate

Federal Purchases of Goods and Services 0.5 2.5
Fiscal Transfers to Individuals 0.4 2.1
Tax Cuts for Lower/Middle Income 0.3 1.5
Tax Cuts for Higher Income 0.1 0.6
Corporate Tax Provisions (e.g., Bonus Depreciation) 0.0 0.4

Cumulative Effect on GDP of a 1% Change
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The US Economic And Financial Outlook 

 

Source: GS Global ECS Research. 

(% change on previous period, annualized, except where noted)

2010 2011 2012 2013 2012 2013

(f) (f) Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

OUTPUT AND SPENDING
Real GDP 2.4 1.8 2.2 1.9 2.0 1.3 2.0 2.0 1.5 2.0 2.5 2.5

Year-to-year change 2.4 2.1 2.3 1.8 1.7 1.9 2.0 2.1
Consumer Expenditure 1.8 2.5 1.9 1.5 2.4 1.5 1.9 1.5 1.0 1.5 2.0 2.0
Residential Fixed Investment -3.7 -1.4 11.2 11.1 20.5 8.5 11.8 7.5 10.0 12.5 15.0 15.0
Business Fixed Investment 0.7 8.6 7.9 6.5 7.5 3.6 1.7 5.0 7.5 7.5 10.0 10.0
Federal Government 4.5 -2.8 -2.8 -2.4 -4.2 -0.2 -2.5 -2.5 -2.5 -2.5 -2.5 -2.5
State and Local Government -1.8 -3.4 -1.4 0.0 -2.2 -1.0 -0.7 0.0 0.0 0.0 1.0 1.0
Net Exports ($bn, '05) -420 -408 -406 -401 -416 -407 -401 -399 -398 -398 -403 -406
Inventory Investment ($bn, '05) 51 31 54 59 57 41 52 64 62 64 59 50

Industrial Production, Mfg 5.7 4.3 4.7 3.2 9.8 1.0 2.0 3.0 3.0 4.0 4.5 4.5

INFLATION (% ch, yr/yr)
Consumer Price Index (CPI) 1.6 3.1 2.1 2.1 2.8 1.9 1.5 2.1 2.0 2.3 2.3 1.8
Core CPI 1.0 1.7 2.1 1.6 2.2 2.3 2.0 1.9 1.8 1.5 1.5 1.5
Core PCE* 1.5 1.4 1.7 1.4 1.9 1.8 1.6 1.6 1.4 1.4 1.4 1.4
Unit Labor Costs -1.1 1.9 0.8 0.7 0.2 0.9 0.8 1.1 0.6 0.8 0.8 0.7

LABOR MARKET
Unemployment Rate (%) 9.6 8.9 8.1 7.8 8.2 8.2 8.1 7.9 7.9 7.9 7.8 7.7

FINANCIAL SECTOR
Federal Funds** (%) 0.18 0.07 0.10 0.10 0.13 0.16 0.14 0.10 0.10 0.10 0.10 0.10
3-Month LIBOR (%) 0.30 0.56 0.25 0.25 0.47 0.47 0.39 0.25 0.25 0.25 0.25 0.25
Treasury Yield Curve** (%)

2-Year Note 0.62 0.26 0.50 1.00 0.34 0.29 0.26 0.50 0.50 0.60 0.75 1.00
5-Year Note 1.93 0.89 0.95 1.45 1.02 0.71 0.67 0.95 1.05 1.15 1.25 1.45
10-Year Note 3.29 1.98 2.00 2.50 2.17 1.62 1.72 2.00 2.10 2.20 2.30 2.50
30-Year Bond 4.42 2.98 2.90 3.25 3.28 2.70 2.88 2.90 2.95 3.05 3.05 3.25

Profits*** (% chg, yr/yr) 23.9 8.9 7.4 5.7 9.2 4.4 8.0 8.0 5.0 5.0 5.0 7.5
Federal Budget (FY, $ bn) -1,294 -1,296 -1,125 -950 _ _ _ _ _ _ _ _ 

FOREIGN SECTOR
Current Account (% of GDP) -3.0 -3.1 -3.2 -3.4 -3.5 -3.0 -3.1 -3.2 -3.3 -3.4 -3.4 -3.5
Euro ($/€)** 1.32 1.32 1.33 1.40 1.32 1.25 1.29 1.33 1.37 1.40 1.40 1.40
Yen (¥/$)** 83 78 76 74 83 79 78 76 75 74 74 74

* PCE = Personal consumption expenditures.  ** Denotes end of period.  *** Profits are after taxes as reported in the national income
 and product accounts (NIPA), adjusted to remove inventory profits and depreciation distortions.
NOTE: Published figures are in bold
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US Calendar 

Focus for the Week Ahead 

 

 Headline producer prices should show a firm gain, but we forecast unchanged core producer prices (October 12). 

 We expect a slight narrowing of the trade deficit in August on the back of a small increase in exports and flat imports 

(October 11). 

Economic Releases and Other Events 

 

Time

Date (EST) Indicator GS Consensus Last Report

Tues Oct 09 20:30 Vice Chair Yellen spks on panel at IMF Meeting; Tokyo

Wed Oct 10 10:00 Wholesale Trade (Aug) n.a. +0.4% +0.7%

14:00 Fed's Beige Book

14:30 Fed Gov Tarullo spks on financial stability regulation; Phil, PA

14:45 Minneapolis Fed Pres Kocherlakota spks to business leaders; 
Great Falls, MT

14:45 Dallas Fed Pres Fisher spks at Cato Institute conference; Wash 
DC

Thu Oct 11 8:30 Trade Balance (Aug) -$41.0bn -$44.0bn -$42.0bn

8:30 Import & Export Prices (Sep) n.a. +0.7% +0.7%

8:30 Initial Jobless Claims n.a. 365,000 367,000

8:30 Continuing Claims n.a. 3,279,000 3,281,000

10:00 Fed Gov Stein spks on monetary policy at Brookings Inst; Wash 
DC

11:15 Fed Gov Raskin spks in a panel on gender equality; France

15:30 Vice Chair Yellen spks on panel at IIF annual Meeting; Tokyo

Fri Oct 12 8:30 Producer Price Index (Sep) +0.6% +0.7% +1.7%

   Ex Food & Energy Flat +0.2% +0.2%

9:55 Reuters/U. Mich Consumer Sentiment—Prel (Oct) 76.0 77.9 78.3

12:35 Richmond Fed Pres Lackers spks at Univ of Virginia
Oct        
11-17 14:00 Federal Budget Balance (Sep) n.a. -$2.0bn -$62.8bn

Estimate
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