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Saving You From Wal l  Street

The Fiscal Cliff and Lucky Charms

As much as I hate spending any 
time discussing this, I need to 
address the fiscal cliff. Several 
clients have asked me my opinion 
on the fiscal cliff  and its effect on 
the markets. Why do I hate 
addressing this? I am sick and 
tired of  having to guess what 
bureaucrats like our politicians 
and Federal Reserve board 
members plan to do. I have a 
better chance of  guessing next 
year’s Super Bowl winner than 
what these folks decide. I prefer 
examining fundamental 
valuations, historical information, 
etc. when investing client money. 
That is how it was done in the 
olden days of  the pre-2008 crisis.

That said, I need to address this 
non-sense since clients are asking.  
First, I believe this fiscal cliff  is 
nothing more than an 
opportunity for ego driven 
politicians to get on TV. It is a 
manufactured crisis that draws 
the nation’s attention to the 
politicians, rather than where it 
usually resides like the Dancing 
with the Stars finals or the latest 
Kardashian rumor. 

Second, you should understand 
something about me. I was the 
type of  kid who would eat the 
grains in my Lucky Charms and 
leave the colorful marshmallows 

to the end. My sister, like most 
kids, would eat the Lucky Charm 
marshmallows first and then try 
to get out of  eating the “bad 
stuff.” Mom always made her 
finish the grains even if  she sat at 
the kitchen table for an hour. 
While I enjoyed my colorful, 
marshmallow ending, my sis 
gagged down the soggy wheat 
globs (if  you ever let cereal sit in a 
bowl of  milk for an hour you 
know what I mean by wheat 
glob). I could delay gratification 
while my sister could not. 

As I look at the fiscal cliff, my 
Lucky Charm behavior emerges: 
take a little pain now and enjoy 
the ending. The politicians, and 
most Americans, want their 
marshmallows now. Their hope is 
the wheat bits can be avoided 
altogether. Unfortunately for 
them, the economy, starring as 
Mom in this instance, forces you 
to eat the wheat at some point.

But the media says the fiscal 
cliff  will cause a recession

It might, but it might not. To 
understand the ramifications, let’s 
look at the cliff  and the two 
opposing plans out there today 
(graphs courtesy Agora Financial). 
If  we ride over the cliff, we will 
experience a $607 Billion event  
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in 2013 ($504 in tax increases and $103 in spending 
cuts). Our economy is just over $14 Trillion. The cliff  
amounts to 4.3% of  our GDP. Certainly, we would be 
eating some wheat now as this could retard economic 
activity, but a $14 Trillion economy won’t be waylaid 
by a 4% event. 

The current plans offered by the President and 
Republicans are certainly less taxing on the economy 
today. President Obama wants $1.8 Trillion in tax 
increases and spending cuts over the next 10 years 
while the Republicans call for $2.2 Trillion over the 
same ten year period. Both plans derive the vast 
majority of  spending cuts from Medicare/Medicaid 
savings. History has shown that these savings never 
appear. Projected cuts to doctor payouts, the 
significant savings in both plans, are usually 
overturned at the last minute. So the spending cuts by 
both plans probably won’t emerge. 

If  the President and Republican plans would spare 
the economy in 2013 more than the fiscal cliff, why 
would I want to recklessly drive over the cliff. It has to 
do with Lucky Charms. I prefer the whole grains now 

while they are crunchy, rather than later when the 
grains are soggy glumps. 

Learn from history or repeat it

In This Time Is Different: Eight Centuries of  
Financial Folly, economists Ken Rogoff  and Carmen 
Reinhart examined 800 years of  debt fueled financial 
crisis. Every single case of  currency collapse, high or 
hyper-inflation, or government defaults happened 
when a government breached these two metrics: 
borrowing 40% or more of  annual government 
spending and government debt to GDP of  100% or 
more. It doesn’t happen immediately upon reaching 
these levels, but if  governments do not alter behaviors  
shortly after surpassing these metrics, calamity has 
always ensued. Today, the US government violates 
both of  these metrics. 

While the fiscal cliff  may harm the economy today, it 
would reduce our annual deficit from $1.2 Trillion 
(40% annual borrowing) to $600 Billion (20%). To put 
this in perspective, a $600 Billion annual deficit would 
have been a record before 2009. As if  I haven’t 
depressed you enough, Social Security and Medicare 
spending will strain our budget no matter what in the 
coming years as the baby boomers retire in mass. 

The President and Republican plans maintain trillion 
dollar deficit levels even if  the Medicare savings 
magically appear. A recession today would certainly 
hurt. However, a normal downturn today certainly 
trumps a default or currency crisis down the road. We 
can eat our whole grains now or wait until they turn 
into a soggy, disgusting mess.
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Currently, I have client portfolios hedged. We hold 
sizable positions in assets that rise with the stock 
market and rise when the stock market falls. This 
means your portfolio won’t see sizable moves either 
way. This is bad if  the stock market rallies, but it is 
great if  it falls. The reason is we are in investing 
purgatory right now. It isn’t heaven, but it isn’t hell 
either. The metrics I follow aren’t providing strong 
signals in either direction. The economy isn’t 
providing a clear direction either. Signs exist that are 
optimistic and quite negative. Beyond that, hedging 
also helps blunt any fiscal silliness caused by the fiscal 
cliff.

On the economic front, I personally believe that the 
economy is slowing. This graph shows the correlation 
between the US stock market, as represented by the 
S&P 500, and the leading indicators for the economy, 
provided by Economic Cycle Research Institute 
(ECRI), an organization with a proprietary model of  
predicting business cycles. Clearly, the market has 
diverged from the underlying economic fundamentals, 
but this isn’t unusual. It has closely correlated since 
2008 as the graph shows, but times exist where the 
two have little correlation. 

What alarms me with the ECRI data is three of  their 
four key factors are negative as this graph shows (see 
top right):

As you can see, three key factors turned down this 
summer and continued its trend through November. 
Employment is growing though, but I argue 
employment is a lagging indicator. Usually, we have a 
recession and corporations lay off  workers in response 
to that. The economy picks up causing sales to rise 
and then companies hire workers. 

Further, the savings rate for Americans reached lows 
last seen before 2008 so unless wages rise we don’t 
have a lot of  spending ammo to spur the economy 
unless Americans turn to credit card debt. Since the 

2008 downturn, consumers have been slowly reducing 
credit card debt (as graph at bottom shows):

Finally, the technical factors I focus on for the markets  
aren’t decisive. The chart below looks at the major 
technical factors I examine: 200 day moving average, 
relative strength indicator (RSI), moving average 
convergence/divergence (MACD), and slow stochastic 
movement. I will discuss these metrics in an upcoming 
webinar. 

Of  these three metrics, three of  them are negative 
with the 200 day moving average positive. This isn’t 
giving a strong sell or buy signal. Essentially, it tells me 
to wait and see.
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Individual Position Synopsis:

I wanted to address a couple positions in the portfolio 
that have disappointed me.

SPDR Utilities ETF (Ticker: XLU) - This was a 
position we took in the spring as a hedge to a market 
downturn. It kept us allocated to equities, but utilities 
are a consumer staple which tends to perform better 
during times of  uncertainty. Since people usually 
don’t cut out their utility bills during tough times, the 
revenues and earnings are more consistent with 
utilities. This holding has disappointed me lately, and 
the reason is due to the fiscal cliff. In mid November, 
this fund dropped about 11% because investors were 
afraid that the dividend tax rate would rise from the 
15% level (if  the cliff  holds dividends are taxed at the
taxpayers income tax level so someone in the top 
bracket would pay 39% on dividends). The Utility 
ETF pays just over 4% in dividends - another benefit 
to holding utility stocks. This took me by surprise as 
the market should have known about this change 
months ago. Even if  we don’t go over the fiscal cliff, I 
suspect the tax on dividends and capital gains will 
change. The holding has rebounded recently, and I 
continue to hold it until I get further direction that the 

economy and markets are growing. I will then sell the 
utility position and add to the general market.

Market Vector Gold Miners ETF (Ticker: GDX) - 
This was a position we bought in the summer as a 
supplement to gold. Gold mining stocks were down 
about 15% for the year when we bought and were at 
historical low valuations relative to the price of  gold 
bullion. After purchasing the miners, the ETF rose 
25%. I should have sold when the position hit $55 per 
share and thought hard about it, but I didn’t. I held 
off  as miners were still historically low relative to the 
price of  gold.  Currently, it is at $45. The pullback 
alarmed me because gold mining stocks tend to 
correlate strongly with the overall market during 
downturns (and upturns). So I still like the valuation 
of  gold miners compared to gold, but I am watching 
this closely as it would experience a sizable decline if  
the market heads south.

Gold

Along with the miners, gold has taken a hit recently, 
which is counter-intuitive. With the announcement of 
more Quantitative Easing, gold and silver should be 
advancing, but they aren’t. As I pointed out in 
previous papers and webinars, gold has correlated 
tightly with Federal Reserve easing. It seems this 
correlation has broker, at least for now. Previously, I 
did a paper on “Is Gold in a Bubble”. I don’t believe 
it is so I view this current trend as a normal correction 
in an otherwise bull market. 
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Admit it. You hate bankers. It’s ok – I admit it. Banks 
assume a massive amount of  risk yielding enormous 
profits. When the risks implode, the banks get a bailout. 
How do they repay us? They give us sub-1% yields on our 
money. I am not saying all banks are bad. I love credit 
unions and community banks that avoided the dangerous 
tactics undertaken by the To Big to Fail Banks (TBTF). 
Over the next couple weeks, I am going to examine a few 
ways to kick those bankers to the curb without taking on 
loads of  additional risk. If  you are tired of  earning pennies 
on your balances, these might be better ideas.

The first idea is peer-to-peer lending. Why would you want 
to look at peer-to-peer lending? Let’s face it. Banks are 
nothing more than glorified middlemen. They take your 
money and pay you a whopping sub-1% return. The banks  
take your money and loan it as mortgages, business loans, 
auto loans, and credit cards at substantially higher rates. 
You get 1% while the banks get 5% or more. Peer-to-peer 
lending cuts out the banks. You get a higher return while 
the borrower pays a lower rate than the banks charge.

I focus on two premier peer-to-peer lenders, Lending Club 
and Prosper, which have both been around for five years or 
more. These two companies have loaned over a billion 
dollars since inception through 112,000 loans. Essentially, 
these companies created a platform that brings lenders and 
borrowers together. The beauty is Lending Club and 
Prosper do a credit analysis on the borrowers using FICO 
scores and other proprietary methods. Borrowers deemed 
a solid credit risk can usually borrow from 5% to 8% while 
the riskiest borrowers get high double digit rates. These 
two companies review thousands of  borrowers and turn 
down those they estimate are unlikely to repay. As a lender, 
you can review the borrower’s profile and decide to invest 
(or not) with that borrower. You can invest as little as $25 
for each borrower. With $1,000, you can diversify into 40 
loans. For those who would rather not go through 
numerous borrower applications, Prosper and Lending 
Club have a tool that lets you set initial criteria such as 
desired credit risk or interest rates then they invest the 
money for you.

Lending money to people you don’t know or taking money 
with an FDIC backing to an alternative without this 
guarantee may scare you – and rightfully so.

However, the companies have years of  data to give 
investors a solid understanding of  the default rates. At both 
organizations, the most creditworthy borrowers default less  
than 2% of  the time while the riskiest borrowers default 
about 13% of  the time.

Let’s assume you invest $1,000 into 40 loans at $25 per 
loan evenly across the highest to medium creditworthiness. 
If  the numbers provided by the companies is true, you 
could expect a 5% default, meaning you only receive $950 
of  your initial principal back upon maturity. However, over 
the course of  the loan (the options are usually 12 or 60 
months), you would earn approximately $78 per year on 
that $950, which is an 8.2% return. That sure beats the 
1% you receive from the bank.

One downside is the liquidity of  the loans. You can sell 
them, but you have to use the Folio Trading platform. No 
guarantee is made that you will find a buyer or that you 
will get the full value of  the loan. Also, the companies are 
not registered yet in every state. You need to determine if  
your state is registered. Even with no FDIC, a default risk, 
and lack of  liquidity, peer-to-peer lending is an excellent 
alternative to money markets and CDs.

For full disclosure, I have a Prosper ad on my blog Saving 
You From Wall Street so I can receive compensation from 
Prosper if  you click on my link and sign up. If  you think 
peer-to-peer lending is right for you, I would love for you to 
click on that link. My kids are getting close to needing 
braces. LOL
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by offering objective, commission 
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in the United States, only 2,000 
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commissions.

Our Saving You From Wall Street 
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won’t see on the main stream 
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Upcoming Webinars
Here are the recent and upcoming webinars. If  you cannot attend 

the live event, a replay will be available shortly after at 

www.picketfencefinancial.com/education/webinars

Market Outlook for 2013

I will try to lay out some predictions for 2013. I will also profile 

what other prognosticators think. This is an impossible task, but it 

allows you to understand my thinking and how I view the markets: 
https://www3.gotomeeting.com/register/473284686

Understanding Long Term Care Planning

I recently interviewed Melissa Barnickel, CPA, CLTC of  Baygroup 

Insurance on long term care insurance. Find out the real statistics 

on long term care and is it right for you. You can find the webinar 

here: http://www.picketfencefinancial.com/education/webinars/

End of  Year Estate Planning Tactics

With major changes possibly taking place in the tax law at the end 

of  2012, Howard Stross will discuss some estate planning ideas to 

undertake before year end. He will also discuss if  you should put 

your children on the deed of  your real estate holdings. Listen to 

the replay here: http://www.picketfencefinancial.com/education/

webinars/
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