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Post election, the major challenge in Washington will be to steer the country away from the year-end
fiscal cliff. That cliff, which is the result of expiring Bush-era tax rates and the spending cuts that Con-
gress agreed to in August 2011 as part of the debt-ceiling deal, represents a potential fiscal drag of 5% of
GDP—enough to tip the US economy into recession, according to the Congressional Budget Office.

Despite divided government, we think that a majority of incumbent politicians recognize that risk.
Thus, we expect action to mitigate and delay higher taxes and spending cuts, resulting in fiscal
drag of 1%-2% of GDP, not 5%.

Some elements of the cliff have already been addressed. For example, the US Congress has approved a
continuing resolution to fund the government into 2013. Moreover, the debt limit will not be breached
at year end but rather in later February or early March.

However, the existing Bush-era tax rates are still set to expire at the end of 2012 and, absent any con-
gressional action, would result in a sizeable tax increase. Most of the political disagreement centers on
extending current rates in one area: high-bracket taxpayers. We think it likely that existing rates
will be extended for most taxpayers for one year—with some compromise for upper income brack-
ets—to give politicians time to address this in 2013.

Finally, the impending across-the-board mandatory spending cuts would also cut defense—an outcome
we think Congress will avoid. Thus, the full effect of the fiscal cliff will likely be mitigated and de-
layed. The remaining economic drag stems from expiring payroll-tax relief and extended jobless bene-
fits, both of which have little political support for renewal. All told, Morgan Stanley economists fore-
cast that modest fiscal drag will dampen US GDP growth to a rate of 1.4% in 2013 from 2% this year.

Next year, Washington needs to address the alarming out-year fiscal deficits—a problem that, left un-
addressed, could lead to another US credit downgrade and financial market instability. Stay tuned.

Please refer to important information, disclosures and qualifications at the end of this material.


mailto:jeff.applegate@morganstanley.com�
mailto:Charlie.Reinhard@morganstanely.com�

Disclosures

This material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any security or other fi-
nancial instrument or to participate in any trading strategy. This is not a research report and was not prepared by the Research Departments of Morgan Stanley 7 CO.
LLC or Citigroup Global Markets Inc. The views and opinions contained in this material are those of the author(s) and may differ materially from the views and opin-
ions of others at Morgan Stanley Smith Barney LLC or any of its affiliate companies. Past performance is not necessarily a guide to future performance. Please refer
to important information, disclosures and qualifications at the end of this material.

The author(s) (if any authors are noted) principally responsible for the preparation of this material receive compensation based upon various factors, including quality
and accuracy of their work, firm revenues (including trading and capital markets revenues), client feedback and competitive factors. Morgan Stanley Smith Barney is
involved in many businesses that may relate to companies, securities or instruments mentioned in this material.

This material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any security/instrument,
or to participate in any trading strategy. Any such offer would be made only after a prospective investor had completed its own independent investigation of the se-
curities, instruments or transactions, and received all information it required to make its own investment decision, including, where applicable, a review of any offer-
ing circular or memorandum describing such security or instrument. That information would contain material information not contained herein and to which prospec-
tive participants are referred. This material is based on public information as of the specified date, and may be stale thereafter. We have no obligation to tell you
when information herein may change. We make no representation or warranty with respect to the accuracy or completeness of this material. Morgan Stanley Smith
Barney has no obligation to provide updated information on the securities/instruments mentioned herein.

The securities/instruments discussed in this material may not be suitable for all investors. The appropriateness of a particular investment or strategy will depend on
an investor’s individual circumstances and objectives. Morgan Stanley Smith Barney recommends that investors independently evaluate specific investments and
strategies, and encourages investors to seek the advice of a financial advisor. The value of and income from investments may vary because of changes in interest
rates, foreign exchange rates, default rates, prepayment rates, securities/instruments prices, market indexes, operational or financial conditions of companies and
other issuers or other factors. Estimates of future performance are based on assumptions that may not be realized. Actual events may differ from those assumed
and changes to any assumptions may have a material impact on any projections or estimates. Other events not taken into account may occur and may significantly
affect the projections or estimates. Certain assumptions may have been made for modeling purposes only to simplify the presentation and/or calculation of any pro-
jections or estimates, and Morgan Stanley Smith Barney does not represent that any such assumptions will reflect actual future events. Accordingly, there can be no
assurance that estimated returns or projections will be realized or that actual returns or performance results will not materially differ from those estimated herein.

This material should not be viewed as advice or recommendations with respect to asset allocation or any particular investment. This information is not intended to,
and should not, form a primary basis for any investment decisions that you may make. Morgan Stanley Smith Barney is not acting as a fiduciary under either the Em-
ployee Retirement Income Security Act of 1974, as amended or under section 4975 of the Internal revenue Code of 1986 as amended in providing this material.

Morgan Stanley Smith Barney and its affiliates do not render advice on tax and tax accounting matters to clients. This material was not intended or written to
be used, and it cannot be used or relied upon by any recipient, for any purpose, including the purpose of avoiding penalties that may be imposed on the tax-
payer under U.S. federal tax laws. Each client should consult his/her personal tax and/or legal advisor to learn about any potential tax or other implications
that may result from acting on a particular recommendation.

This material is disseminated in Australia to “retail clients” within the meaning of the Australian Corporations Act by Morgan Stanley Smith Barney Australia Pty Ltd
(AB.N. 19 009 145 555, holder of Australian financial services license No. 240813); Morgan Stanley Private Wealth Management Ltd, which is authorized and regu-
lated by the Financial Services Authority, approves for the purpose of section 21 of the Financial Services and Markets Act 2000, content for distribution in the
United Kingdom.

This material is disseminated in the United States of America by Morgan Stanley Smith Barney LLC.

Morgan Stanley Smith Barney is not incorporated under the People's Republic of China ("PRC") law and the research in relation to this report is conducted outside
the PRC. This report will be distributed only upon request of a specific recipient. This report does not constitute an offer to sell or the solicitation of an offer to buy
any securities in the PRC. PRC investors must have the relevant qualifications to invest in such securities and must be responsible for obtaining all relevant approvals,
licenses, verifications and or registrations from PRC's relevant governmental authorities.

Morgan Stanley Private Wealth Management Ltd, which is authorized and regulated by the Financial Services Authority, approves for the purpose of section 21 of the
Financial Services and Markets Act 2000, content for distribution in the United Kingdom.

Morgan Stanley Smith Barney is not acting as a municipal advisor and the opinions or views contained herein are not intended to be, and do not constitute, advice
within the meaning of Section 975 of the Dodd-Frank Wall Street Reform and Consumer Protection Act.

Third-party data providers make no warranties or representations of any kind relating to the accuracy, completeness, or timeliness of the data they provide and shall
not have liability for any damages of any kind relating to such data.

Morgan Stanley Smith Barney material, or any portion thereof, may not be reprinted, sold or redistributed without the written consent of Morgan Stanley Smith
Barney.

© 2012 Morgan Stanley Smith Barney LLC. Member SIPC.

2 MORGAN STANLEY SMITH BARNEY LLC | Nov 7, 2012 Please refer to important information, disclosures and qualifications at the end of this material.



