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Worth noting 
 
 A recent editorial in the Wall Street Journal has many investors worried that the upcoming 

expiration of the Bush tax cuts will derail the economic recovery. We believe higher taxes 
next year will restrain economic growth, but not stop it. 

 We remain positive, but cautious, on the economy and the stock market, anticipating 
increased market volatility in the months ahead.  As a result, we reduced our year-end 
target last week, after equities hit our original year-end target in April. 

 We also made a tactical tilt to our investment strategy, reducing exposure to developed 
international equity markets while increasing exposure to emerging market equities and 
U.S. mid-cap equities. The decline in the euro has reached a point that signals increasing 
risk to foreign equity markets, especially in Europe.   

 
 

Higher taxes will dampen growth 
 
The equity markets were stress tested again last week as the nearly two-month old correction 
continued. Fortunately, the market held at important support levels near the February low. This 
is a sign that the equity markets are probably oversold in the short run and could begin to 
recover some of the sharp drop in prices since the market peaked in late April.  
 
A big concern for investors last week was an editorial, suggesting that the U.S. economy will fall 
back into recession next year when the Bush tax cuts expire. We disagree.  The course of the 
economy is seldom determined by one factor alone. We do believe that higher taxes will 
dampen economic growth but do not expect another recession, unless something else happens 
on top of the tax increase.  
 
Our work suggests that it is important to look at what else is happening in the economy when 
taxes increase. In particular, if corporate profits are rising, as we anticipate next year, then 
higher taxes may only slow growth, not stop it. If the economy was already weakening and 
corporate profits were rising, then higher taxes could derail an economic recovery. However, 
that is unlikely to be the case next year.  If companies are making more profit and are hiring 
more workers, as appears likely, the economy can still expand, even if taxes go up. Of course, 
the economy would probably expand faster if taxes were not going up.  
 
Moreover, taxes are currently low, and the anticipated increase in taxes would not push the tax 
burden too high. The latest data show that personal taxes as a percent of personal income are 
at the lowest percentage since the 1950s. These lower taxes are due to both the Bush tax cuts 
and the Obama stimulus measures. If the Bush tax cuts and Obama stimulus measures expire 
as currently scheduled, then personal taxes as a percent of personal income could rise from just 
under 9% currently to about 11% in 2011 and 12% in 2012. This would put the personal tax 
burden at about the mid-range for the past several decades.   
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We do not believe that the increase in taxes from current low levels would derail the economic 
recovery because corporate profits are still rising. However, we do believe that these higher 
taxes will reduce consumer purchasing power, keeping economic growth slow next year, rather 
than robust. 
 
It is also important to remember that President Obama has appointed a National Commission on 
Fiscal Responsibility and Reform to consider measures to restore fiscal responsibility. This could 
mean that some of the expiring Bush tax cuts will not take place, especially if the President 
limits tax increases to families earning more than $250,000. 
 
Looking ahead, the equity markets are coming off a year of more than 80% gains from the 
March 2009 low to the April 2010 high. Therefore, markets are likely to be volatile with limited 
gains the rest of this year, as the market works off its excesses. Consequently, our equity 
strategy team recently reduced our year-end target for the S&P 500 slightly from 1175-1200 
forecasted in our 2010 economic and market outlook to 1100-1140 currently. We continue to 
expect the market to be higher a year from now, but the market could be very volatile in the 
months ahead, potentially trading in a range slightly less than 1000 to slightly more than 1200 
on the S&P 500.  
 
Finally, we remain concerned about problems in Europe and believe that investors may be 
better rewarded in other areas. Consequently, we initiated a new tactical tilt, reducing 
international equity exposure by 200 basis points (two percentage points) while increasing the 
allocation to emerging markets 100 basis point (one percentage point) and U.S. mid-cap 
equities 100 basis points (one percentage point). 
 
The U.S. economy faces many challenges in the months ahead.  Sovereign debt problems in 
Europe will probably dampen the European economic recovery, reducing the demand for U.S. 
exports. In addition, the tax increases that are likely to take place next year could keep 
investors cautious until there is more evidence that the economy can still grow despite higher 
taxes. Finally, the upcoming November Congressional elections are likely to be very contentious 
with a lot of negative political rhetoric, making the economy look bad.  Together, these factors, 
along with already cautious consumer and business spending, could keep the economic recovery 
slower than normal for this stage of the economic cycle.   
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Investment and Insurance Products:   NOT FDIC Insured   NO Bank Guarantee   MAY Lose Value 

 
Information provided in this report is for educational and illustrative purposes only and should not be construed as 
individualized investment advice. The investment or strategy discussed may not be suitable for all investors. Investors must 
make their own decisions based on their specific investment objectives and financial circumstances. The Standard & Poor’s 
indexes are unmanaged, weighted indexes of stocks providing a broad indicator of price movement. Individual investors 
cannot directly purchase an index.  
 
Wells Fargo Advisors is the trade name used by two separate registered broker-dealers: Wells Fargo Advisors, LLC, and 
Wells Fargo Advisors Financial Network, LLC, Members SIPC, non-bank affiliates of Wells Fargo & Company.   
  
H.D. Vest Investment ServicesSM, Member SIPC is a non-bank subsidiary of Wells Fargo & Company, and an affiliate of 
Wells Fargo Advisors, LLC and Wells Fargo Advisors Financial Network, LLC. 
 
©2010 Wells Fargo Advisors, LLC. All rights reserved.   
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Important Information, Risk Factors and Disclaimers: 
Past performance is not a guarantee of future results. 
 
Dividends are not guaranteed and are subject to change or elimination. 
 
An index is not managed and is unavailable for direct investment. 
 
The prices of small and mid-cap company stocks are generally more volatile than large company 
stocks.  They often involve higher risks because smaller companies may lack the management 
expertise, financial resources, product diversification and competitive strengths to endure 
adverse economic conditions. 
 
Investing in foreign securities presents certain risks not associated with domestic investments, 
such as currency fluctuation, political and economic instability, and different accounting 
standards. This may result in greater share price volatility.  
 
Wells Fargo Advisors does not provide tax or legal advice.  You should speak with a qualified tax 
or legal advisor regarding your specific situation if these services are needed. 


