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Previously we labeled the stock market as a “Cinderella” one.  In May, we reduced our stock holdings in 
anticipation of what we believe will be escalating fiscal dramas in Europe and the U.S.  
 
2012 looks to be a pivotal year for both regions.  In Europe, the bill is literally coming due, and the odds 
of sovereign default are rising.  Bank runs and capital flight out of Europe have already begun.  Greece 
and others could choose to break away from the euro.   
 
In the U.S. a combination of a debt-ceiling deadline, election, and an expiring tax regime look to provide 
additional uncertainty and drama for markets.  Unfortunately, the leaderships in Europe and the U.S. seem 
to be increasingly incapable of fixing their messes before real disruptions begin.  
 
If Democrats and Republicans fail to agree on budget cuts and tax policy this year, automatic and 
significant changes will result for 2013 and beyond, including drastic cuts to Medicare and defense 
spending and the expiration of the “Bush” tax code (See appendix).  The prospects of this “fiscal cliff” 
increases risk for investors and the economy as a whole. 
 
Perhaps Washington will get its act together before it’s too late, but pricing in a lot of uncertainty and 
higher tax rates seems prudent at the moment—and contrarian.  A recent Barron’s survey reported a new 
and uniform shift in investment strategy among the country’s largest financial advisors.  Their collective 
advice:  buy high dividend paying stocks.  Notable to us was that although a number of these mega-
advisors were quoted, not one acknowledged the possibility of a huge jump in dividend tax rates. 
 
Cash Holdings 
 
To preserve and grow portfolios requires, from time to time, the resolve to hold a considerable amount of 
cash.  A huge difference in our approach can be observed in a few seconds by looking at the first page of 
our client statements:  our clients almost always have ample cash balances, sometimes sizable ones. 
 
While most professional investors feel compelled to be fully invested at all times, we believe this imposes 
risks, especially when the market is well-priced, investors are complacent or euphoric, and/or storm 
clouds are appearing on the horizon.  Cash is an investment decision, too. 
 
Being fully-invested also removes an important tool from an investor’s tool kit:  the ability to wait and 
seize opportunities in the future.  Cash, therefore, is important not in just reducing risk, but also in 
achieving returns.  We anticipate we’ll find great deals within stocks as the market grows more fearful.   
 
Our increased cash and equivalents positions will be as close to the real thing as possible.  This means 
Treasury bills and money funds invested in Treasury bills.  Many investors, including large money funds, 
are dangerously reaching for what amounts to a few tenths of a percent in yield.  Most don’t realize that 
their cash vehicles, even ones labeled “Prime”, are putting money in Europe and its banks, thus assuming 
more credit risk but without any reasonable increase in return for investors.  Return-free risk is not 
something we will assume on your behalf.    
 
Tax planning 
 
With a good chance various tax rates will change (including estate taxes), this might be a good time to 
consult your tax and legal professionals.  Additionally, many states either have changed tax rules or are 



 

about to as well.  Hawaii has gone through tax changes in recent years including an income tax raise, a 
quasi-alternative minimum tax, an estate tax, and more.   
 
Those with sizable amounts of low cost basis stock holdings may want to consider taking gains and 
paying the 15% federal tax that expires December 31.  We may recommend changes for those clients with 
more of an income orientation.  Low bond yields and the chance of rising dividend taxes create quite a 
challenge.  We’re putting our heads together on that, too. 
 
The times ahead will be a special test, but we’re more than ever able and eager take on what comes and 
do our work.  We know that any negative developments also bring investment opportunities; we plan on 
being opportunistic should the market excessively react.    
 
As always, for your trust and employment, we remain truly privileged.   

 
*** 

Neil Rose, CFA 
Chief Investment Officer 

 
Appendix:  Scheduled federal tax changes (subject to change).   
 

  
 
Current Rate  

 
 
2013 

 
Ordinary Income  

 
10% 
15 
25 
28 
33 
35 

 
15% 
25 
28 
31 
36 
39.6 

 
Dividends 

 
15% maximum 

 
Taxed as ordinary income 

 
Long Term  
Capital Gains  

 
15% maximum 

 
20% maximum 

 
“ObamaCare” Taxes 

 
None 

 
3.8% additional levy on 
interest, dividends, capital 
gains and other investment 
income for individuals making 
over $200,000 (couples, 
$250,000) 
 

 
Estate 

 
$5 million exemption;  
35% 

 
$1 million exemption;  
55%  

 
Other 

  
Phase-Out Rules for itemized 
deductions and personal 
exemptions 

 


