


Most of the broad stock and fixed income market indices ended 
the second quarter in the red, despite signs of some improvement 
in the global credit markets. Investor angst was centered on 
rising energy prices and the threat these increases pose to 
economic growth.

The quarter did have its share of positive developments. Many 
of the financial institutions hardest hit by the credit crisis 
were successful in raising new capital and pruning their loan 
portfolios. These actions should lay the foundation for a recovery 
in the financial sector and, eventually, stocks in general. 

A number of high profile mergers were also announced. The 
buyers in these transactions tended to be other corporations, 
rather than financial firms, suggesting that strategic purchasers 
see good value at current price levels.

The actual returns of some of the more widely-followed indices 
are provided in the table to the right of this column.

Outlook &  
Portfolio Strategy
Investor angst over 
inflation is well founded. 
The Economist recently 
reported that two-thirds 

of the world’s population is likely to experience double-digit 
inflation this year, largely due to the surging emerging market 
economies. The central banks now face the challenge of curbing 
these inflationary pressures without impeding the recovery of 
the financial sector. Unfortunately, the market’s performance 
during the second quarter suggests that most investors have little 
confidence in this feat being accomplished. 

It strikes us that this pessimism plays right into the hands of 
long-term investors, especially those whose portfolios were 
conservatively positioned prior to the onset of the credit crisis. 
This is the situation most of our clients find themselves in. As a 
result, our portfolio activity is focused in the following areas:

n	 Where appropriate, we continue to pursue a methodical, 
dollar-cost-averaging approach to new investments in stocks. 

n	 For much of the 
past year, we have 
used money market 
funds as a substitute 
for bonds. This was 
because the yield 
curve – meaning the 
difference between 
the yields on short-
term and long-term 
bonds – was flat, 
thus offering little 
incentive to invest in 
longer-dated securities. 
Short-term securities 
also proved to be a safe 
harbor once the credit 
markets began to seize 
up. However, now that 
the yield curve has 
taken on a more normal slope, we are gradually moving assets 
from money market funds to intermediate-term bond funds.

n	 Our real-return-oriented investments, which tend to 
own commodity-related securities, have been our standout 
performers. Our sense is that speculative interest in this asset 
class has created a short-term spike in prices, leading us to slow 
new allocations to these investments.

Our final thought comes from the work of Dr. Atul Gawande, 
a general surgeon who has written extensively on performance 
in medicine. Each year, approximately 90,000 Americans die of 
an infection acquired while in the hospital. It turns out that the 
hardest part of coping with these contagions is getting doctors 
and nurses to wash their hands between patient visits.

We believe there are parallels to this situation – less grave – in 
other professions. One could argue that the contagions of the 
credit crisis were spread by experienced bankers neglecting 
the most basic lending practices. Our point is simply this: the 
mundane details of all human endeavors count. We remain 
mindful of this fact as we shepherd our clients’ assets through 
these challenging economic times.
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The Economist recently reported that 
two-thirds of the world’s population 
is likely to experience double-digit 
inflation this year.

Market Indices

Domestic Equities	 2Q	      YTD
	 S&P 500 	 (2.7)	 (11.9)
	 S&P Midcap	 5.4	 (3.9)
	 S&P Smallcap	  0.4	 (7.1)

International Equities
	 Developed Markets	 (2.2)	 (11.0)
	 Emerging Markets	 (1.6)	 (12.7)

Fixed Income	
	 Lehman US Aggregate	  (1.0)	 1.1
	 Lehman Global Aggregate	 (1.8)	 0.1

Real Estate
	 Dow Jones Wilshire REIT	  (5.4)	 (3.4)



As social and environmental issues have 
been forced into the limelight by the 
media and natural disasters, Socially 
Responsible Investing (SRI) has become 
a way for investors to meet their financial 
goals and promote their values. We would 
like to provide some background on SRI, 
how investors can participate and our 
investment position.

SRI is a broad-based approach to investing 
in companies whose products or services 
recognize corporate responsibility or 
promote specific social directives with 
environmental, human rights, religious 
or other affiliation. The origins of SRI 
began in biblical times, but have gained 
popularity during the last 30 years as 
institutions, such as unions and pension 
funds, began focusing their investments  
to promote social and environmental 
issues. SRI now accounts for about  
10 percent of total assets under 
management - approximately $2 trillion.

The financial industry has responded 
to this demand with a breadth of 
investment directives and vehicles. In 
the past, the primary focus of SRI was 
to screen out “sin” companies involved 
with tobacco, liquor and gambling. SRI 
now encompasses environmental issues, 
sustainable energy, employee issues, human 
and animal rights, corporate governance 
and religion. Investors are able to 
participate in SRI through mutual funds, 
exchange traded funds and separately-
managed accounts. The number of socially 
responsible funds has grown to more 
than 200 and includes equity, balanced, 
international, bond, index and money 
market funds.

SRI has grown as investment managers 
have better access to company databases 
and screening software from corporate 
governance vigilance and shareholder 
activism. Investors are using SRI to take 

responsibility for how their money is 
shaping the world around them and to 
ensure that their investments align with 
their personal values.

Companies are realizing that consumers are 
willing to pay a premium for products that 
have a better impact on our world and in 
turn help their bottom line. The popularity 
and impact of SRI have caused companies 
to begin to change their culture on their 
own. For example, oil companies are 
advertising their role in the development 
of sustainable energy like ethanol and wind 
power and consumer goods manufacturers, 
such as Clorox, have begun selling 
GreenWorks cleaners. We see evidence that 
companies will continue to evolve to meet 
consumer and investor demands as they 
realize the positive impact.

We believe that companies will continue 
to change their culture and products to 
meet SRI demands on their own and 
therefore we do not recommend a separate 
allocation to SRI funds at this time. 
While there is not one investment vehicle 
that is a “silver bullet” for all SRI issues, 
Chess has done due-diligence on multiple 
investment options in response to specific 
client inquiries. If you would like more 
information on these investment options 
for your portfolio, please contact your 
Managing Director.

Socially Responsible Investing

Investment Management
Client portfolios are managed using a process  
that combines academic theory and informed 
market judgment. Academic theory helps us 
evaluate the expected risk and return profiles of 
various asset allocation alternatives. Informed 
market judgment helps us identify and react to 
unusual periods in the capital markets for the 
benefit of our clients’ portfolios.

Core Principles
n	 A diversified portfolio is the most effective 

safeguard against the inherent uncertainty of  
the capital markets

n	 Disciplined rebalancing policies are required to 
maintain a portfolio’s risk profile

n	 After-tax returns are more important than pre-tax 
returns for the individual investor 

n	 The creation and preservation of wealth requires 
a long-term orientation

Creating an Investment Policy Statement
n	 Develop a profile of the client’s unique 

circumstances and needs

n	 Establish targeted ranges among asset classes 
based on the client profile

n	 Confirm appropriateness of strategic ranges

Portfolio Construction
n	 Low-cost index strategies to access efficient 

sectors of the market (e.g., Domestic Equities)

n	 Actively-managed strategies to access less 
efficient sectors (e.g., International Equities) 
using managers with a demonstrated track 
record of adding value

Manager Selection Criteria
n	 General investment policies of the manager  

(e.g., long-term orientation, use of leverage)

n	 Tenure and investment record of manager

n	 Expense ratios

n	 Tax efficiency of the strategy

n	 Organizational culture and ethics

Monitoring and Rebalancing
n	 Quarterly reporting

n	 Regular reviews with Managing Director and 
Investment Department staff

n	 Rebalancing in response to market dynamics or 
changing client circumstances

uncommon service to exceptional people

Steven F. Wolken n Director – Investment Management



Chess Financial Corporation is an independent, non-product-based financial planning firm providing comprehensive wealth management. Please call Jake Crocker,  
Mike Dearden, John Marino or Carl Walter if you have an interest in learning more about us. The views expressed in this publication represent an assessment of market 
conditions at a specific point in time, are opinions only and should not be solely relied upon as investment advice regarding a particular investment or markets in general.  
Any tax advice in this communication was not intended or written to be used, and cannot be used, by any persons for the purpose of avoiding penalties that may be 
asserted by the Internal Revenue Service or other taxing authorities.

uncommon service to exceptional people

$15.33  
The price of a barrel of crude oil as of March 5, 1998 
(Energy Information Administration)

$104.52  
The price of a barrel of crude oil as of March 5, 2008 
(Energy Information Administration)

40 percent 
The estimated portion of U.S. spending that  
baby boomers will be responsible for in 2015 
(McKinsey Global Institute)

0.1 percent 
The percentage that socially responsible funds 
annually underperformed conventional funds from 
1997 to 2007 (Morningstar)

11 percent 
The percentage of U.S. stock funds added to 401(k)  
plans from 1998 to 2002 that were index funds  
(Wall Street Journal)

153  
The number of diversified domestic-equity funds 
that hold more than 25 percent of its assets in foreign 
stocks (Morningstar)

65 percent 
The percentage of millionaires, with $1 million to  
$5 million net worth, that described their risk  
tolerance as moderate (Spectrem Group’s,  
“The Millionaire Investor”)

1.3 percent 
The average annual percentage return for the  
S&P 500 over the last ten years, with dividends  
and inflation factored into returns (Morningstar)

Did you  
know...?
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In order to maximize the tax 
benefits that are inherent to 
ISO’s, you must perform what is 
called a qualified exercise.

As we all know, tax law requires us to calculate our individual tax liability 
two ways. First, under the regular income tax system, which utilizes the 
tax tables and marginal brackets; then, under the alternative minimum tax 
(AMT). Once you have calculated your tax under the regular system and 
the AMT system, the tax code requires us to pay whichever tax is higher!

AMT is possibly one of the most 
complex areas of the tax code. 
Furthermore, navigating the 
complexities of AMT – because AMT 
calculations require the use of different 
rules – are even more exacerbated when  
incentive stock option (ISO) exercises 
are combined with selling strategies 
trying to maximize the minimum tax 
credit (MTC).

In order to maximize the tax benefits 
that are inherent to ISO’s, you must 
perform what is called a qualified 
exercise – that is, you cannot sell 
the associated stock for one year 

and one day after the exercise. If you perform this qualified exercise, 
there is no ordinary income tax consequence at exercise; however, the 
difference between the exercise price and the fair market value at exercise 
is considered income for AMT purposes. The size of the spread will 
determine whether or not the exercise is subject to AMT.

Furthermore, stock prices often fluctuate in either direction. 
Unfortunately, some people are discovering that their respective company 
stock has been in a downward spiral during the required holding period; 
thus incurring exercise-year AMT liabilities on the phantom income. 
With the Tax Technical Corrections Act of 2007, Congress approved 
a long-expected patch for the AMT. Some relief came in the form of 
refundable credits, which can be refunded to the extent it exceeds the 
tax liability. It is important to note that these credit rules tend to be 
complicated and certain restrictions and phase-outs exist. 

As a final thought, be sure your stock option exercises compliment your 
comprehensive planning. Evaluate the investment, tax and cash flow 
components before you begin your exercise strategies.

Incentive Stock Options

Michael S. Dearden n Managing Director




