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Preface

ertie Charles “B.C.” Forbes was born in Scotland in 1880. At
a young age, he developed an interest in journalism and business.
Eventually he made his way to South Africa and then to the United
States. In 1917, he founded Forbes magazine, the first publication
devoted solely to reporting on business. In his first editorial he
wrote, “Business was originated to produce happiness, not to pile
up millions.”

His son, Malcolm Stevenson Forbes, served as Editor-in-Chief
from 1954 to 1990. Prior to taking over the reins, Malcolm got the
bright idea of creating the Forbes Stock Market Course, which was first
published in 1948. World War II had recently ended and things
were looking up, but Malcolm was concerned that many Americans
simply did not understand how the markets worked or how to go
about beginning an investment program. He wanted to help them
get started on the path toward building wealth.

Just about the same time Malcolm Forbes was putting together
the first edition of the Forbes Stock Market Course, Benjamin Graham,
today known by many as the father of fundamental investing, out-
lined the merits of a rating system for financial analysts, saying,
“The analyst who qualifies for the rating . . . is likely to develop a
more professional attitude toward his work and a keener interest
in maintaining and advancing the standards of his calling.”* The
organization now known as CFA Institute, a global association of
almost 100,000 investment professionals, was born in 1947 from
that initial call to action.

Each year, CFA Institute administers a series of exams to candi-
dates worldwide who are trying to earn the prestigious Chartered

*Benjamin Graham, “Should Security Analysts Have a Professional Rating? The
Affirmative Case,” Analysts Journal 1, no. 1 (1945): 37-41.

xiii
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Financial Analyst (CFA®) designation. The CFA charter is respected
as the gold standard of professional credentials within the global
investment community. To earn this credential, candidates must
pass a series of three exams, have at least four years of relevant
work experience, and agree to abide by the industry’s most strin-
gent code of ethics and standards of practice. They must master a
Candidate Body of Knowledge, which includes ethical and profes-
sional standards, quantitative methods, economics, financial report-
ing and analysis, alternative investments, corporate finance, equity
investments, fixed income, derivatives, portfolio management, and
wealth planning.

Now Forbes and CFA Institute have teamed up to bring you The
Forbes/CFA Institute Investment Course. This collaboration between
two of the world’s leading investment brands is a natural fit. Since
1917, Forbes has promoted a commonsense approach to investing.
Retail investors often turn to Forbes’s publications for investment
ideas and for information about the latest investment trends. CFA
Institute has long promoted the highest standards of ethics, educa-
tion, and professional excellence. Investment professionals world-
wide value the information they find in the CFA Institute’s journals
and briefs. Furthermore, the co-authors of The Forbes/CFA Institute
Investment Course have worked together over the years on previous
drafts of what used to be called the Forbes Stock Market Course. Two of
the authors are longtime CFA charter holders. One is chief invest-
ment officer at Greenwich Wealth Management and editor of the
Forbes Special Situation Survey investment newsletter; the other is
the head of Professional Education Content at CFA Institute. The
third author is the James and Virginia Cozad Professor of Finance
at Indiana University School of Business. All three hold PhD
degrees in finance, have years of experience teaching undergrad-
uate and graduate courses at leading universities, and have pub-
lished their research in respected academic journals.

We have created a special web site at www.cfainstitute.org/
forbes as a supplement to this text. The web site includes quizzes
and additional materials. Throughout the book, you will find ref-
erences to information available on this web site. While we have
written the book to stand on its own, we think many of you will
want to learn more about specific topics. We believe the informa-
tion provided on this web site will satisfy your curiosity.


http://www.cfainstitute.org

Preface XV

In recent years, investors have been rocked by scandal and
financial crises. Some simply had their money stolen by crooks such
as Bernie Madoff. Others saw their life savings suddenly dwindle
with the bursting of the housing bubble. Whether you rely on pro-
fessional advice or follow a do-it-yourself approach, managing your
wealth is ultimately your responsibility alone. To make the right
decisions, you must have a certain amount of knowledge—if only
so you can ask the right questions. The Forbes/CFA Institute Investment
Course provides much of the information you will need to take con-
trol of your investments. This educational tool will answer many of
the questions you might already have, and give you a deeper under-
standing of stocks, bonds, mutual funds, and a host of other invest-
ment vehicles. We believe The Forbes/CFA Institute Investment Course is an
indispensable resource for both experienced and novice investors. We
hope you will agree.
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CHAPTER

Building Capital

ongratulations on your decision to learn how to build wealth.
By purchasing The Forbes/CFA Institute Investment Course, you have
taken the first step toward learning about stocks and other securi-
ties. This book focuses primarily on stocks because their returns
have historically exceeded those on most other assets. As a result,
stocks have helped many people with modest sums of money build
sizable portfolios over time. Of course, there is no guarantee that
stocks will always rise over the long term. In fact, equity investors, on
average, would have lost a considerable amount of money for the
10 years ending March 9, 2009, when most market averages sank to
multiyear lows. Nonetheless, stocks can be among the best long-term
investments. Long-term equity portfolios have been used to fund
children’s educations, retirement plans, and other major expen-
ditures in life. This is because the evidence shows that over long
investment horizons stocks have outperformed cash, bonds, and
commodities throughout the economic history of the United States.
Using the stock market to achieve financial success, however,
requires an understanding of the investment process, the factors
that affect the stock market, and, perhaps most important, the risks
of the stock market. This book gives you information used by pro-
fessionals and small investors to make important financial decisions.
Whether you are new to the stock market or have been invest-
ing for years, we believe you will find the information in 7he Forbes/
CFA Institute Investment Course easy to understand and retain. This



2 The Forbes/CFA Institute Investment Course

book provides the building blocks for your investment program
and serves as an excellent resource to which you can refer often.

Many previously wealthy investors, and others who have had to
delay retirement, will tell you that it is critical to understand the
fundamental building blocks of investing so that you can prudently
navigate the complex and ever-changing waters of the stock mar-
ket. The information in this book, however, is not a substitute for
an appropriately trained and experienced professional financial
adviser or wealth manager who is skilled in applying the intricacies
of portfolio management, asset allocation, taxes, and more to your
unique situation. Be careful not to develop a false sense of confi-
dence. Even after you finish reading this book, you may want to
seek counsel from a credentialed adviser. You will certainly have a
much richer conversation!

Role of the Stock Market in Building Wealth

Wealth can be increased in many ways. For example, you could
invest in a particular asset class such as stocks, bonds, real estate,
or commodities. An asset class is a group of securities that share
some common risk and return characteristics. For example, stocks
are typically more risky than bonds, but they tend to yield greater
returns over time. As a result, some economists would argue that
for very long investment horizons (i.e., 20 years or more), stocks
are actually less risky than bonds or even cash.

Asset classes vary from one another, but securities can also vary
substantially within an asset class. For example, some stocks, such as
utility companies, tend to pay generous dividends and attract inves-
tors who plan to hold the stocks for long periods of time. Investors
are willing to wait for these stocks to grow in value. In the mean-
time they receive a nice income stream in the form of dividends.
This kind of investor is following a buy-and-hold strategy that pro-
duces current income.

Other stocks do not pay dividends, and their share prices tend
to fluctuate more. These stocks are often used to build wealth in
a more dynamic way. Investors who purchase such stocks hope to
see the prices rise substantially over time. If a stock does appreciate
in price, the investor can sell it for a capital gain. This method of
building wealth requires more attention and knowledge but can
also be more financially rewarding.
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Publicly traded stocks are usually excellent vehicles for building
wealth. Most are liquid, which means you can easily find a buyer or
seller. Determining the price of an actively traded stock is usually easy
because so many buyers and sellers exist and information about
the market is widely available. Other forms of investments, such as
real estate and collectibles, are not as liquid. Under normal circum-
stances, buying or selling a stock takes only a few minutes, sometimes
just a few seconds. Initiating the transaction is as simple as phoning
a broker or clicking your computer’s mouse.

Probably the most compelling reason to buy stocks is their
extraordinary profit potential. Stocks can frequently achieve gains
of 10 percent or more in a year. In a strong up market (referred
to as a bull market), gains can run much greater. However, investors
can incur losses in a down market (commonly called a bear market).
Sometimes those losses can be substantial. Yet astute investors can
profit even in a bear market. The behavior of stocks in recent years
has vividly illustrated both bull and bear markets.

One of the most important features of building wealth is that it is
a cumulative process. Profits can be reinvested to produce more prof-
its, so that a substantial amount of wealth can be accumulated over
time. The process of earning profits on profits is called compounding
and is explained later in this book. When an investor follows a dis-
ciplined investment plan, the accumulation of wealth can be much
greater than in more conservative investments, such as savings
accounts, certificates of deposit, and whole-life insurance policies.

Investing in stocks (and most other securities) often involves
significant tax consequences. You may want to check with your
accountant or tax adviser before committing a large amount of cap-
ital to stocks. Federal and state tax rules are ever-changing and can
affect the way you should invest. If taxes are prohibitive, they may
make stocks an unattractive choice. A good tax adviser should be
able to clearly explain the best choices for you. As a general rule,
however, you should not allow tax concerns to keep you from mak-
ing sound long-term investment choices.

Determining Your Financial Position

The first step in creating a financial plan is to assess your current
financial position. Credible financial advisers will walk you through
a similar process before making an investment recommendation.
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Like any business, you can assess your financial position by using
a personal balance sheet and income statement. Your personal finan-
cial statements will help you determine the number and value of
your assets, how your assets are invested, what asset classes you have
exposure to, how much debt you have, and how much you might
be able to invest in the stock market.

Your personal balance sheet represents an inventory of all your
assets and liabilities at a particular point in time. Assets are anything with
market value, such as a bank account, stock, car, or home. Liabilities
represent your debts or obligations to others. Hopefully, your assets
exceed your liabilities. If not, you are in a precarious financial position.
The difference between your assets and liabilities is your net worth.

Let’s begin with your assets. They can be categorized into liquid
financial assets (such as cash); long-term financial assets (such as
stocks, bonds, and mutual funds), which are less liquid than cash; and
long-term tangible assets (such as cars, boats, or homes), which are
not very liquid at all. Using the form provided in Figure 1.1, list your
assets so that you can begin the process of assessing your financial posi-
tion and knowing how much you can reasonably invest in the market.

Your Financial Inventory Guide

The following forms are for your private use. They require that you
list certain confidential facts about your financial position, such as
assets, liabilities, and free capital. You may need to tweak the forms
for your personal situation. You may also want to share the informa-
tion with your financial adviser; otherwise, keep it confidential. Use
these forms as a guide and update them from time to time as your
situation changes.

Now that you have listed your assets, take a moment to review
the information. All three kinds of assets—liquid financial, long-
term financial, and long-term tangible—are important. For exam-
ple, if all your cash is invested in the stock market, none will be
available for your daily needs or for unforeseen circumstances,
such as car repairs, home maintenance, or the loss of a job. We will
soon give you some rules of thumb for maintaining a cash reserve.

Also, your long-term tangible assets (particularly real estate)
should be considered part of your investment portfolio. Although
real estate prices have historically shown little volatility, rising steadily
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Liquid Financial Assets

1. Cash in banks

2. Cash with brokers

3. Money market funds

4. Other

Total Liquid Assets
Long-Term Financial Assets
Bonds and Bond Mutual Funds
(1) (2) 3) 4)
# of Bonds Name of Issue Bond Price* Market Value®
Total Bonds

*Enter the current market price, not what you originally paid.
"Multiply column (1) and column (3).

Stocks and Stock Mutual Funds

M (2) (3)

4)

# of Shares Name of Issue Share Price*

Market Value®

Total Stocks
*Enter the current market price, not what you originally paid.

"Multiply column (1) and column (3).

Figure 1.1 Assets
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Total Liquid Assets
Total Bonds

Total Stocks

Total Financial Assets

Long-Term Tangible Assets
Cars

. Real estate

Art

. Other items with market value

Total Tangible Assets

Total Assets (Financial plus Tangible)

A WD =

Figure 1.1 (continued)

over time, the past few years have demonstrated that this is not
always the case. After peaking in 2006, residential real estate prices
plunged across the nation. For many people, their primary residence
is their most valuable asset. If you have a second or third home, even
more of your portfolio is committed to real estate. You should keep
such factors in mind when deciding on the kinds of stocks or other
investments to buy.

Your personal balance sheet may contain intangible or non-
financial assets, as well. For example, the value and character
of your expected earnings, Social Security benefits, or pension
income represent an implied asset that affects your financial posi-
tion. Capturing this value in a meaningful way is beyond the scope
of this chapter, but trained advisers and wealth managers often per-
form this kind of analysis.

Now that we understand assets, let’s turn to liabilities, which are
debts owed to others. They are often categorized as current liabilities
and long-term liabilities. The first two items listed in Figure 1.2 are
considered current liabilities because they are typically due for pay-
ment within one year. Other loans, such as mortgages and auto
loans, are long-term in nature and do not need to be paid in full
immediately.

Some advisers like to consider your investment goals (or the
intended uses of your capital) as an implied liability. However, that
introduces complexities beyond what we consider here.
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Investment Insight

The concept of a comprehensive personal or life balance sheet is
central to holistic wealth management. In general, the more assets
investors have relative to their liabilities, the greater their capacity
to bear risk. The personal balance sheet approach also provides a
risk management framework for comparing the risks associated with
the assets against the risks associated with the liabilities. Ideally,
asset allocation on the asset portion of the balance sheet should be
designed to hedge the risks on the liabilities portion. A technical
approach can be found in a Research Foundation of CFA Institute
monograph titled /nvestment Management for Taxable Private Clients,
which is available at www.cfainstitute.org/forbes.

As mentioned earlier, we hope your assets exceed your liabili-
ties. If so, your net worth is positive. This difference between your
total assets, shown in Figure 1.1, and your total liabilities, shown
in Figure 1.2, is often used as a measure of personal wealth or net
worth (Figure 1.3). The greater your net worth, the stronger your
financial position and the more control you have over your life.

. Outstanding credit card balances (current)
. Other unpaid bills due within one year (current)
. Investment borrowings
. Home mortgage
. Second mortgage
. Car loans and leases
. Other
Total Liabilities

N OOk W N

Figure 1.2 Liabilities

Total Assets
Less Total Liahilities
Net Worth

Figure 1.3 Networth


http://www.cfainstitute.org/forbes
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Total Financial Assets
Less Current Liabilities
Free Capital

Figure 1.4 Free Capital

Taken together, your assets, liabilities, and net worth comprise
your personal balance sheet, which shows you what you own, what
you owe, and how much you are worth.

Another important concept is fiee capital, or the amount of
money you do not need for current living expenses or other imme-
diate obligations. As shown in Figure 1.4, free capital is equal to the
difference between your total financial assets and your current liabil-
ities (not your total liabilities). (Nofe: Life insurance and annuities
are not considered part of free capital because of their importance
in meeting basic financial needs.)

To be able to plan better over the coming year, it is also useful
to know how much additional free capital you will have by the end
of your fiscal year. To estimate this, you can construct your personal
income statement as shown in Figure 1.5. Your income statement con-
siders cash coming in and cash going out. If you expect to earn
more than you spend over the next year, you will have additional
free capital available for investment.

Having determined the extent of your free capital, the next step
is to determine your safety reserve or emergency fund. The purpose of an
emergency fund is to keep cash or cashlike assets on hand for emer-
gencies. The amount of total free capital to set aside for this purpose
depends entirely on your personal circumstances. For example, all else
being equal, if you are self-employed, have a high degree of income
volatility, or have unstable employment prospects, you should have a
larger safety reserve. Tenured teachers and union members who have
little fear of losing their jobs can generally get by with a smaller safety
reserve. One rule of thumb, however, is to maintain 20 percent of
your free capital in cash. Cash can be in the form of a bank account, a
money market fund, or any other very liquid, short-term asset. Another
rule of thumb is to keep three months of living expenses in cash.

As shown in Figure 1.6, your total free capital less your safety
reserve is the amount you can safely devote to common stocks or
other risky investments. This is called investment capital.
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Annual Income
Salary
Rents
Royalties
Annuity income
Interest
Dividends
Pensions
Other
Total Annual Income

Annual Expenses
Rent, maintenance, and mortgage payments
Food
Utilities
Clothing
Children’s education
Medical emergencies
Charitable contributions

Life insurance
Property insurance
Federal income tax

State and local taxes

Property taxes

Other (including health insurance and

retirement contributions)

Total Annual Expenses
Total Annual Income
Less Total Annual Expenses
Additional Free Capital

Figure 1.5 Personal Income Statement

Free Capital
Less Safety Reserve
Investment Capital

Figure 1.6 Investment Capital
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Personal Balance Sheet Example

A simple example of an investor’s personal balance sheet may help
illustrate the concepts just described (see Table 1.1). One thing you
should notice immediately is that total assets equal total liabilities
plus net worth. This is always the case. After all, net worth is the dif-
ference between assets and liabilities.

This investor has $605,000 of free capital available for invest-
ment because financial assets total $615,000 and current liabilities
(i.e., credit card balances) total $10,000. Most of the financial
assets, $600,000, are in long-term securities, specifically stocks and
bonds; $15,000 is in liquid assets.

Notice that we do not include the $250,000 home value in the
calculation of free capital since it is not available for investment.
We still have not considered the emergency fund. If this investor
requires $15,000 in an emergency fund, investment capital is only
$590,000. This investor might want to consider increasing cash
balances somewhat over the next year as additional free capital

Table 1.1 Investor’s Personal Balance Sheet

Percent Percent of

Market of Total Financial
Value Assets Assets
Assets
Liquid financial assets $ 15,000 1.7% 2.4%
Long-term financial assets
Stocks $400,000 46.2% 65.0%
Bonds 200,000 23.1 325
Total long-term financial assets $600,000 69.4% 97.6%
Total financial assets (liquid and long-term) $615,000 71.1% 100%
Home 250,000 28.9
Total assets $865,000 100%
Liabilities and Equity
Credit card balances (current) $ 10,000 1.2%
Home mortgage (long-term) 190,000 22.0
Net worth 665,000 76.9

Total liabilities and net worth $865,000 100%




