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Preface

Many individuals find investments to be fascinating because they can actively
participate in the decision-making process and see the results of their choices. Of
course, not all investments will be profitable because you will not always make
the correct investment decision. Over a period of years, however, you should earn
a positive return on a diversified portfolio. In addition, there is a thrill from a ma-
jor success, along with the agony associated with the stock that dramatically rose
after vou sold or did not buy. Both the big fish you catch and the big fish that get
away can make wonderful stories.

Investing, of course, is not a game, but a serious subject that can have a major
impact on your future well-being. Virtually everyone makes investments. Even if
the individual does not select specific assets such as the stock of AT&T or federal
government Series EE (Patriot) bonds, investments are still made through partici-
pation in pension plans and employee savings programs or through the purchase
of whole life insurance or a home. Each of these investments has common charac-
teristics such as the potential return and the risk vou must bear. The future is un-
certain, and you must determine how much risk you are willing to bear since a
higher return is associated with accepting more risk.

You may find investing daunting because of specialized jargon or having to
deal with sophisticated professionals. A primary aim of this textbook is to make
investing less difficult by explaining the terms, by elucidating the possible alter-
natives, and by discussing many of the techniques used by professionals to value
an asset and to construct a portfolio. While this textbook cannot show you a short-
cut to financial wealth, it can reduce your chances of making uninformed invest-
ment decisions.

This textbook uses a substantial number of examples and illustrations employ-
ing data that are generally available to the investing public. This information is be-
lieved to be accurate; however, vou should not assume that mention of a specific
firm and its securities is a recommendation to buy or sell those securities. The ex-
amples have been chosen to illustrate specific points, not to pass judgment on in-
dividual investments.

Many textbooks on investments are written for students with considerable
background in accounting, finance, and economics. Not every student, however,
who takes an investment course has such background, and these students cannot
cope with (or be expected to cope with) the material in advanced textbooks on in-
vestments. [nvestments: An Introduction is aimed at these students and covers the
basics of investing ranging from descriptive material to the theory of portfolio
construction and efficient markets. Some of the concepts (for example, portfolio
theory) and some of the alternative investments (such as derivatives) are difficult
to understand. There are no shortcuts to learning this material just as there are no
shortcuts to wealth. The textbook does assume that the student has a desire to
tackle a fascinating subject and to devote real energy to the material.

Changes from the Previous Edition
Both reviewers and users have made suggestions for improving Investments: An In-
troduction. This seventh edition of the text retains its five divisions and the order of

its twenty-four chapters. In response to several comments, the tone in each chapter
introduction has been lightened to increase student interest in the ensuing material.

XXV
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Many of the chapters teature new problems, and some exercises from the previous
edition have been clarified. All other changes in this edition revolve around cover-
age, content, selected details, and updating of the federal income tax laws.

One of the mostimportant changes in the previous edition was the inclusion of In-
ternet addresses as a source of information. These addresses included government
agencies, advisory and data services, publicly held companies, and investment com-
panies. For this edition, the number of Internet sites has been expanded. Addresses
have been checked for accuracy, but addresses do change. Some disappear or merge
into other sites, and an Internet word search for the name may locate the current ad-
dress. Advisorv services are usuallv fee based but may offer complimentary infor-
mation. Some services are initially free, but after a “teaser” period, they charge for
their information. Because I cannot know which services will continue to be compli-
mentary, no attempt is made to differentiate sources on the basis of cost.

The changes in the individual chapters are as follows:

Chapter 2 (The Creation of Financial Assets) has more material on initial public
offerings (IPOs) and new material on lock-ups.

Chapter 3 (Security Markets) has new material on the short-interest ratio, and
the discussion of tvpes of orders has been clarified.

Chapter 4 (Sources of Information) now includes material on financial analysts’
recommendations as a source of information.

Chapter 6 (The Tax Environment) has new information on taxation. The new
federal income and estate tax laws are being phased in over a number of years, so
the exact provisions and tax rates will vary each vear. Current information may be
obtained through the IRS Web address: http://wwi.irs.gov.

Chapter 7 (Risk and Portfolio \/Ianagement) has new material on semivariance
and clarification of statistical tools such as the coefficient of variation and the cal-
culation of beta.

Chapter 8 (Investment Companies) has new material on exchange-traded
funds (ETFs). A new appendix is devoted to the taxation of mutual fund returns.

Chapter 9 (The Valuation of Common Stock) now includes material on the
PEG ratio, and the discussion of the use of cash flow in stock valuation has been
expanded.

Chapter 10 (The Return on Common Stock Investments) has additional mater-
ial on the calculation of the Dow Jones Industrial Average and the impact of the
exclusion of dividend income on returns. The coverage of the importance of time
with regard to risk and compounding has been expanded.

Chapter 11 (Dividends: Past, Present, and Future) has a better illustration of the
impact of repeated stock splits on the number of shares owned.

Chapter 13 (Security Selection: Analysis of Financial Statements) includes new
material on generally accepted accounting principles, and the coverage of the
DuPont method of financial analysis has been expanded. Hershey Foods financial
statements have replaced Chesapeake Corporation financial statements as the com-
prehensive example of the application of ratio analysis. New material has been
added to integrate the analysis of financial statements, security selection, and Inter-
net sources.

Chapter 15 (The Bond Market) includes new material on “securitization” and
the taxation of original issue discounts.

Chapter 16 (The Valuation of Fixed-Income Securities) contains expanded cov-
erage of duration and the active management of bond portfolios. A new appendix
illustrates bond valuation based on the structure of vields.

Chapter 17 (Government Securities) has new coverage of inflation-indexed fed-
eral government bonds.

Chapter 19 (An Introduction to Options) has been reorganized to reduce the
coverage of warrants and to integrate the coverage of rights offerings into the
chapter instead of in an appendix.
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Chapter 20 (Option Valuation and Strategies) includes new material on the ap-
plication of Black-Scheles valuation to employee stock options and the use of “col-
lars” to lock in security gains. A brief discussion of the binomial option pricing
model has been included in a new appendix.

Chapter 21 (Commodity and Financial Futures) has expanded coverage of
swaps to include equity swaps.

Chapter 24 (Portfolio Planning and Management) has been completely rewrit-
ten and reorganized to tighten the discussion of portfolio planning. New material
on exchange-traded funds as a teol of risk management has been added. A new
section summarizes the various tools for risk management and refers the reader
back to the chapters in which the tools are covered.

Pedagogical Features

This textbook has a variety of features designed to assist the student in the learn-
ing process. Each chapter starts with a set of learning objectives. These point out
topics to look for as the chapter develops. Terms to remember are defined in the
marginal glossary that appears as each term is introduced in the text. Chapters
also include questions and, where appropriate, problems. The questions and
problems are straightforward and designed primarily to review the material. An-
swers to selected problems are provided in Appendix B.

This edition retains the short cases. These are not cases in the general usage of
the term, in which a situation is presented and the student is required to deter-
mine the appropriate questions and formulate an answer or strategy. The cases in
this textbook are essentijally problems that are cast in real-world situations. For ex-
ample, a case mav ask how much an individual would lose following one invest-
ment strategy instead of an alternative when either could be appropriate to mect a
specific financial goal. Thus, the primary purpose of the cases is to help illustrate
how the material mav apply in the context of real investment decisions.

Time value of money problems permeate this text. While the use of interest ta-
bles is an excellent means to teach and illustrate time value problems, many stu-
dents have financial calculators. Time value calculations using a financial calcula-
tor are placed in the margin to avoid breaking the flow of the text material.

Many instructors have their students construct a paper portfolio. An Invest-
ment Project is included which allows students to select stocks and track their
performance during the semester. When I use this project, | encourage students to
buv The Wall Street Journal as a source of information, since | want to encourage
them to get in the habit of reading this paper. | realize, however, that many stu-
dents will obtain information from the Internet. The project is not a trading game
but is essentially a buy-and-hold strategy. Even with the buy-and-hold strategy, |
have some reluctance to use this pedagogical tool. Since my personal financial
goals have a longer time dimension than a semester, I want students to develop a
Jonger time horizon for investing and to realize the importance of diversification
and not to chase the latest investment fad.

There are also interesting points that may not fit neatly into a particular chapter.
To include these, I have added boxed Points of Interest features to the chapters.
These boxes may amplify the next material or present new material to supplement
the coverage in the text. The tone of the Points of Interest features is often lighter
than the text and is designed to increase reader interest in the chapter as a whole.

Supplementary Materials

A number of supplements are included in the Investments package and are avail-
able free of charge to instructors who adopt the textbook.
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Instructor’s Manual and Test Bank, The Instructor’s Manual includes points to con-
sider when answering the questions as well as complete solutions for the problems.
In addition, suggestions are given for using the Investment Project feature in the
classroom; teaching notes are provided for the cases; and instructions are provided
for the Investment Analysis Calculator CD-ROM that accompanies the book. The Test
Bank section of the manual includes approximately 1,000 true/false and multiple-
choice questions. It is available on disk in Word format for simple word-processing
purposes and also in a computerized version for Windows that has full test prepa-
ration capabilities. (ISBN 0-324-18011-X) ‘

Investment Analysis Calculator CD-ROM. This dual-platform CD-ROM is de-
signed to accompany the book and is free to adopters of the text. It includes nu-
merous routines that may be used to help solve the end-of-chapter problems. The
software is menu driven and is a useful toot for solving complex problems. Please
note that it is not designed as a substitute for understanding the mechanics of
problem analysis and solution. Thus, while the CD-ROM may help determine a
stock’s value, it cannot answer the question of whether or not the stock should be
bought or sold; such a judgment must come from the user of the CD-ROM. (ISBN
0-324-18009-8)

PowerPoint™ slides are available on the Web site for use by instructors for enhanc-
ing their lectures. These slides bring out the most important points in the chapter.
They also include important charts and graphs from the text, which will aid stu-
dents in the comprehension of significant concepts.

Instructor’s Resource CD-ROM.  Get quick access to all instructor ancillaries from
your desktop. This easy-to-use CD-ROM lets you review, edit, and copy exactly
what you need in the format you want. The IRCD contains electronic versions of
the Instructor’s Manual, the Test Bank, the resource PowerPoint™ presentation,
and the ExamView files. (ISBN 0-324-17761-5)

ExamView. This computerized testing software contains all of the questions in
the printed Test Bank. ExamView is easy-to-use test creation software that is com-
patible with both Microsoft Windows and Macintosh. Instructors can add or edit
questions, instructions, and answers and select questions by previewing them on
the screen, selecting them randomly, or selecting them by number. Instructors can
also create and administer quizzes online, whether over the Internet, a local-area
network (LAN), or a wide-area network (waN). (ISBN 0-324-18010-1)

Web site. The support Web site for Investments: An Introduction, Seventh Edition
(http:/ /mayo.swcollege.com) includes the following features:

* Instructor Resources

* Internet Applications

* Student Resources

* CaseNet

* Finance in the News

+  Thomson Financial Network
 Digital Finance Case Library

+ Investment Analysis Calculator
* TalktoUs

* About the Product
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Possible Organizations of Investment Courses

The textbook has 24 chapters, but few instructors are able to complete the entire
book in a semester course. Many of the chapters are self-contained units, so indi-
vidual chapters may be omitted (or transposed) without loss of continuity. There
are, however, exceptions. For example, the valuation of bonds uses the material on
the time value of money. The valuation of common stock employs much of the
material covered in the chapter on risk.

Part 1 covers investment fundamentals. It includes how securities come into ex-
istence and the role of financial intermediaries (Chapter 2); how securities are
traded (Chapter 3); and risk, its measurement, and portfolio management (Chap-
ter 7). These chapters are not easily omitted. Other chapters in Part 1 could be
omitted if the students have covered the material in other courses (for example,
the time value of money in Chapter 5 and taxation in Chapter 6).

The bread and butter of investing in financial assets is the analysis and selection
of common stocks (Part 2) and fixed income securities (Part 3). Virtually all of this
material should be covered in class with the possible exceptions of the material on
technical analysis, high-yield securities, and convertibles.

The remaining parts of this text leave the individual instructor considerable
choice. Since each instructor has personal preferences, any of the remaining eight
chapters is easily omitted or included depending on the availability of time. My
personal preference is to include the basic material on options (Chapter 19), which
many students find both difficult and exciting, and the material on financial plan-
ning (Chapter 24), as the latter serves as a means to tie the course together.
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