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Preface

So why did we write this book?

As we toiled away, we asked ourselves this question many times, and the answer was
always the same: Our students made us.

Traditionally, investments textbooks tend to fall into one of two camps. The first type
has a greater focus on portfolio management and covers a significant amount of portfo-
lio theory. The second type is more concerned with security analysis and generally con-
tains fairly detailed coverage of fundamental analysis as a tool for equity valuation. To-
day, most texts try to cover all the bases by including some chapters drawn from one
camp and some from another.

The result of trying to cover everything is either a very long book or one that forces
the instructor to bounce back and forth between chapters. The result is frequently a no-
ticeable lack of consistency in treatment. Different chapters have completely different
approaches: Some are computational, some are theoretical, and some are descriptive.
Some do macroeconomic forecasting, some do mean-variance portfolio theory and beta
estimation, and some do financial statements analysis. Options and futures are often es-
sentially tacked on the back to round out this disconnected assortment.

The goal of these books is different from the goal of our students. Our students told
us they come into an investments course wanting to learn how to make investment de-
cisions. As time went by, we found ourselves supplying more and more supplemental
materials to the texts we were using, and constantly varying chapter sequences while
chasing this elusive goal. We finally came to realize that the financial world had changed
tremendously, and investments textbooks had fallen far behind in content and relevance.

What we really wanted, and what our students really needed, was a book that would
do several key things:

* Focus on the students as investment managers by giving them information they can
act on instead of concentrating on theories and research without the proper context.

* Offer strong, consistent pedagogy, including a balanced, unified treatment of the
main types of financial investments as mirrored in the investment world.

* Organize topics in a way that would make them easy to apply—whether to a
portfolio simulation or to real life—and support these topics with hands-on
activities.

We made these three goals the guiding principles in writing this book. The next sev-
eral sections explain our approach to each and why we think they are so important.
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Who Is This Book For?

This book is aimed at introductory investments classes with students who have relatively
little familiarity with investments. A typical student may have taken a principles of fi-
nance class and had some exposure to stocks and bonds, but not much beyond the ba-
sics. The introductory investments class is often a required course for finance majors,
but students from other areas often take it as an elective. One fact of which we are
acutely aware is that this may be the only investments class many students will ever take.

We intentionally wrote this book in a relaxed, informal style that engages the student
and treats him or her as an active participant rather than a passive information absorber.
We think the world of investments is exciting and fascinating, and we hope to share our
considerable enthusiasm for investing with the student. We appeal to intuition and basic
principles whenever possible because we have found that this approach effectively pro-
motes understanding. We also make extensive use of examples throughout, drawing on
“real world” material and familiar companies wherever appropriate.

By design, the text is not encyclopedic. As the table of contents indicates, we have a
total of 19 chapters. Chapter length is about 30—40 pages, so the text is aimed at a single-
term course; most of the book can be covered in a typical quarter or semester.

Aiming the book at a one semester course necessarily means some picking and choos-
ing, both with regard to topics and depth of coverage. Throughout, we strike a balance
by introducing and covering the essentials while leaving some of the detail to follow-up
courses in security analysis, portfolio management, and options and futures.

How Is This Book Relevant to the Student?

Fundamental changes in the investments universe drive our attention to relevance. The
first major change is that individuals are being asked to make investment decisions for
their own portfolios more often than ever before. There is, thankfully, a growing recog-
nition that traditional “savings account” approaches to investing are decidedly inferior.
At the same time, the use of employer-sponsored “investment accounts” has expanded
enormously. The second major change is that the investments universe has exploded
with an ever-increasing number of investment vehicles available to individual investors.
As a result, investors must choose from an array of products, many of which are very
complex, and they must strive to choose wisely as well.

Beyond this, students are more interested in subjects that affect them directly (aren’t
we all). By taking the point of view of the student as an investor, we are better able to il-
lustrate and emphasize the relevance and importance of the material.

Our approach is evident in the table of contents. Our first chapter is motivational; we
have found that this material effectively “hooks” students and even motivates a semester-
long discourse on risk and return. Our second chapter answers the student’s next natural
question: “How do I get started investing and how do I buy and sell securities?” The third
chapter surveys the different types of investments available. After only three chapters,
very early in the term, students have learned something about the risks and rewards from
investing, how to get started investing, and what investment choices are available.

We close the first part of the text with a detailed examination of mutual funds. With-
out a doubt, mutual funds have become the most popular investment vehicles for indi-
vidual investors. There are now more mutual funds than there are stocks on the NYSE!
Given the size and enormous growth in the mutual fund industry, this material is impor-
tant for investors. Even so, investment texts typically cover mutual funds in a cursory
way, often banishing the material to a back chapter under the obscure (and obsolete) head-
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ing of “investment companies.” Our early placement lets students quickly explore a topic
they have heard a lot about and are typically very interested in.

How Does This Book Maintain a Consistent,
Unified Treatment?

In most investments texts, depth of treatment and presentation vary dramatically from
instrument to instrument, stranding the student without an overall framework for under-
standing the many types of investments. We stress early on that there are essentially only
four basic types of financial investments—stocks, bonds, options, and futures. In parts
2 through 5, our simple goal is to take a closer look at each of these instruments. We take
a unified approach to each by answering these basic questions:

1. What are the essential features of the instrument?

. What are the possible rewards?

. What are the risks?

. What are the basic determinants of investment value?

. For whom is the investment appropriate and under what circumstances?

A U A W N

. How is the instrument bought and sold and how does the market for the
instrument operate?

By covering investment instruments in this way, we teach the students which ques-
tions to ask when looking at any potential investment.

Unlike other introductory investments texts, we devote several chapters beyond the
basics to the different types of fixed-income investments. Students are often surprised to
learn that the fixed-income markets are so much bigger than the equity markets and that
money management opportunities are much more common in the fixed-income arena.
Possibly the best way to see this is to look at recent CFA exams and materials and note
the extensive coverage of fixed-income topics. We have placed these chapters toward
the back of the text because we recognize not everyone will want to cover all this mate-
rial. We have also separated the subject into several shorter chapters to make it more di-
gestible for students and to allow instructors more control over what is covered.

How Does This Book Allow Students to Apply
the Investments Knowledge They Learn?

After studying this text, students will have the basic knowledge needed to move forward
and actually act on what they have learned. We have developed two features to encour-
age making decisions as an investment manager. Learning to make good investment de-
cisions comes with experience, while experience (regrettably) comes from making bad
investment decisions. As much as possible, we press our students to get those bad deci-
sions out of their systems before they start managing real money!

Not surprisingly, most students don’t know how to get started buying and selling se-
curities. We have learned that providing some structure, especially with a portfolio sim-
ulation, greatly enhances the experience. Therefore, we first have a series of Get Real!
boxes. These boxes (at the end of each chapter) usually describe actual trades for stu-
dents to explore. The intention is to show students how to gain real experience with the
principles and instruments covered in the chapter. The second feature is a series of
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Stock-Trak exercises that take students through specific trading situations using Stock-
Trak Portfolio Simulations.

Because we feel that portfolio simulations are so valuable, we have taken steps to as-
sist instructors who, like us, plan to integrate portfolio simulations into their courses. Be-
yond the features mentioned above, we have organized the text so that the essential ma-
terial needed before participating in a simulation is covered at the front of the book. Most
notably, with every book, we have included a free subscription to Stock-Trak Portfolio
Simulations. Stock-Trak is the leading provider of investment simulation services to the
academic community; providing it free represents a significant cost savings to students.
To our knowledge, ours is the first investments text to directly offer a full-featured online
brokerage account simulation with the book at no incremental cost.

How Does the Second Edition of This Book
Expand upon the Goals Described Above?

Extensive user feedback has led to major improvements and added features in the sec-
ond edition of Fundamentals of Investments: Valuation and Management. Many users
asked us to add spreadsheet examples to illustrate complex numerical calculations. We
thought about the best way to do this and decided to use screenshots of Excel™ work-
sheets with worked examples. By using actual screenshots, students are able to see ex-
actly how to create their own worksheets. These exhibits, called Spreadsheet Analysis,
are spread throughout the text. For example, a worksheet in Chapter 10 shows how to
calculate Macaulay duration for a bond, and Chapter 15 contains a worksheet illustrat-
ing how to calculate Black-Scholes option prices. Worksheets in Chapter 19 show how
to calculate correlation coefficients and an optimal Sharpe ratio. Similar worksheet ex-
amples are included in other chapters to illustrate how a spreadsheet can be used to solve
many numerical calculation problems in finance.

Many users also asked that we include more Internet content, believing, as we do,
that, despite the dot-com crash, the Internet will continue to be an essential tool for in-
vestment professionals. Our first response to the call for more Internet content was to
place Internet addresses for useful investments websites throughout the page margins in
each chapter. We also suggest some useful websites in the Get Real! boxes at the end of
each chapter and in the Stock-Trak sections. As a second response, we have included a
number of screenshots, called Work the Web, illustrating how to access specific features
of selected websites. For example, screenshots in Chapter 3 illustrate how to look up the
ticker symbol for a stock from the company’s name. The ticker symbol can then be used
to look up the stock’s price and other information about the stock. Chapter 6 contains
screenshots illustrating how to access financial information about companies from the
large financial database available through the Yahoo! Finance website. From this source
students can get betas, growth rates, price ratios, analysts’ opinions, and more for use in
making investment decisions. Similar screenshots in Chapters 10 and 11 illustrate how
to search through a popular Internet database of U.S. Treasury and corporate bonds for
bonds matching specific selection criteria. Chapter 14 contains screenshots showing
how to look up the prices of options on a stock using the stock’s ticker symbol.

We also listened to many user suggestions on how to distribute material on interna-
tional investments throughout the text. Based on these suggestions, international invest-
ments material formerly included in a single chapter has been redistributed throughout
the text. For example, the discussion of World Equity Benchmark Shares (WEBS) is
now included in the discussion of Exchange Traded Funds (ETFs) in Chapter 4, and
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American Depository Receipts (ADRs) are now covered in Chapter 5. The topic of in-
ternational diversification is now discussed in Chapter 17.

To replace previous content, Chapter 19 is now devoted to two important and related
topics: investment performance evaluation and financial risk management. A completely
new feature included in Chapter 19 is the discussion of Value-at-Risk (VaR)™. In recent
years, Value-at-Risk has become a widely adopted standard for financial risk manage-
ment in many financial institutions. However, the topic has not yet appeared in invest-
ments texts, so this is the first book to cover the subject. We predict that other texts will
be quick to follow.

Of course, many other smaller changes have been made throughout the text. The
number of numerical examples has been increased and spread across more chapters, and
end-of-chapter questions and problems have been improved and extended. Additionally,
many Wall Street Journal article exhibits have been updated, and recent changes in fi-
nancial markets and instruments have been added throughout.



Walkthrough

Pedagogical Features

From your feedback, we have included many pedagogical features in this text that will
be valuable learning tools for your students. This walkthrough highlights some of the

most important elements.

A Brief History of Risk
and Return

ints to be a millionaire? Actualy, anyone can retire as a millionaire. How? Con-

sider this: Suppose you, ot the age of 25, begin saving $3,000 per year. Forty years
later, you retire at age 65. How much will you have? The answer might surprise
you. If you earn 8 percent per year, you will have almost $800,000. But, if you earn
12 percent, you will have well over $2 million! Are these numbers realistic? Based
on the history of financial markets, the answer appears to be yes. For example, over
the last 75 years, the widely followed Standard & Poor’s index of large-company
common stocks has actually yielded about 13 percent per year. B

The study of investments could begin in many places. After thinking it over, we de-
cided that a brief history lesson is in order, so we start our discussion of risk and return
by looking back at what has happened to investors in U.S. financial markets since 1925.
In 1931, for example, the stock market lost 43 percent of its value. Just two years later,
the market reversed itself and gained 54 percent. In more recent times, the stock market
lost about 25 percent of its value on October 19, 1987, alone, and it gained almost
40 percent in 1995. What lessons, if any, should investors learn from such shifts in the

stock market? We explore the last seven decades of market history to find out.

Chapter Openers

A

These one-paragraph
introductions for each chapter
present facts and misconceptions
that may surprise you. An
explanation is more fully
developed in the chapter.
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Key Terms

Key terms are indicated in bold
and defined in the margin. The
running glossary in the margin
helps students quickly review the
basic terminology for the chapter.

Web Addresses

Y

market timing Buying
and selling in antici-
pation of the overall
direction of a market.

asset allocation The
distribution of invest-
ment funds among
broad classes of assets.

Investment Management A basic decision that you and every other investor must
make is whether you will manage your investments yourself or hire someone else to do
it. At the one extreme, you can open an account with a broker and make all of the buy
and sell decisions yourself. At the other extreme, you can invest all of your money in a
managed account, such as a wrap account, and make no buy and sell decisions at all.

Often investors partially manage their investments themselves and partially use pro-
fessional managers. For example, you might divide your money between, say, four dif-
ferent mutual funds. In this case, you have hired four different money managers. How-
ever, you decided what types of funds to buy, you chose the particular funds within each
type, and you decided how to divide your money between the funds.

It might appear that managing your money by yourself is the cheapest way to go be-
cause you save on the fees. Appearances can be d ing, however. First
of all, you should consider the value of your time. For some, researching investments
and making investment decisions is something of a hobby; for many of us, however, it
is too time-consuming, and this is a powerful incentive to hire professional management.
Also, for some strategies, the costs of doing it yourself can exceed those of hiring some-
one even after considering fees simply because of the higher commissions and other fees
that individual investors frequently pay. For example, it might not be a bad idea for some
of your investment to be in real estate, but a small investor will find it very difficult to
directly acquire a sound real estate investment at reasonable cost.

An interesting question regarding f 1 concerns the ility of
generating superior retuns. It would seem logical to argue that by hiring a professional in-
vestor to manage your money, you would earn more, at least on average. Surely the pros make
better investment decisions than the amateurs! Surprisingly, this isn’t necessarily true. We
will return to this subject in later chapters, but, for now, we simply note that the possibility of
a superior return may not be a ing reason to prefer professional

Market Timing A second basic investment decision you must make is whether you will
try to buy and sell in anticipation of the future direction of the overall market. For ex-
ample, you might move money into the stock market when you thought it was going to
rise, and move money out when you thought it was going to fall. This activity is called
market timing. Some investors very actively move money around to try to time short-
term market movements; others are less active but still try to time longer-term move-
ments. A fully passive strategy is one in which no attempt is made to time the market.

Market timing certainly seems like a reasonable thing to do; after all, why leave
money in an investment if you expect it to decrease in value? You might be surprised that
a common recommendation is that investors nof try to time the market. As we discuss in
more detail in a later chapter, the reason is that successful market timing is, to put it
mildly, very difficult. To outperform a completely passive strategy, you must be able to
very accurately predict the future; if you make even a small number of bad calls, you will
likely never catch up.

Asset Allocation Another fundamental decision that must be made concerns the dis-
tribution of your investment across different types of assets. We saw in Chapter | that
different asset types—small stocks, large stocks, bonds—have very different risk and re-
turn characteristics. In formulating your investment strategy, you must decide what per-
centage of your money will be placed in each of these broad categories. This decision is
called asset allocation.

An important asset allocation decision for many investors is how much to invest in
common stocks and how much to invest in bonds. There are some basic rules of thumb

for this decision, one of the simplest being to split the portfolio into 60 percent stocks

Investor Constraints

o ene

‘ N > accoprit with no
Websites are called out in the M'"';,";'i':,

margins, along with a notation of how
they relate to the chapter material.

Check This!

coth
wwwbnqhold.

In addition to attitude toward risk, an investor’s investment strategy will be affected by
various constraints. We discuss five of the most common and important constraints next.

Resources Probably the most obvious constraint, and the one to which many students
can most easily relate, is resources. Obviously, if you have no money, you cannot invest
atall! Beyond that, certain types of i and i ies either explic-
itly or effectively have minimum requirements. For example, a margin account must nor-
mally have a minimum of $2,000 when it is established.

What is the minimum resource level needed? It depends on the investment strategy,
and there is no precise answer. Through mutual funds, investments in the stock market
can be made for as little as $500 to start, with subsequent investments as small as $100
or less. However, since there are frequently minimum commission levels, account fees,
and other costs associated with buying and selling securities, an investor interested in ac-
tively trading on her own would probably need more like $5,000 to $50,000.

Horizon The investment horizon refers to the planned life of the investment. For ex-
ample, individuals frequently save for retirement, where the investment horizon, de-
pending on your age, can be very long. On the other hand, you might be saving to buy a
house in the near future, implying a relatively short horizon.

Every major section in each

chapter ends with questions for
review. This feature helps students
test their understanding of the
material before moving on to the
next section.

I.1a
L.1b

Check This ;.
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Investment
Updates

Popular 60-40 Mix

Is No Panacea

These boxed readings,
reprinted from various
business press sources,
provide additional real-
world events and

examples to illustrate the

material in the chapter.
Some articles are from
the past two years to
highlight very recent

events, and others present

\j

iation, you have to rely

il, these might climb at
price-to-earnings multiples
| rise at their historic
in stocks, that translates
‘more than 4%, nicely

up with inflation—and

putting far less into

in bonds. For retirees, it
about the 60-40 mix.

right mix, they looked at the
and bond returns.
m 1926 through 1965 was

Id says. “People shouldn't

events of more historical being @ good place to start.”

significance.

t So Magical: Popular 60-40 Mix of
a," Tho Wall Street Journal, December

Work the Web

Various actual

screenshots are
showcased
throughout the

text to illustrate
how to access
specific features of
selected websites.

look up information on common
cer”” symbol for the ones you are
y places, including one of our f:
up (using the “symbol lookup
own “‘tech” stocks:

Home - Yahoo! - Help
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e hit “Get Quotes,” this is what we
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Monday, October 23 2000 12:11pm ET - U.S. Markets close in 3 hours and 49 minutes.
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Spreadsheet Analysis

Self-contained spreadsheet
examples show students
how to set up spreadsheets
to solve problems—a vital
part of every business
student’s education.

Numbered
Examples

ulas and analysis needed to calculate average
 example:

Using a spreadsheet to calculate average returns and standard deviations
Earlier in the chapter, our Investment Updates box suggested that the 1990s were one
of the best decades for stock market investors. We will find out just how good by

| calculating the average returns and standard deviations for this period. Here are the

year-by-year returns on the large company S&P 500 index:
Year Return(%) Year Return(%)
1990 -3.13| 1995 37.80
1991 30.53 | 1996 22.74
1992 7.62| 1997 33.43
1993 10.07 | 1998 28.13
1994 1.27 | 1999 21.03 |

Separate numbered and titled
examples are integrated
throughout the chapters.
Each example illustrates an
intuitive or mathematical
application in a step-by-step
format. There is enough
detail in the explanations so
the student doesn’t have to
look elsewhere for
additional information.

d deviati.

Caleul
Treasury bonds (T-bonds) using data for the first five years in Table 1.1, 1926-1930.
First, calculate return averages as follows:

and

return ges, for S&P 500 large-cap stocks and

S&P 500 Large-Company Stocks T-Bonds
13.70 6.40
35.80 4.51
45.14 0.18
—8.88 5.66
-25.22 416
60.54 20.91
Average return: 60.54 /5 = 12.11 2091/5=4.18




