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PREFACE
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j his book is designed to provide a good understanding of investments while
stimulating interest in the subject. This understanding can be quite valuable because
each of us must make various investment decisions during our lifetimes—definitely as
individuals, and possibly as money managers. My goal is to help readers gain an
appreciation of what is involved in (1) understanding what the investment opportu-
nities are, (2) making investment decisions, and (3) recognizing where investment
problems arise and knowing how to deal with them.

Since this book is designed as an introduction to investments, descriptive
material must be—and is—thoroughly covered. Equally important, the analytics of
investments are presented throughout the book to help students reason out invest-
ment issues for themselves and thus be better prepared when making real-world
investment decisions.

The book is written for the first course in investments, generally taught at the
junior-senior level. Standard prerequisites include accounting, economics, and
financial management. A course in statistics is useful but not essential. I have sought
to minimize formulas and to simplify difficult material, consistent with a presentation
of investments that takes into account current ideas and practices. Relevant, state-of-
the-art material has been simplified and structured specifically for the benefit of the
beginning student.
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ORGANIZATION OF THE TEXT

The text is divided into six parts centered around background, different types of
securities and investment management

Part One provides a background for students before encountering the specifics of
security analysis and portfolio management. The goal of this part is to acquaint
beginners with an overview of what investing is all about—and not about. After a
general overview of the subject in Chapter 1, the next four chapters describe the variety
of securities available, the markets in which they are traded, the mechanics of securities trading, and
some insight into the important concepts of risk and return that dominate any discussion of
investments. ~

Parts Two and Three focus on the basic approach to security analysis and valuation by
presenting "how-to” tools and techniques. Part Two examines the analysis, valuation, and
management of bonds, a logical starting point in learning how to value securities. Part
Three builds on these concepts in discussing the analysis, valuation, and management of
common stocks.

Part Four covers fundamental analysis, the heart of security analysis. Because of its scope
and complexity, three chapters are required to adequately cover the fundamental
approach. The order of these chapters—market, industry, and company—are deliberate,
reflecting the recommended order of procedure in doing fundamental analysis.
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Part Four also discusses the other approach to common stock selection., technical
analysis. Technical analysis is a well-known technique for analyzing stocks which goes
back many years.

Parts Three and Four are devoted to common stocks, a reasonable allocation
given investor interest in common stocks. Part Five discusses the other major securities
available to investors. Chapter 16 analyzes options (puts and calls), a popular investment
alternative in recent years. Stock index options also are covered. Chapter 17 continues the
analysis of equity-derivative securities by focusing on warrants and convertibles. Chapter
18 is devoted to financial futures, an important new topic in investments. Finally, Chapter
19 analyzes the investor's alternative of indirect investing—buying shares in an investment
company which, in turn, buys a portfolio of securities.

Part Six is concerned with portfolio management and portfolio performance measurement.
Chapter 20 contains a complete discussion of modern portfolio concepts, with primary
emphasis on the essentials of Markowitz portfolio theory and the single-index model. Chapter
21 discusses capital market theory, a natural extension of portfolio theory.

Chapter 22 explains the Efficient Market Hypothesis and provides some insights
into the controversy surrounding this topic. As explained in Chapter I, investors
should be aware of and carefully consider this hypothesis, although it need not
dominate their thinking and does not dominate the text. For example, Chapter 22 also
discusses market "anomalies” or exceptions to the Efficient Market Hypothesis, and
these deserve careful consideration by investors.

Chapter 23 concludes the text with a discussion of how to measure portfolio performance.
This is a logical conclusion to both Part Six and the entire book because all investors
are keenly interested in how well their investments have performed. Mutual funds are
used as examples of how to apply these portfolio performance measures and how to
interpret the results.
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SPECIAL FFATURES

This text offers several important features, some of which are unique.

1. The sequence of chapters has been carefully restructured and coordinated as a
package, reflecting considerable experimentation over the years. | believe that
this arrangement will prove most satisfactory for a beginning investments course.
Starting with background material and progressing through an analysis of various
securities to a discussion of portfolio management, the book proceeds from
easier to more difficult concepts, and from fewer to more numerous equations.
However, should one wish, the chapter order can be rearranged with little or no loss
in continuity. For example, Chapter 17 on Warrants and Convertibles can easily be
omitted, as could the three chapters on fundamental analysis because the valuation
and management of common stocks is covered in the preceding two chapters.

2. Ihavediligently sought to hold the text to a length that is manageable in the standard
undergraduate investments course. Although it requires a tight schedule, the
entire text can be covered in a one-semester course, including the use of
supplementary material. However, instructors may very well choose to omit
chapters, depending on preferences and constraints; doing so will cause no
problems in terms of teaching a satisfactory investments course. Another
alternative is assigning some chapters to be read by students with little or no class
discussion. Chapter 17 is a good possibility for this, as are Chapters 15 and 19.
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Each chapter features several items specifically designed for the student's benefit. These
include the following:

Key words appear in boldface, and are carefully defined as marginal definitions as
well as in the glossary. Other important words are italicized.

Each chapter contains a summary of “bulleted” points for quick and precise reading.
Each chapter contains an extensive set of questions keyed specifically to the chapter
material and which are designed to thoroughly review the concepts in each
chapter.

Most chapters have a separate set of problems designed to illustrate the quantita-
tive material in the chapters. Some of these problems can be solved in the
normal manner, and some, which are designed to be solved with The [nvestment
Calculator, are marked with a disk icon. Included as part of the problem set are
demonstration problems that show the reader how to solve the most important
types of problems.

Each text includes The Investment Calculator software disk, a self-contained,
easy-to-use software package that eliminates the drudgery of the more tedious
calculations required to work some investment problems. The documentation
for this software is included as a text appendix. Readers who choose not to use
this software package will still benefit fully from the text.

A distinctive feature of this text is the use of boxed inserts, which were pioneered
in the first edition of this book. These inserts provide timely and interesting
material from the popular press, enabling the student to see the real-world
side of issues and concepts discussed in the text. These boxed inserts have
been very carefully selected from the potentially large number available on the
basis of their likely interest to the reader, their relevance in illustrating
important concepts, their timeliness, and their overall appeal to students
interested in learning about the world of investments.

Throughout the text, as appropriate, Investments Intuition sections are set off
from the regular text for easy identification. These discussions are designed to
help the reader quickly grasp the intuitive logic of, and therefore better
understand, particular investing issues.

CHANGES IN THE FOURTH EDITION

The fourth edition has been thoroughly updated using the latest information and
numbers available. At the time of publication, no other investments textbook has
more up-to-date information. Other changes include:

Key words are now shown as marginal definitions as well as at the end of the chapter
and in the glossary.

A new chapter, How Securities Are Traded, replaces the chapter on sources of
information. This chapter will be of real interest to most students who typically
have many questions concerning the trading of securities. This arrangement also
makes Chapter 3 on Securities Markets more manageable by allowing it to
concentrate on the broader issues involved with markets.

A new chapter on bonds has been added in this edition. This reflects the growing
importance and emphasis on fixed income securities, allows additional material to
be covered, and provides a better organization of material into chapters.
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A new chapter has been added to Part Three on the analysis and valuation of common
stocks, concentrating on strategy and management. This chapter introduces
students to such concepts as active and passive techniques, asset allocation,
growth stocks vs. value stocks, and other important concepts.

Several chapters have been reorganized to make them more streamlined and concise.
Examples include Chapter 5 and Chapter 7.

Much more material has been moved to appendices in the fourth edition. Much of the most
descriptive information, such as reading the financial press and sources of
investing information, has been placed in appendices. For those desiring certain
discussions, the information is readily available; others may choose to skip some
or all of this material. Some material previously in an appendix has been
incorporated into the chapters, in particular the super-normal growth model used
in common stock valuation and the term structure of interest rates.

Part IV now concentrates on the techniques of security analysis, and brings together three
chapters on fundamental analysis and one on technical analysis. This makes the
entire discussion on equities more streamlined, and gives flexibility by allowing
users to concentrate on Part Il only, which covers the analysis, valuation and
management of stocks, or both Parts Ill and IV, thereby providing an in-depth
discussion of equities by going through the details of security analysis.

Actual questions from previous Chartered Financial Analyst (CFA) Examinations
are now included as part of the end-of-chapter questions and problems.

SUPPLEMENTS

The fourth edition includes a more complete set of supplements than has been
included previously. In addition to The lnvestment Calculator software, the following
elements are available to assist users in learning the nature of investments.

Study Guide. This has been prepared by James D'Mello of Western Michigan
University. It includes, for each chapter, a chapter overview, vocabulary exercises,
problem sets—to be solved with and without the text software—and multiple-
choice practice test questions. All answers to problems and questions are given.

Instructor’'s Manual. For each chapter, chapter objectives, lecture notes, notes on the
use of transparency masters, and additional material relevant to the particular chapter
are included. Answers to all questions and problems in the text are provided. The
Instructor's Manual was carefully prepared by the author.

Transparency Masters. These are of selected text art, selected items from other
sources, and solutions to selected end-of-chapter problems in the text.

Testbank. The testbank includes numerous multiple choice and true—false ques-
tions for each chapter. Most of these have been extensively tested in class and are
carefully checked. Some questions from the study guide are included for those who
would like to include them on tests.
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