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Students usually begin their first course in investments with great expecta-
tions and are excited and interested in the subject matter. It is the responsibil-
ity of the professor and the selected textbook not to disappoint the student.
Our overriding objective in writing Fundamentals of Investments was to provide
the student and professor with a comprehensive book that is readable, pre-
sents complex concepts in an understandable manner, incorporates the latest
advances in theory and practice, and is organized in such a way that the stu-
dent’s expectations of gaining insightful and usable investment information
are met.

The dramatic changes the securities markets have undergone in recent
years have added significantly to the complexities of personal and institu-
tional investment management. As a result of what is known as financial en-
gineering, new investment products have proliferated. In addition, specialized
mutual funds, innovative insurance products, and the emergence of inter-
national financial markets have made new alternatives available to the indi-
vidual investor. Increasing volatility in the securities markets and the continu-
ing changes in the tax code are examples of additional factors investors must
consider in developing and implementing investment strategies.

Accompanying these changes has been the ongoing development and em-
pirical testing of investment theories and techniques. These include hypothe-
sis related to the efficiency of financial markets, portfolio and capital market
theory, arbitrage pricing theory, option pricing models, program trading, and
portfolio insurance to name just a few. The necessity to cover these develop-
ments, along with the need to provide investors with an understanding of in-
vestment basics, creates quite a challenge for the student of investments, the
professor, and, we might add, the authors of investment books.

The purpose of this book is to provide information and procedures that will
enable individual investors to make informed investment decisions. The
strategies of practicing investment professionals as well as results from theo-
retical and empirical research are used to introduce students to the practical
aspects of investing. The techniques and procedures for active investment
strategies presented in this book recognize that there is strong evidence that
financial markets are efficient. An underlying proposition throughout the
book is that investors should appreciate the pitfalls and complications that oc-
cur in pursuing an active investment strategy in an efficient market.

Fundamentals of Investments is intended for use in a first course in invest-
ments. While the topics are covered in a comprehensive fashion, the book
presents material requiring quantitative analysis in an easily understandable
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manner. The intended prerequisite for an investments course using this book
is the introductory managerial finance course.

DISTINGUISHING PEDAGOGICAL FEATURES

The book has been designed to make the study of investments a meaningful
and interesting learning experience for the student. To achieve this goal, we
have included a number of pedagogical features, including a somewhat dis-
tinctive and flexible organization, the most up-to-date information available,
knowledge-level objectives for each chapter, Interest and Research Boxes, nu-
merous examples, tables, and figures, a rich set of end-of-chapter materials,
a Glossary of Key Terms, and some very helpful appendixes.

e Organization

Careful consideration was given to the sequencing of chapters in the book,
while at the same time allowing the professor flexibility in the design of the
course. An examination of the Contents reveals the logic of the organization.
This text begins with a discussion of investment fundamentals, including a
case example that outlines the challenges facing the individual investor, and
an introduction to risk and return. The next two parts examine the invest-
ment environment and introduce valuation concepts and analysis. The next
three parts present the fundamental analysis of bonds, preferred and common
stocks, and alternative investments. The seventh part explores portfolio and
capital market theory in detail as well as the analysis of portfolio performance
and market efficiency. The book concludes with a separate section on per-
sonal investment management that reexamines the personal investment case
study presented in Chapter 1.

Several aspects of the organization deserve special mention. The early pre-
sentation of risk and return in Chapter 2 includes an overview of portfolio and
capital market theory. This overview is sufficient to enable students to under-
stand the use of these concepts in the ensuing chapters. Professors who desire
a more detailed treatment of these topics may wish to assign Chapters 19 and
20 early on in the course.

In Part II, The Investment Environment, we have included separate chap-
ters on mutual funds and investing internationally. We feel these topics are
important to the individual investor and deserve their location and emphasis
in the book. These topics are also further examined throughout the book in
appropriate chapters.

A separate chapter on investment strategies is also presented in Part II. This
chapter describes the different investment approaches an investor can employ
and provides an anchor point for assessing how the different investment alter-
natives can fit into an individualized investment strategy.

Finally, because the book is written with the investment decision-making
process of the individual investor in mind, personal investment management
is treated as a separate part at the end of the book.



XXiv

PREFACE

e Timeliness

Advances in investment theory, practice, and products are occurring at an al-
most dizzying pace. Although theory precedes practice by a considerable in-
terval of time (sometimes forever) in many disciplines, this is not the case in
the area of investments. With the so-called rocket scientists with strong aca-
demic credentials in heavy demand on Wall Street, the distinction between
theory and practice is not so clear. We have made every effort to include the
most up-to-date information possible in the book. The currency of the mate-
rial is reflected in the examples, tables, and figures throughout the book as
well as in the Interest Boxes, Research Boxes, and references at the end of the
chapters.

¢ Knowledge-Level Objectives

Each chapter begins with a list of knowledge-level objectives. This pedagogi-
cal feature is designed to give the student an immediate awareness of the im-
portant concepts presented in the chapter as well as an overview of the
contents of the chapter.

e |[nterest Boxes

The Interest Boxes discuss contemporary, real-world situations or events rele-
vant to the surrounding text. These boxes, which are sometimes humorous as
well as informative, can be assigned at the option of the professor.

e Research Boxes

The Research Boxes present the results of interesting research on a particular
topic discussed in the surrounding text. We have carefully selected and sum-
marized this material to provide students with additional information on
topics of special interest. These boxes can be assigned at the option of the
professor.

e Examples, Tables, and Figures

We have used numerous examples, tables, and figures throughout the book.
These illustrations have been selected to enhance the student’s understanding
of a particular topic. Whenever possible, we have used real-world data to
make the illustrations as realistic as possible.

e End-of-Chapter Features

A number of important pedagogical features are included in the end-of-chapter
material. These features should help students test their understanding of the
chapter material and assist them in applying the investment concepts pre-
sented in the chapter.
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e Summary. Each chapter contains a summary that briefly discusses the
key concepts presented in the chapter. Reading the chapter summary
and the knowledge-level objectives prior to reading the chapter will pro-
vide the student with a complete overview of the chapter’s contents.

® Key terms. The key terms, which are set in boldface type when they are
introduced in a chapter, are also listed in alphabetical order at the end of
the chapter. The Glossary of Key Terms at the end of the book contains
definitions of these terms.

e Concept applications. Consistent with the applications orientation of the
book, this feature lists the important investment concepts presented in
the chapter and explains how the individual investor can apply each
concept.

® Questions and problems. Each chapter contains a number of questions and
problems that can be assigned by the professor. These questions and
problems are designed to test the students’ understanding of the con-
cepts and applications presented in the chapter. In many instances, the
problems employ data and situations from publicly traded companies.

® Key to the Investment Analysis Software. This feature summarizes the ac-
cess procedures for performing the calculations in a chapter using the
Investment Analysis Software (IAS) that accompanies this book. Each of
the calculations for which a template is available in IAS is indicated by
a computer symbol (as shown to the left) in the text preceding the equa-
tion for the calculation. This section also includes a page reference to
Appendix A-1, The Investment Analysis Software, which provides a
detailed description of the access procedures for a particular calculation.
IAS can be helpful in solving many of the end-of-chapter problems.

® End-of-chapter references. We have provided the interested student and
professor with a broad selection of references at the end of each chapter.
These references range from academic journals to the more popular in-
vestment-related periodicals. They include “classic”” academic articles as
well as recent articles from publications such as Barron’s, the Wall Street
Journal, Fortune, the Journal of Portfolio Management, and Financial Ana-
lysts Journal, to name just a few.

o End-of-Chapter Appendixes

At the end of several chapters we have included material in an appendix.
While this practice is not widespread throughout the book, we felt that pro-
fessors might wish to exclude certain topics from the assigned readings. Thus,
placing this material in an appendix adds to the flexibility of the book.

e End-of-Book Appendixes

Five appendixes that should be quite useful to the student appear at the end of
the book. Appendix A-1 contains a complete description of the Investment
Analysis Software that accompanies the book. The appendix provides a step-
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by-step guide for the use of the software. Appendix A-2 contains a brief re-
view of analytical techniques used in the book. This summary of analytical
techniques provides a quick refresher for statistical and other analytical cal-
culations. Appendix A-3 presents the mathematical terms, symbols, and key
formulas used in the book. It provides a quick reference for the student who
has forgotten the meaning of a previously defined term or symbol or the equa-
tion for a particular calculation. Appendixes A-4 and A-5 contain the com-
pound value and present value financial tables as well as tables for the stan-
dard normal cumulative probability distribution and a table for the student
t distribution for hypothesis testing.

EDUCATIONAL AIDS AND SUPPLEMENTS

Fundamentals of Investments and its ancillary materials are designed to maxi-
mize the learning experience of the student and assist the professor in using
the book.

e Study Guide

The Study Guide to Accompany Fundamentals of Investments, written by Phillip T.
Kolbe of Memphis State University, and the authors of the book, is designed to
enrich the student’s learning experience. The study guide contains a chapter
outline and a discussion of the key points in the outline. In addition, multiple-
choice and true-false tests, with answers, enable the student to assess his or
her knowledge. Further, the study guide contains problems with solutions as
well as a matching exercise involving the key terms.

e The Investment Analysis Software

The Investment Analysis Software that accompanies the book was written
specifically for Fundamentals of Investments by Carol J. Billingham of Central
Michigan University. It is designed for IBM personal computers and compat-
ibles. The software, using Lotus 1-2-3 templates, may be run from either a
floppy disk drive or a hard disk drive.

All equations in the book preceded with a computer symbol are included
in the software. In addition, the Investment Analysis Software contains
Personal Financial Planning and Analysis programs that can be used for
preparing personal financial statements, maintaining records for analyzing
personal portfolios, and performing a rent-versus-buy analysis for a personal
residence.

e [nstructor's Manual

The Instructor’s Manual, written by the authors, is designed to help professors
prepare and teach a course in investments using Fundamentals of Investments.
The manual contains suggested syllabi for courses taught in both the quarter
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and semester systems. Outlines for possible class projects on economic, in-
dustry, and security analysis are also included. Each chapter in the Instruc-
tor’s Manual includes a detailed outline for the corresponding chapter in the
book, teaching suggestions with appropriate class discussion questions, sug-
gested answers to end-of-chapter questions, and solutions to end-of-chapter
problems. The manual also contains a test bank consisting of true-false and
multiple-choice questions and problems.

e Transparency Masters

A separate pack of transparency masters of key tables and figures in the book
is available on a complimentary basis to adopters of the book.
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