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PREFACE 1

The texts in this initial series of books were selected to directly correspond to each of the required
ocourses in China’ s MBA programs. The books were selected for reprinting by faculty members
at the Ivey Business School, The University of Western Ontario, Canada.

The Richard Ivey School of Business is a professional School within The University of Western

Ontario (UWQ), one of Canada’ s oldest universities. Although Ivey is based in London, On-
tario, it also has campuses in Mississauga ( Toronto), Ontario and most recently, in Hong Kong.

Historically the School has been a leader in management development. A partial list of achieve-

ments follows.

* In 1922, the first undergraduate business department in Canada was established.
* In 1932, the school began to publish its own journal. Known as Ivey Business Quarterly,

it reaches out to both academic and management audiences and enjoys a circulation of
10 000 in 25 countries.

* In 1948, Canada’ s first executive development program and first MBA program were es-
tablished.

* In 1961, Canada’ s first Ph. D. program in business was introduced.

* In 1974, official designation was received by the Federal Government as Canada’ s first
Centre for International Business Studies (CIBS).

* In 1975, Ivey opened its own case and publications office. This office now holds an in-
ventory of 2 000 cases. In 1998, Ivey cases were being distributed to over 100 teaching
institutions and 100 corporations in over 20 countries. Ivey is the second largest producer
of management case studies in the world (and the largest producer of Asian cases), with
over 1 000 000 oopies studied each year by people outside the university.

* In 1978, commencement of its first international student exchange program took place.
Over twenty such exchange programs are now in place.

* In 1984, the School took a leading role in establishing the National Centre for Manage-
ment Research and Development in London with support from the Canadian Federal Gov-
ermnment.

* 1984 also marked the beginning of a continuing linkage with Tsinghua University, one
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which has involved visiting scholars, materials development and publication, and various
training initiatives.

In 1992, Ivey was selected to be the editorial home for the 1993-1997 period for the
Journal of International Business Studies, the leading international business journal.

In 1993, Canadian Business magazine’ s survey rated Ivey as the top MBA School in
Canada. according to all groups: CEOs, human resources executives, and placement con-
sultants. This ranking has been re — confirmed every year. In 1994, Asia, Inc. rated
Ivey among the World’ s Top 25 Business Schools for Asians.

In 1997, the Journal of International Management named Ivey the world’ s leading
contributor in the previous decade to the international strategic management literature, a-
head of Harvard & Kellogg. Business Week magazine ranked Ivey as one of the top inter-
national business schools in the world, alongside INSEAD and LBS; and US News and
World Report selected Ivey as one of the top 15 business school in the world for executive
development programs.

As of 1998, the School had 65 full — time faculty who annually taught 600 regular and executive
MBA, 300 undergraduate, and 40 Ph. D. students, plus executives in a wide range of non — de-

gree programs.

The faculty members who selected each book for reprinting all have Ph. D. s from major busi-
ness schools such as Harvard, Wharton, Michigan, M. I. T., and Ivey. Each professor care-
fully reviewed the various books available to ensure the best possible choices of material for the
China market. We are confident you will be pleased with their selection.

Richard Ivey School of Business
The University of Western Ontario
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Preface

In no other field is the transfer of theory to real-world practice as rapid as it is now in the
financial industry. New securities and trading strategies derived from financial theory
emerge continually. As a result. the line between finance practitioners and theorists has
become increasingly fuzzy. A solid grounding in principles is required for all those who
participate in the markets and work with the instruments now commonly traded.

Essentials of Investments, Third Edition, is intended as a textbook on investment analysis
most applicable for the undergraduate student’s first course in investments. Our focus on
investment analysis allows us to present financial theory as well as highlight its use in the
practical world and convey insights of practical value. We have eliminated unnecessary
mathematical detail and instead concentrated on the intuition and insights that will be useful
to practitioners throughout their careers as new ideas and challenges emerge from the finan-
cial marketplace.

In our effort to link theory to practice, we also have attempted to make our approach
consistent with that of the Institute of Chartered Financial Analysts (ICFA). a subsidiary of
the Association of Investment Management and Research (AIMR). In addition to fostering
research in finance, the AIMR and [CFA administer an education and certification program
to candidates seeking the title of Chartered Financial Analyst (CFA). The CFA curriculum
represents the consensus of a committee of distinguished scholars and practitioners regard-
ing the core of knowledge required by the investment professional.

There are many features of this text that make it consistent with and relevant to the CFA
curriculum. The end-of-chapter problem sets contain questions from past CFA exams, and, for
students who will be taking the exam, Appendix D is a useful tool that lists each CFA guestion
in the text and the exam from which it has been taken. Chapter 3 includes excerpts from the
*Code of Ethics and Standards of Professional Conduct™ of the ICFA, and Chapter 3. which
discusses investors and the investment process and is modeled after the ICFA outline, includes
guidelines on “"How to Become a Chartered Financial Analyst.”

UNDERLYING PHILOSOPHY

Legend has it that a student once approached a renowned traditional scholar and asked to be
taught the entire Bible while standing on one foot. The angry scholar kicked the fresh
would-be student out the door. The student then approached the best-known liberal scholar
of the day with the same request. ““This is quite simple,™ the wise man told the boy. *Thou
shalt love thy neighbor as thyself.” “Is this all?” gasped the fellow in disbelief. “*Oh yes.”
said the old man. “All else is explanation.”

Like the liberal scholar, we believe that attention to a few important principles can
simplify the study of otherwise difficult material and that fundamental principles should
organize and motivate all study. These principles are crucial to understanding the securities
already traded in financial markets and in understanding new securities that will be intro-
duced in the future. For this reason, we have made this book thematic, meaning we never
offer rules of thumb without reference to the central tenets of the modern approach to
finance.

The common theme unifying this book is that security markets are nearly efficient,
meaning most securities are usually priced appropriately given their risk and return attrib-
utes. There are few free lunches found in markets as competitive as the financial market.
This simple observation is, nevertheless, remarkably powerful in its implications for the
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design of investment strategies: as a result. our discussions of strategy are always guided by
the implications of the efficient markets hypothesis. While the degree of market efficiency
is, and always will be. a matter of debate, we hope our discussions throughout the book
convey a good dose of healthy criticism conceming much conventional wisdom.

DISTINCTIVE THEMES

This edition of Essentials of Investments has three distinctive themes:

I. First is the thematic organization of the text around a central core of consistent
principles. The central theme is the near-informationat-efficiency of well-developed
security markets. such as those in the U.S. Other themes are the centrality of the risk-
return trade-off in developing investment strategy and the general awareness that
competitive markets do not offer “free lunches™ to participants.

2. This text places greater emphasis on asset allocation than most of its competitors. We
prefer this emphasis for two important reasons. First, it corresponds to the procedure
that most individuals actually follow. Typically, you start with ali of your money in a
bank account, only then considering how much to invest in something riskier that
might offer a higher expected return. The logical step at this point is to consider other
risky asset classes, such as stock, bonds, or real estate. This is an asset allocation
decision. Second. in most cases, the asset allocation choice is far more important in
determining overall investment performance than is the sel of security selection
decisions. Asset allocation is the primary determinant of the risk-return profile of the
investment portfolio, and so it deserves primary attention in a study of investment
policy.

3. This text offers a much broader and deeper treatment of futures, options, and other
derivative security markets than most invesiments texts. These markets have become
both crucial and integral to the financial universe and are the major sources of
innovation in that universe. Your only choice is to become conversant in these
markets—whether you are to be a finance professional or simply a sophisticated
individual investor.

NEW IN THE THIRD EDITION

Following is a summary of the content changes in the Third Edition:

Market Structure (Chapter 3)

We have updated our treatment of market microstructure in Chapter 3 with an additional
discussion of the recent controversy over trading practices in the Nasdag market. This
discussion brings students up to datc on trading practices in various security markets and
provides an overview of the advantages and disadvantages of various forms of market
organization.

New Chapter on Mutual Funds and Other Investment Companies
(Chapter 4)

Chapter 4 provides considerable detail on the organization of funds, reviews the costs and
benefits associated with investing via mutual funds, examines empirical evidence on the
investment performance of funds, and discusses how to find and interpret information on
funds such as thal presented in Morningstar's guide. This chapter thus provides the back-
ground necessary to understand this increasingly important market.
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Expanded Discussion of Historical Rates of Return (Chapter 6)

In Chapter 6 of this edition, we have added tables of historical data regarding the perfor-
mance of several asset classes, as well as detatled discussions of various measures of histori-
cal rates of return. The new rate of return series give a richer set of benchmarks by which to
evaluate investment performance. The expanded discussion of rate of return facilitates the
interpretation of these data.

Efficient Markets (Chapter 9)

Chapter 9's review of the empirical literature on the efficient markets hypothesis has been
thoroughly updated. The new coverage highlights important new anomalies and attempts to
provide balanced interpretations of them.

Fixed Income Management (Chapter 11)

A new discussion of convexity has been added to Chapter 11 of this edition. The new
material highlights some of the problems encountered in fixed-income risk management and
provides an introduction to more advanced technigues. The discussion appears in a modular
format that can be easily skipped if the instructor views the material as too advanced.

Equity Markets (Chapter 13)

Chapter 13, which covers equity valuation, contains an expanded discussion of P/E ratios.
These ratios are crucial to security analysis and the new coverage provides additional insight
into how they may be interpreted.

Increased International Coverage

This edition contains new coverage of the organization of international equity markets in
Chapter 3 as well as new data on the historical performance of major stock indexes in
Chapter 20. These additions allow the student to place the organization and historical perfor-
mance of U.S. markets in a wider context by allowing for international comparisons.

In addition to these changes. we have updated and edited our treatment of topics wher-
ever it was possible to improve exposition or coverage.

ORGANIZATION AND CONTENT

The Third Edition of Essentials of Investments is composed of six sections that are fairty
independent and may be studied in a variety of sequences. Since there is enough material in
the book for a two-semester course, clearly a one-semester course will require the instructor
to decide which parts to include. The Instructor's Manual that accompanies the text offers
several alternative syllabi for a one- or two-course sequence in Investments.

Part One is introductory and contains important institutional material focusing on the
financial environment. We discuss the major players in the financial markets. provide an
overview of the types of securities traded in those markets, and explain how and where
securities are traded. We also discuss in depth mutual funds and other investment compan-
ies, which have become an increasingly important means of investing for individual inves-
tors. Part One also lays out the general framework for the investment process in a
nontechnical manner, modeled after the approach presented in CFA study materials.

The material presented in Part One should make it possible for instructors to assign term
projects early in the course. These projects might require the student to analyze in detail a
particular group of securities. Many instructors like to involve their students in some sort of
investment game and the material in these chapters will facilitate this process.
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Part Two contains the core of modem portfolio theory. We start with a general discussion
of risk and return and the lessons of capital market history, and then we proceed to asset
allocation and portfolio optimization. After our treatment of modem portfolio theory, we
investigate its implications for the equilibrium structure of expected rates of return on risky
assets, covering both the capital asset pricing model and arbitrage pricing theory. We com-
plete Part Two with a chapter on the efficient market hypothesis. including its rationale as
well as the evidence for and against it.

Part Three is the first of three parts on security valuation. The chapters in this part focus
on fixed-income securities—bond pricing, term structure relationships, and risk manage-
ment. The next two parts deal with equity securities and derivative securities. For a course
emphasizing security analysis and excluding portfofio theory, an instructor may proceed
directly from Part One to Part Three with no loss in continuity.

Part Four is devoted to equity securities. We proceed in a “‘top-down™ manner, starting
with the broad macroeconomic environment and then moving on to equity valuation, funda-
mental analysis, including financial statement analysis, and finally technical analysis.

Part Five covers derivative assets such as options, futures, swaps, and callable and con-
vertible securities. It contains two chapiers on options and one on futures.

Finally, Pant Six presents extensions of previous material. Topics covered in this part
include the evaluation of portfolio performance, portfolio management in an international
setting, and an overview of active portfolio management.

PEDAGOGICAL FEATURES

Opening Vignettes ,
Each part of the Third Edition begins with an opening vignette. These openers provide a
broad and high-interest introduction to the material that is to follow. The vignettes often cite

high-profile cases from current events to illustrate the importance of the material to real-
world practice.

Chapter Objectives

Each chapter begins with a statement of the objectives of the chapter and describes the
material to be covered, providing students with an overview of the concepts they will
understand after reading the chapter.

Boxed Readings

Current articles from financial publications, such as The Wall Street Journal, Business Week,
and The Economist, are featured as boxed readings. Each box is discussed in the narrative of
the text, and, therefore, its real-world relevance to the chapter material is clearly defined for
the students. For instructors who do not have time to cover these boxes, the text references
provide a sufficient guide for students. For instructors who do wish to discuss the boxes in
class, each reading is included in the presentation of chapter material in the Instructor’s
Manual, and the Test Bank includes at least one test question per article, making it easy for
instructors to incorporate these current events articles into their classroom discussions.

Concept Checks

Strategically placed throughout each chapter, self-test questions and problems enable the
student to determine whether he or she has understood the preceding material and to rein-
force that understanding before reading further. Detailed solutions to thesc questions are
found at the end of each chapter.



XV

Preface

Key Terms

Key terms are indicated in boldface within the narrative and are defined in the margin the
first time they are used. The terms also are listed at the end of the chapter, with page
references for easy review.

Numbered Equations

Key equations are called out in the text and identified by equation numbers. Equations that
are frequently used are also featured on the text’s back endsheets for convenient reference.

Numbered Examples

Separate numbered and titled examples are integrated in the chapters and indicated by a
colored sidebar. Using the worked-out solutions to these examples as models, students can
learn how to solve particular problems in a step-by-step manner as well as gain insight into
general principles by seeing how they are applied to answer concrete questions.

END-OF-CHAPTER FEATURES

Summary

This bulleted feature helps students review the key points and provides closure to the
chapter.

List of Key Terms

To facilitate students’ review of the chapter’s key concepts, a list of key terms, including
page references, appears at the end of each chapter.

Problem Sets

The end-of-chapter problems for each chapter progress from the simple to the complex. We
strongly believe that practice in solving problems is a critical part of leamning investments,
so we provide a good variety of problems.

CFA Questions

We provide numerous CFA questions in applicable chapters. These questions represent the
kinds of questions that professionals in the field believe are relevant to the practicing money
manager. These problems are identified by an icon in the text margin. Appendix D lists each
CFA question and the level and year of the CFA exam it was included in, for easy reference
when studying for the exam.

IEM Applications

This new section includes questions and projects to accompany the lowa Electronic Markets
(IEM), a real-time/real-money, on-line futures market. (See IEM under “Ancillary Materi-
als™ below for information on how to access this product.) This feature allows students to
take their understanding of the chapter material and apply it to a real-world situation.
Solutions and tips relevant to these questions are included in the Solutions Manual, available
to instructors and students, which allows students to use IEM without instructor guidance. In
addition, the questions and solutions are reprinted in the Instructor’s Manual, along with
additional questions for instructors who require IEM for their class and want related home-
work assignments,
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ANCILLARY MATERIALS
For the Instructor:

Instructor’s Manual

Prepared by Richard D. Johnson, Colorado State University, this instructional tool provides
an integrated learning approach. Each chapter includes a Chapter Overview, Leaming
Objectives, and Presentation of Chapter Material, which outlines the material and organizes
it around the Transparency Masters/PowerPoint Presentation Software. Transparency Mas-
ters are located at the end of each chapter. The boxed readings also are summarized, with
tips on how to incorporate them into your classroom discussion.

Also included in the Instructor’s Manual is a section that includes questions and projects
for the lowa Electronic Markets. Please see the “For the Student” section below for more
information on this product.

New! PowerPoint Presentation Software

These presentation slides, also developed by Richard D. Johnson, provide the instructor with
an electronic format of the Transparency Masters. These slides follow the order of the
chapters, but if you have PowerPoint software, you may customize the program to fit your
lecture presentation.

Test Bank

Prepared by David Louton, Bryant College, the Test Bank has been expanded to include
more than 1,000 questions. Each question is ranked by level of difficulty (easy, medium,
hard), which allows greater flexibility in creating a test. For instructors who like to cover the
boxed readings, there is at least one test question per article included. Detailed solutions to
the problems also are included. The Test Bank also is available in a computerized format for
DOS, Windows, and Macintosh.

For the Student:

New! The Wall Street Journal Edition

Available through a unique arrangement with Dow Jones & Company, The Wall Street
Journal Edition of Essentials of Investments includes a free 10-week subscription to The
Wall Street Journal included in the price of the book. Instructors should contact their sales
representative about ordering this special edition.

Solutions Manual

The Solutions Manual, prepared by the authors, provides detailed solutions to the end-of-
chapter problems. The authors’ involvement in the Solutions Manual ensures consistency

between the solution approaches shown in the examples in the text and those presented in
the solutions manual.

New! Ready Notes

This note-taking supplement contains a reduced copy of every image from the Transparency
Masters and PowerPoint Presentation Software packages. There is room to take notes next to

each image, allowing students a more complete and organized method for recording lecture
notes.
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Preface

The Innovative Investor, Version 2.0

Prepared by David Shimko, this software is available in Lotus and a new Excel version.
These templates are designed to provide students with quick access to difficult calculations
associated with the analysis of securities such as stocks, bonds, callable and convertibie
securities, options, and futures, as well as to facilitate the analytics underlying asset alloca-
tion, performance evaluation, and other applications. All spreadsheets come complete with
comprehensive *“What-if”’ analysis, in addition to automatic graphing and printing capabili-
ties. These user-friendly capsules are designed to solve many problems a student of invest-
ments might encounter, beginning with problems available in the User’s Manual, but
extending as well to problems you may encounter in a career as a financial analyst or
sophisticated investor. Together with the text, the software enables students not only to
process calculations, but to ask questions and build upon the intuition established in the text.

New! Towa Electronic Markets (IEM)

The IEM is an on-line, real-time and real-money electronic futures market, sponsored by the
University of lowa and Irwin/McGraw-Hill. Students use real money accounts to trade
contracts with payoffs based upon real-world events, such as political outcomes, companies’
earnings per share, and stock price returns. The markets run continuously, with new sets of
contracts opening at least once a month. Participating in IEM provides students with real
incentives to learn about markets and follow economic, financial, and political news.

This edition of Essentials of Investments includes questions and projects for this supple-
ment under the heading of “IEM Applications’ in the end-of-chapter material. These ques-
tions help students apply the material they have learned in the text to real-world situations.
The solutions are available in the Solutions Manual. All questions and solutions are re-
printed in the Instructor’s Manual, and additional questions are provided to assign as pro-
jects if the instructor desires,

Students can sign up and use IEM individually, without an instructor’s guidance, or instruc-
tors can engage their class in a term-long project. For more information on IEM, go to
http://www.mhhe.com/irwin/iem. For information on how to use IEM in the classroom, with
sample syllabi and projects, go to http://biz.uiowa.edufiem and click on *Classroom IEM.” If
you have additional questions, please contact your Irwin/McGraw-Hill sales representative.
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