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A Note From the Authors...

The end of 2008 capped three decades of rapid and
profound change in the investment industry with a finan-
cial crisis of historic magnitude. The vast expansion of
financial markets over recent décades was due in part to
innovations in securitization and credit enhancement that
gave birth to new trading strategies. These strategies were
in turn made feasible by developments in information
technology, as well as by advancements in the theory of
investments.

The crisis can be traced in part to macroeconomic
imbalances in global trading patterns. Huge savings in
exporting countries fed low interest rates and histori-
cally high leverage in business and investment portfolios
around the world. Yet the crisis was rooted in cracks
of the financial system. The innovation-driven, mas-
sive capacity of the system to facilitate highly leveraged
investments was coupled with, and indeed enhanced by,
relaxation of regulation as well as incentive schemes that
reduced transparency and masked the overvaluation of
investment assets.

These developments highlight the importance of two
innovations that were coincidentally emerging in the the-
ory of investments, namely, the centrality of liquidity in
asset valuation and the importance of investor behaviors
that contribute to herding and at times low-quality, wildly
optimistic forecasts. Broadly speaking, asset liquidity
is often hard to measure—and investors may at times
become overly optimistic or pessimistic—but these are
just additional factors in the assessment and incorporation
of overall market risk in asset valuation, a central theme
of this text which we have updated in this eighth edition.
Still, the idea that security markets are nearly efficient,
meaning that most securities are usually priced appro-
priately given their risk and return attributes, neverthe-
less remains a justifiably powerful approach to security
valuation. While the degree of market efficiency is and
will always be a matter of debate, this first principle of
valuation, specifically that in the absence of private infor-
mation prices are the best guide to value, is still valid.
Greater emphasis on risk analysis is the lesson we have
weaved into the text.

This text also continues to emphasize asset allocation
more than most other books. We prefer this emphasis for

two important reasons. First, it corresponds to the proce-
dure that most individuals actually follow when building
an investment portfolio. Typically, you start with all 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 impor-
tant than specific security-selection decisions in determin-
ing overall investment performance. 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.

Our book also focuses on investment analysis, which
allows us to present the practical applications of invest-
ment theory, and to convey insights of practical value. In
this edition of the text, we have continued to expand a
systematic collection of Excel spreadsheets that give you
tools to explore concepts more deeply than was previ-
ously possible. These spreadsheets are available on the
text’s Web site (www.mhhe.com/bkm), and provide
a taste of the sophisticated analytic tools available to
professional investors.

In our efforts to link theory to practice, we also have
attempted to make our approach consistent with that of
the CFA Institute. The Institute administers an education
and certification program to candidates for the title of
Chartered Financial Analyst (CFA). The CFA curriculum
represents the consensus of a committee of distinguished
scholars and practitioners regarding the core of knowl-
edge required by the investment professional.

This text will introduce you to the major issues of con-
cern to all investors. It can give you the skills to conduct
a sophisticated assessment of current issues and debates
covered by both the popular media and more specialized
finance journals. Whether you plan to become an invest-
ment professional, or simply a sophisticated individual
investor, you will find these skills essential.

Zvi Bodie
Alex Kane
Alan J. Marcus
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Organization of the Eighth Edition

Essentials of Investments, Eighth Edition, is intended
as a textbook on investment analysis most applicable for a
student’s first course in investments. The chapters are written
in @ modular format to give instructors the flexibility to either
omit certain chapters or rearrange their order. The highlights

in the margins describe updates for this edition.

This part lays out the general framework for the invest-
ment process in a nontechnical manner. We discuss the
major players in the financial markets and provide an
overview of security types and trading mechanisms.
These chapters make it possible for instructors to assign
term projects analyzing securities early in the course.

Updated to reflect market developments during the credit/
crisis, such as the demise of the investment banks, new _—"|
restrictions on short-selling, and turmoil in the markets —___|
for short-term instruments and money market funds.

Includes excerpts from the “Code of Ethics and Stan-
dards of Professional Conduct” of the CFA Institute.

This part contains the core of modern portfolio theory.
For courses emphasizing security analysis, this part —|
may be skipped without loss of continuity.

All data are updated and available on the Web through
our Online Learning Center at www.mhhe.com/bkm.
The data are used in new treatments of risk manage-
ment and Value at Risk.

Introduces simple in-chapter spreadsheets that can be
used to compute investment opportunity sets and the
index model.

Includes greater focus on the use of factor and index
models as a means to understand and measure various
risk exposures.

— Part ONE
ELEMENTS OF INVESTMENTS 1

/1
2

PORTFOLIO THEORY

Investments: Background
and Issues 2

Asset Classes and Financial
Instruments 23

;a Securities Markets 52
4 Mutual Funds and Other Investment
Companies 83
-Part TWO

108

5

6
7

8

IR TR LR

Contains new discussion of asset price bubbles in
the context of market efficiency.

Contains extensive treatment of behavioral finance
and provides an introduction to technical analysis.

Risk and Return: Past
and Prologue 109

Efficient Diversification 145

Capital Asset Pricing and Arbitrage
Pricing Theory 189

The Efficient Market Hypothesis 228 |

Behavioral Finance and Technical
Analysis 260




This is the first of three parts on security valuation.

Part THREE
DEBT SECURITIES 286

Includes considerable new material on credit default
swaps and systemic risk.

: y Contai dsheet material on durati d

10 Bond Prices and Yields 287 c:nv:)l:ils RS SRS DR SRt 81
ty.

i1 Managing Bond Portfolios 329 This part is presented in a “top-down” manner,

starting with the broad macroeconomic environment

before moving to more specific analysis.

Part FOUR

AIRITY ANALYSIS 362

Discusses how international political developments
have had major impacts on economic prospects.

12 Macroeconomic and Industry
Analysis 363

13 Equity Valuation 394
14 Financial Statement Analysis 435

Contains free cash flow equity valuation models as
well as a discussion of corporate earnings manage-
ment strategies.

Contains new coverage of the debate over mark-to-

market accounting and its ramifications for the market

crash of 2008.
Part FIVE

G T _ S This part highlights how these markets have become
DERIVATIVE MARKETS 47¢ bt

crucial and integral to the financial universe and are
major sources of innovation.

15 Options Markets 474 _ , _
Offers thorough introduction to option payoffs,

16 Option Valuation 509 . strategies, and securities with embedded options.
17 Futures Markets and Risk Includes in-chapter spreadsheet material on the Black-
Management 543 ; Scholes model and estimation of implied volatility.
| This part unifies material on active management and
Part SIX is ideal for a closing-semester unit on applying theory

ACTIVE INVESTMENT to actual portfolio management.
MANAGEMENT 6577 ‘

Provides evidence on international correlation and
19 Globalization and International — the benefits of diversification.
Investing 610

24 Taxes, Inflation, and Investment | Employs extensive spreadsheet analysis of the inter-
s Strate;; 671 : action of taxes and inflation on long-term financial
y strategies.




Chapter Objectives

Each chapter begins with a summary of
the chapter objectives, providing students
with an overview of the concepts they
should understand after reading the chapter.
A chapter overview follows.

T T

After Studying This Chapter You Should Be Able To:

Define an investment.

Distinguish between real assets and financial assets.

Describe the major steps in the construction of an investment portfolio.

Identify major participants in financial markets.

Identify types of financial markets and recent trends in those markets.

Chapter Overview
Each chapter begins with a brief narrative
to explain the concepts that will be covered
in more depth. Relevant Web sites related to
chapter material can be found on the book
Web site at www.mhhe.com/bkm. These
sites make it easy for students to research

hat constitutes a satisfactory
investment portfolio? Until the
early 1970s, areasonable answer

would have been a Federally insured bank
savings account (a risk-free asset) plus a risky
portfolio of U.S. stocks. Nowadays, investors
have access to a vastly wider array of assets
and may contemplate complex portfolio strat-
egies that may include foreign stocks and
bonds, real estate, precious metals, and col-

expected return and the risk of the entire
portfolio. To guide us in forming reasonable
expectations for portfolio performance, we will
start this chapter with an examination of vari-
ous conventions for measuring and reporting
rates of return. Given these measures, we turn
to the historical performance of several broadly
diversified investment portfolios. In doing so,
we use a risk-free portfolio of Treasury bills
as a benchmark to evaluate the historical

topics further and retrieve financial data
and information.

performance of diversified stock and bond

lectibles. Even more complex strategies may

Key Terms in the Margin

Key terms are indicated in color and defined \
in the margin the first time the term is used.

A glossary is available on the book Web site
at www.mhhe.com/bkm.

stop order

Trade is not to be executed
unless stock hits a price limit.

Therefore, investors interested in larger trades face an effective spread greater than the nomi-
nal one since they cannot exccute their entire trades at the inside price quotes.

Until 2001, when U.S. markets adopted decimal pricing, the minimum possible spread was
“one tick,” which on the New York Stock Exchange was $/4 until 1997 and $4. thereafter.
‘With decimal pricing, the spread can be far lower. The average quoted bid-ask spread on the
NYSE is less than 5 cents.

Stap orders are similar to limit orders in that the trade is not to be executed unless the
stock hits a price limit. For stop-loss orders, the stock is to be sold if its price falls below a
stipulated level. As the name suggests, the order lets the stock be sold to stop further losses
from accumulating. Similarly, stop-buy orders specify that a stock should be bought when its
price rises above a limit. These trades often accompany short sales (sales of securities you
don’t own but have borrowed from your broker) and are used to limit potential losses from
the shon position. Short sales are dlscussed in greater detail later in this chapter. Figure 3.5
th f tmdu i

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 end sheets for convenient

reference.

be necessary to provide an after-tax return equal to that of municipals. To derive this value, .
we set after-tax yields equal and solve for the equivalent taxable yield of the tax-exempt bond. |
This is the rate a taxable bond would need to offer in order to match the after-tax yield on the
tax-free municipal.

(-1 =nr, (2.1)
or

r=-—"- (2.2)




On the Market Front Boxes

L : Current articles from financial publications
MARKET FRO‘ T, : such as The Wall Street Journal are featured
; as boxed readings. Each box is referred to
within the narrative of the text, and its real-
world relevance to the chapter material is
clearly defined.

MONEY MABKET FUNDS
AND THE CREDIT CRISIS OF 2008
Money markst funds are mutual funds that invest in the short-term mmmmmnwmmwm

manths. Their biggest investments tend to be in commercial 3 the outflows were

but they aiso hold sizable fractions of thair portfofios In certificates of However, the turmall in Wall Strest's money market funds had
agreements, and Tr securities, Because aeady spiled over into “Main Streat.” Fearing further investor

of this very consarvative money market funds redemptions, money market funds had become afraid to commit

typically experience extremely iow price risk. investors for their part funds even over short periods, and their demand for commercial

wmw“wmmmm MIB,IM on those markats as a major source of short-term finance to fund
But when Lehman ¥ from salaries to inventories. Further break-
Brothers filed for bankruptcy on September 15, 2008, sev- dawn in the money marksts would have had an immediats crippling
eral funds that had invested heavily in its commercial suffered sffact on the broad economy, Within days, the Federal government
money. Pput forth its first pian to spend $700 billon 1o stabiize the credit

markets.

Concept Checks
These self-test questions in the body of

_ the chapter enable students to determine
S e e whether the preceding material has been
bl e understood and then reinforce understanding
' before students read further. Detailed
Solutions to the Concept Checks are found

at the end of each chapter.

In February 2008, Microsoft offeed 10 buy Yahoo! by paying it curtent sharsholders $31 for each Numbered Ex.amples .
it ot et s  coradrte i 01 g s g‘f;:gm kit Numbered and tltlefi examples are integrated
o et 4t g i o o ! s P s in each chapter. Using the worked-out solu-

tions to these examples as models, students
can learn how to solve specific problems
step-by-step as well as gain insight into
general principles by seeing how they

are applied to answer concrete questions.

the board, Yang fend off both Microsoft inJuly, k d 10 end the proxy
fight in return for three seats on the board to be heid by his allies. But the 11-person board was still

by current Yahoo!'s share price, which had risen to $29 a share dur-
ing thy ions, fell back to 1 & share. Given the difficutty that a weli-known
billionaire faced in defeating a determined and entrenched management, it is no wonder that proxy




Excel Integration

Excel Applications

Since many courses now require students to perform
analyses in spreadsheet format, Excel has been inte-
grated throughout the book once again. It is used in
examples as well as in this chapter feature which
shows students how to create and manipulate spread-
sheets to solve specific problems. This feature starts
with an example presented in the chapter, briefly

discusses how a spreadsheet can be valuable for inves-

tigating the topic, shows a sample spreadsheet, and
then directs the student to the Web to work with an

interactive version of the spreadsheet. The student can

obtain the actual spreadsheet from the book’s Web
site (Wwww.mhhe.com/bkm); available spreadsheets

are denoted by an icon. As extra guidance, the spread-
sheets include a comment feature that documents both

inputs and outputs. Solutions for these exercises are
located on the password-protected instructor site only,
so instructors can assign these exercises either for
homework or just for practice.

Excel application spreadsheets are available for the
following:

. Performance Measures

Chapter 3: Buying on Margin; Short Sales

Chapter 6: Efficient Frontier for Many Stocks

Chapter 7: Estimating the Index Model

Chapter 11: Immunization; Convexity

Chapter 15: Options, Stock, and Lending; Straddles
and Spreads

Chapter 17: Parity and Spreads

Chapter 19: International Portfolios

Spreadsheet exhibit templates are also available for
the following:

Chapter 5: Spreadsheet 5.1

Chapter 6: Spreadsheets 6.1-6.6
Chapter 10: Spreadsheets 10.1 & 10.2
Chapter 11: Spreadsheets 11.1 & 11.2
Chapter 13: Spreadsheets 13.1 & 13.2
Chapter 16: Spreadsheet 16.1
Chapter 21: Spreadsheets 21.1-21.10

The Excel model “Performance Measures” calculates all of the performance measures discussed in this
chapter. The model available on our Web site is built to allow you to compare eight different portfolios and to
rank them on all measures discussed in this chapter.

(3 065 NG el | i il T M G

e}cel AT e 7]

Please visit us at
www.mhhe.com/bkm

Treynor

| Return | Devi
2800

| Measure |




o ComeCf Select problems are avallable in McGraw-Hill PROBLEM SETS
i Gonnect. Please see the packaging options of
the preface for more information,
Ll
1. What are the differences between equity and fixed-income securities?
2. Whatis the difference between a primary asset and a derivative asset?
3. What is the difference between asset allocation and security selection?
For Problems 20-22, download the Spreadsheet of Table 5.3: Rates of return,
1 1926-2008, from www.mbthe,com/bkm.

20. Calculate the same subperiod means and standard deviations for small stocks as %"
Table 5.5 of the text provides for large stocks.

. Have smallstocks provided better eward-o-volatlity ratios than lare stocks? N vt e ot
b. Do small stocks show a similar higher dard deviation in the earliest subperiod as
Table 5.5 documents for large stocks? i
' 21. Convert the nominal retums on both large il stocks to real rates. ;_*0
Table 5.5 using real rates instead of excess retums. Compare the results to those of Pleass visit us at
Table 5.5. i

22. Repeat the previous problem for small stocks and compare with the results for nominal
rates.

CEA Problems

1. A portfolio of nondividend-paying stocks earned a geometric mean return of 5.0% ’\\
between January 1, 2003, and December 31, 2009. The arithmetic mean return for the CFAs
same period was 6.0%. If the market value of the portfolio at the beginning of 2003 was \\E{/OBLEMS
$100,000, what was the market value of the portfolio at the end of 20097

2. Which of the following statements about the standard deviation is/are true? A standard
deviation:

a. ls the square root of the variance.

b. s denominated in the same units as the original data.

¢. Can be a positive or a negative number.

y f\\X)ARi)

Use dm (rom the Standard & Poor’s Market Insight Database n
www.ml to answer the

1. Select the Company tab and enter ticker symbol RRD. Click on the Company Profile in
the Compustat Reports section. What kind of firm is Donnelley & Sons?
2. Open :he S&P Stock Report for Donnelley. How many shares of the company’s stock are
How many are there? Is Insider Activity rated as unfavorable,
neutral, or favorable?
3. Open the most recently available Proxy Statement for Donnelley (under the EDGAR.
heading). Locate the section that describes the stock ownership. How many total shares
are held by directors and officers? Approximately what percentage is this of the total
number of shares outstanding?
Look at the Executive Compensation section, which lists data for executives” salaries
and other benefits. How much of each executive’s compensation is in the form of stock
awards? How much is in the form of option awards? Compare these numbers with the
executives’ salaries.
Scroll down further in the Proxy Statement to see what other kinds of benefits executives
received. What of benefits are listed in this section?

>

w

Goto Inthe gstar Tools section, * Which fund has the lowest turmover ratio? Which has the
cick on the link for the Mutual Fund Screener. Set the criteria you highest?
desire, then click on the Show Results tab. If you get no funds
that meet all of your critena, choose the criterion that is least
important to you and relax that constraint. Continue the process
until you have several funds to compare.

1. Examine all of the views available In the drop-down box menu
(Snapshot, Performance, Portfolio, and Nuts and Bolts) to
answer the following questions:

* Which fund has the best expense ratio?
* Which funds have the lowest Morningstar Risk
ting?

« Which fund has the longest manager tenure? Which has
the shortest?

« Do you need to eliminate any of the funds from considera-
tion due to @ minimum initial investment that is higher than
you are capable of making?

2. Based on what you know about the funds, which one do you
think would be the best one for your investment?

3. Select up to five funds that are of the most interest to you. Click
on the button that says Score These Results. Customize the

Problem Sets

We strongly believe that practice in solving
problems is a critical part of learning invest-
ments, so we provide a good variety. New to
this edition, we separated the questions by
level of difficulty: Basic, Intermediate, and
Challenge.

Excel Problems

Select end-of-chapter questions require the
use of Excel. These problems are denoted
with an icon. A template is available at the
book Web site www.mhhe.com/bkm.

CFA Problems

We provide several questions from recent
CFA exams in applicable chapters. These
questions represent the kinds of questions
that professionals in the field believe are
relevant to the practicing money manager.
Appendix B, at the back of the book, 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.

S&P Problems

Relevant chapters contain several problems
directly related to Standard & Poor’s Educa-
tional Version of Market Insight. Because of
our unique relationship with S&P, students
have access to this remarkable database.
Problems are based on market data provided
by 1,000 real companies to gain better
understanding of practical business situa-
tions. The site is updated daily to ensure

the most current information is available.

WebMaster Exercises

A great way to allow students to test their
skills on the Internet. Each exercise consists
of an activity related to practical problems
and real-world scenarios.



Supplements

FOR THE INSTRUCTOR

Instructor’s Resource CD
ISBN-13: 9780077245993 ISBN-10: 0077245997
This comprehensive CD contains all of the following instructor supplements. We have

compiled them in electronic format for easier access and convenience. Print copies are
available through your McGraw-Hill representative.

Instructor’s Manual

Prepared by Tim Manuel, University of Montana, this instructional tool provides an inte-
grated learning approach revised for this edition. Each chapter includes a Chapter Over-
view, Learning Objectives, and Presentation of Material that outlines and organizes the
material around the PowerPoint Presentation.

Test Bank

Prepared by Edward Zajicek, Winston-Salem State University, the Test Bank contains
more than 1,200 questions and includes over 300 new questions. Each question is ranked
by level of difficulty (easy, medium, hard), which allows greater flexibility in creating a
test. A computerized format for Windows is also available.

Computerized Test Bank

A comprehensive bank of test questions is provided within a computerized test bank pow-
ered by McGraw-Hill’s flexible electronic testing program, EZ Test Online (www.eztestonline.
com). You can select questions from multiple McGraw-Hill test banks or write your own,
and then either print the test for paper distribution or give it online. This user-friendly
program allows you to sort questions by format, edit existing questions or add new ones,
and scramble questions for multiple versions of the same test. You can export your tests
for use in WebCT, Blackboard, PageOut, and Apple’s iQuiz. Sharing tests with colleagues,
adjuncts, and TAs is easy! Instant scoring and feedback is provided and EZ Test’s grade
book is designed to easily export to your grade book.

PowerPoint Presentation System

These presentation slides, also developed by Tim Manuel, contain figures and tables from
the text, key points, and summaries in a visually stimulating collection of slides. These
slides follow the order of the chapters, but if you have PowerPoint software, you may
customize the program to fit your lecture.

Solutions Manual
Matthew Will, University of Indianapolis, prepared detailed solutions to the end-of-chapter
problems.

ONLINE SUPPORT

Online Learning Center

www.mhhe.com/bkm

Find a wealth of information online! At this book’s Web site instructors have access to
teaching supports such as electronic files of the ancillary materials. Students have access




to study materials created specifically for this text, and much more. All Excel spread-
sheets, denoted by an icon in the text, are located at this site. Links to the following sup-
port material, as described below, are also included.

Related Web Sites

A list of suggested Web sites is provided for each chapter. To keep them up-to-date, the
suggested sites as well as their links are now provided online. Each chapter contains spe-
cific sites of particular use.

Excel Templates

There are templates for selected spreadsheets featured within the text, as well as the ones
featured among the Excel Applications boxes. Select end-of-chapter problems have also
been designated as Excel problems, in which there is a template available for students

to solve the problem and gain experience using spreadsheets. Each template can also be
found at the book’s Web site and is denoted by an icon.

Standard & Poor’s Educational Version of Market Insight
McGraw-Hill/Irwin has partnered exclusively with Standard and Poor’s to bring you the
Educational Version of Market Insight. This rich online resource provides six years

of financial data for 1,000 companies in the renowned COMPUSTAT ® database.

S&P problems can be found at the end of relevant chapters of the text.

Wall Street Survivor

Students receive free access to this Web-based portfolio simulation with a hypotheti-
cal $100,000 brokerage account to buy and sell stocks and mutual funds. Students can
use the real data found at this site in conjunction with the chapters on investments.
They can also compete against students around the United States. This site is powered
by Stock-Trak, the leading provider of investment simulation services to the academic
community.



