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A Note From the Authors ...

The year 2012 capped three decades of rapid and pro-
found change in the investment industry as well as a
financial crisis of historic magnitude. The vast expansion
of financial markets over recent decades 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 communication -

and information technology, as well as by advancements in
the theory of investments.

Yet the crisis was rooted in the cracks of these develop-
ments. Many of the innovations in security design facili-
tated high leverage and an exaggerated notion of the
efficacy of risk transfer strategies. This engendered com-
placency about risk that was coupled with relaxation of
regulation as well as reduced transparency that masked the
precarious condition of many big players in the system.

Of necessity, our text has evolved along with financial
markets. We devote increased attention in this edition to
recent breathtaking changes in market structure and trad-
ing technology. At the same time, however, many basic
principles of investments remain important. We continue
to organize the book around one basic theme—that secu-
rity markets are nearly efficient, meaning that you should
expect to find few obvious bargains in these markets.

~Given-what we know about securities, their prices usually
appropriately reflect their risk and return attributes; free
lunches are few and far apart in markets as competitive as
these. This starting point remains a 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
information 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 assef 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 previously
possible. These spreadsheets are available on the text’s
website (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 seeking designa-
tion as a Chartered Financial Analyst (CFA). The CFA
curriculum represents the consensus of a committee of
distinguished scholars and practitioners regarding the core
of knowledge required by the investment professional. We
continue to include questions from previous CFA exams
in our end-of-chapter problems and have added to this
edition new CFA-style questions derived from the
Kaplan-Schweser CFA preparation courses.

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 Ninth Edition

Essentials of Investments, Ninth Edition, is intended
as a textbook on investment analysis most applicable for a stu-
dent’s first course in investments. The chapters are written in a
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 Part ONE
major players in the financial markets and provide an ELEMENTS OF INVESTMENTS 1

overview of security types and trading mechanisms.

These chapters make it possible for instructors to assign 1 Investments: Background and
term projects analyzing securities early in the course. / Issues 2

Updated with major new sections on securitization, the 2 Asset Classes and Financial
roots of the financial crisis, and the fallout from the crisis. Instruments 26

Extensive new sect?ons tha‘t detail the rise. of electronic _L o Securities Markets 54
markets, algorithmic and high-speed trading, and
changes in market structure. L 4 Mutual Funds and Other Investment
Companies 84

Greater coverage of innovations in exchange-traded

funds.

Part TWO .
This part contains the core of modern portfolio theory. ~
For courses emphasizing security analysis, this part may PORTFOLIO THEORY 109 ’

be skipped without loss of continuity. .
! -5 Risk and Return: Past and
All data are updated and available on the web through Prologue 110

our Online Learning Center at www.mhhe.com/bkm.

The data are used in new treatments of risk manage- / 6 Efficient Diversification 148
ment and tail risk. 7 Capital Asset Pricing and Arbitrage
Introduces simple in-chapter spreadsheets that can be / Pricing Theory 193
used to compute investment opportunity sets and the 8 The Efficient Market Hypothesis 234
index model. 4 Behavioral Fi d Teohnical

g I
Includes more coverage of alpha and multifactor models, /9 A:alay‘;l:;ra zslgance et A e
Updated with more coverage of expert networks,

private information, and insider trading issues.

Contains extensive treatment of behavioral finance /

and provides an introduction to technical analysis.

xvi



This is the first of three parts on security valuation.

Part THREE

DEBT SECURITIES 291 3

New material on sovereign credit default swaps.

Contains spreadsheet material on duration and

10 Bond Prices and Yields 292
11 Managing Bond Portfolios 337

Ll

Part FOUR
SECURITY ANALYSIS 371

o ot g2

convexity.

[l

This part is presented in a “top-down” manner, starting
with the broad macroeconomic environment before
moving to more specific analysis.

Discusses how international political developments
/ such as the euro crisis can have major impacts on eco-

12 Macroeconomic and Industry A

Analysis 372 /

13 Equity Valuation 405
14 Financial Statement Analysis 446 -

PartFIVE - —==c o’ Sullig)

DERIVATIVE MARKETS 485

nomic prospects.

Contains free cash flow equity valuation models as well
as a new discussion of the pitfalls of discounted cash
flow models.

~—__ Includes all-new motivation and rationale for how ratio
analysis can be organized to guide one’s analysis of firm
performance.

——— This part highlights how these markets have become

15 Options Markets 486 a0

16 Option Valuation 522
N

17 Futures Markets and Ri
Management 561

Part SIX

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

~——— Offers thorough introduction to option payoffs,
strategies, and securities with embedded options.

'~ Considerable new material on risk-neutral valuation
methods and their implementation in the binomial
option-pricing model.

ACTIVE INVESTMENT
MANAGEMENT 595

This part unifies material on active management and is
ideal for a closing-semester unit on applying theory to
actual portfolio management.

Fully revised development of performance evaluation

i8 Portfolio Performance

Evaluation 596

Globalization and International —
Investing 630

19

methods.

| Provides evidence on international correlation and the
benefits of diversification.

Updated assessment of hedge fund performance and

20
21

Hedge Funds 666
Taxes, Inflation, and Investment __

Strategy 689
22 Investors and the Investment
Process 714

the exposure of hedge funds to “black swans.”

——— Employs extensive spreadsheet analysis of the interaction
of taxes and inflation on long-term financial strategies.

Modeled after the CFA Institute curriculum, also

includes guidelines on “How to Become a Chartered

Financial Analyst.”

xvii



. Pedagogical Features

Learning Objectives

Each chapter begins with a summary of the
chapter learning objectives, providing stu-
dents with an overview of the concepts they
should understand after reading the chapter.
The end-of-chapter problems and CFA
questions are tagged with the corresponding
learning objective.

Chapter Overview

Learning Objectives:

Each chapter begins with a brief narrative to
explain the concepts that will be covered in
more depth. Relevant websites related to
chapter material can be found on the book’s
website at www.mhhe.com/bkm. These sites

make it easy for students to research topics

ou learmed in Chapter 1 that the pro-

cess of buiding an investment port-

follo usually begins by deciding how
much money to aliocate to broad classes of
assets, such as safs monay market securities
or bank accounts, longer-term bonds, stocks.,
or even asset classes such as real estate or
pracious metals, This process is called assat
aocation. Within sach dlass the investor then
selects specific asssts from a more detalled

Money market instruments sometimes are
called cash equivalents, or just cash for short.
Capital markets, in contrast, include longer-term
and riskier securities. Securifies in the capital
market are much miore diversa than those found
within the money market. For this reason, we
will gubdivide the capital market into three seg-
ments: longer-term debt markets, equity mar-
kats, and derivative markets in which optians

menu. This is called security selection. and futures trade,

further and retrieve financial data and
information.

Key Terms in the Margin

Key terms are indicated in color and defined
in the margin the first time the term is used. ~
A full list of key terms is included in the end-
of-chapter materials.

Commercial Paper

‘The typical corporation is a net borrower of both long-term funds (for capital investments)
and short-term funds (for working capital). Large, well-known companies often issue their
own short-term unsecured debt notes directly to the public, rather than borrowing from
banks. These notes are called commercial paper (CP). Sometimes, CP is backed by a bank
line of credit, which gives the borrower access to cash that can be used if needed to pay off the
paper at maturity.

CP maturities range up to 270 days; longer maturities require registration with the Securi-
ties and Exchange Commission and so are almost never issued. CP most commonly is issued
with maturities of less than one or two months in denominations of multiples of $100,000.
Therefore, small investors can invest in commercial paper only indirectly, through money

hommmial paper

Short-term unsecured debt
issued by large corporations.

Numbered Equations

Key equations are called out in the text and
identified by equation numbers. These key
formulas are listed at the end of each chapter.
Equations that are frequently used are also o

featured on the text’s end sheets for conve- . L
nient reference.

One way of comparing bonds is to determine the interest rate on taxable bonds that would
be necessary to provide an after-tax retiirn equal to that of municipals. To derive this value, we
set after-tax yields equal and solve for the equrvalent 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.

—

rl-89=r, 2.1)

(2.2)

Thus, the equivalent taxable yield is simply the tax-free rate divided by 1 — £ Table 2.2 pres-
ents equivalent taxable yields for several municipal yields and tax rates.




MONEY MARKET FUNDS
AND THE FINANCIAL CRISIS OF 2008
Money market funds are mutual funds that invest in the short-term debt

Instruments that comprise the money market. In 2008, these funds had
about $34 trillon. They are required fo hold only

The realization that money market funds were at risk in the credit
crisis led to @ wave of Investor redemptions simillar to & run on a
bank. Only three days after the Lehman bankruptcy, Putman’s Prime
Money Market Fund announced that It was liquidating due to heavy
redemptions. Fearing further outflows, the U.S. Trsasury announced
that it would make federal insurance available to money market
funds willing to pay an insurance fee. This program would thus be
simiar to FDIC bank insurance. Wth the federal insurance in place,
the outfiows were quelled.

However, the turmoll in Wall Street's money market funds had
already spilled over into "Main Street." Fearing further investor

7 o
sk Investors for ther part usually acquie Check-wiiting privieges with
therr funds and often use thern as a dose substifute for a bank account.
This is feasibie because the funds aimost always maintain share value at
$1 and pass along al

28

Unti 2008, only one fund had "broken the buck,” that Is, suffered
losses large snough 10 force value per share below $1. But when
Lehman Brothers filed for baniauptoy protection on September 15,
2008, several funds that had invested heavily in its commercial

money market funds had become afraid to commit
funds even over short periods, and their demand for commercial
paper had effectively dried up. Firms that had been able to boraw
at 2% interest rates in previous weeks now had to pay up to 8%,
and the commercial paper market was on the edge of freezing Up
altogsther. Firms throughout the economy had come to depend on
those markets as a major source of short-term finance to fund
expenditures ranging from salaries o inventories. Further break-
down In the money markets would have had an Immediate Grippiing
effect on the broad economy, Within days, the Federal government
put forth its first plan to spend $700 bilion to stabilize the credit
markets.

CONCEPT
centage change In the market

- M- Reconsider companies XYZ and ABC from Concept Check Question 2.4. Calculate the per-
value-weighted index. Compare that to the rate of return of a
MoﬁoﬂmholdstABGsmformysideYZslod(ﬂya an Index portfolio).

EXAMPLE 2.4 To lustrate how value-weighted Indaxes are computed, look again at Table 2,3, The final value of al

Vialue-Weighted Indexes

outstanding stock in our two-stock universe is $690 million. The initial value was $600 million, Therefors,
f the Initial level of & market value-weightad index of stocks ABC and XYZ were set squal to an arbitrarily
chosen starting value such as 100, the Index value at year-end would be 100 X (690/800) = 115.
The increase in the index would refisct the 15% return earned on a portiolio consisting of those two
stocks heid in proportion to outstanding market values.

Uniike the price-weighted index, the value-weighted Index gives more weight to ABC. Whereas
the price-weighted Index fell because it was dominated by higher-price XYZ, the value-welghted
index rose because It gave more weight to ABC, the stock with the higher total mariet value.

Note also from Tables 2.3 and 2.4 that markst value-weighted Indexes are unaffected by stock
spits. The total merkst valus of the cutstanding XYZ stock increases from $100 million to $110 million
regardiess of tha stock spiit, thereby rendering the split irelevant to the performance of the index,

On the Market Front Boxes

Current articles from financial publications
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.

Concept Checks

These self-test questions in the body of the
chapter enable students to determine whether
the preceding material has been understood
and then reinforce understanding before stu-
dents read further. Detailed Solutions to the
Concept Checks are found at the end of each
chapter.

Numbered Examples

Numbered and titled examples are integrated
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 gen-
eral principles by seeing how they are applied
to answer concrete questions.
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Excel Integration

Excel Applications

Since many courses now require students to perform
analyses in spreadsheet format, Excel has been inte-
grated throughout the book. It is used in examples as
well as in this chapter feature which shows students how
to create and manipulate spreadsheets to solve specific
problems. This feature starts with an example presented
in the chapter, briefly discusses how a spreadsheet can be
valuable for investigating the topic, shows a sample
spreadsheet, and asks students to apply the data to
answer questions. These applications also direct the stu-
dent to the web to work with an interactive version of
the spreadsheet. The student can obtain the actual
spreadsheet from the book’s website (www.mhhe.com/
bkm); available spreadsheets are denoted by an icon. As
extra guidance, the spreadsheets include a comment fea-
ture that documents both inputs and outputs. Solutions
for these exercises are located on the password-protected
instructor site only, so instructors can assign these exer-
cises either for homework or just for practice.

Excel application spreadsheets are available for the
following:

APPLICATIONS <

[ Buying on Margin

Chapter 3: Buying on Margin; Short Sales

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 18: Performance Measures; Performance
Attribution

Spreadsheet exhibit templates are also available  for the
Jfollowing:

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

exce' The Excel spreadsheet model below makes it easy to analyze the impacts of different margin levels and the
= ] _ volatility of stock prices. It also allows you to compare return on investment for a margin trade with a trade
Please visit us at using no borrowed funds.
www.mhhe.com/bkm
B C D E F | 6 | H
|
Action or Formula | Ending | Return on Ending |Return with
for Column B__| St Price | Price] No Margi
Enter data ~19.00%
Ba/B10)-B4 =1 00| —59.00%)
Enter data =y 25, —45.00%!
B4B10) = 30, ~39.00%)
Enter data —231
Enter data =4
Enter data 5 ~i =9,
Enter data = 1.
Enter data :
Enter data = Y &l
7] 3 578056 80,00 ) = B
18 B7°89
i B5*(B14/12)°B13
20 = Bi7+B18-B19 LEGEND:
21 10,000 B4 [ Enter data
22 [Retum on - ] Vatus caiculated|

Excel Questions

loans.

1. Suppose you buy 100 shares of stock initially selling for $50, borrowing 25% of the necessary funds from
your broker; that is, the initial margin on your purchase is 25%. You pay an interest rate of 8% on margin

a. How much of your own money do you invest? How much do you borrow from your broker?
b. What will be your rate of return for the following stock prices at the end of a one-year holding period?
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PROBLEM SETS
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Connect
saction of the book's frontmatter for more information.

& What is the Treynar measure for the Mimnda Fund and the 58P 5002
. What is the Jensen measure for the Miranda Fund?

17. Go to wwwimhbe.com/blm and tisk to the marerial for Chapter 18, where you will
find five of monthly rerarns for two mutaal funds, Vanguard's US. Growth
Fund and U.S. Value Fund, as well as cotresponding retums for the S&P 500 and the
Trewsury-bill rare.  (LO #8-2)

4 Set up a ypreadsheet to calculate each fund's excess rute of return over T-bills in esch

month,

& Caleulate the standard deviation of each find over the five-year period.
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the spreadsheets from Chaprers S and 6 on the Index model.)

d. What were the Sharpe, Jensen, and Treynor measures for each fand?

14. I Primo decides to use return-based style analysis, will the & of the
equation of 3 ymngadﬁmdbelu@:rubwummthnufmmvdy
managed fund? (LO 18-3)
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appears to have 2 positive cutrency allocation effect as well as: (L0 184
= A negative market allocation effect and a positive security allocation effect.
£ A negative murket allocation cffect and 2 negative security sllocation effect.
« A positive market allocution effect and 2 negative security allocation effect.
16, Kelli Blakely is 2 portfolio manager for the Miranda Fund (Mirands), » core lasge-cap
equity fund. The market proxy and benchmark for perf pusposes
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CFA Problerms
1. The following multiple-choice problems ane based on questions that appeared in past
CFA cuminations.
a Abond with « call feature: (L0 70-4)
(1) Tr attractive because the immediate receipt of principal plus premium produces a

high teturn.
{2) 1s more apt to be called when interest rares are high because the interest saving will

be greater.
(3) Will usually have a higher yield to maturity than u similar noncaflsble bond.
(4) None of the shove.

b In which one of the following cases is the bond selling at a discount? (L0 10-2)
(1) Coupon rute is grester than cutrent yield, which is greater than yield to matusity.
(2) Coupon rate, current yield, and yicld to maturity are all the same.

(3) Caupon rate is less than qurrent yield, which is less than yield to maturity.
(4) Coupon rate is lesy than current yield, which is greater than yield to maturity.

¢ Consider a five-year bond with 1 109 coupon selling at # yield to manusity of 8%.
1f interest rates remain constant, ane year from now the price of this bond will
be: {LO 703 3

1. Go to the website of Stundard & Poor's st www.standardundpoors.com. Look for Rating
Services (Find & Rating). Find the ratings on bonds of at jcast 10 companics. Try to choose.
2 sample with a wide ringe of ratings. Then go to a websito such ss money.msn.com or
fmance.yuhoo.com and obtain, for cach firm, as many of the Snancial ratios tabulated in

Table 10.3 25 you can find. What s the relationship between bond ratitig and these ratios®
Can you tell from your saruple which of these ratios arc the more important detenminants
of bond mting?

2. The FINRA operates the TRACE (Trade Reporting and Complisnce Engine) system,
-h;d:mpnmam &mmdnyuﬂaudnuf&dm-uﬁhcon
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appeans. Find the detailed data tables and locute the table with information on issues,
excluding convertible bonds (typlcally Table 1), For each of the last three years, calculare

Problem Sets

We strongly believe that practice in solving
problems is a critical part of learning invest-
ments, so we provide a good variety. We have
separated 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’s website, www.mhhe.com/bkm.

Kaplan-Schweser Problems

Each chapter contains select CFA-style ques-
tions derived from the Kaplan-Schweser
CFA preparation courses. These questions
are tagged with an icon for easy reference.

CFA Problems

We provide several questions from past CFA
exams in applicable chapters. These questions
represent the kinds of questions that profes-
sionals 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.

Web Master Exercises

These exercises are a great way to allow stu-
dents to test their skills on the Internet. Each
exercise consists of an activity related to prac-
tical problems and real-world scenarios.



\

[ Supplements

ONLINE SUPPORT

Online Learning Center

www.mhhe.com/bkm

Find a wealth of information online! At this book’s website
instructors have access to teaching supports such as elec-
tronic files of the ancillary materials. Students have access
to study materials created specifically for this text, and
much more. All Excel spreadsheets, 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.

FOR THE INSTRUCTOR

Instructor’'s Manual

Revised by Catherine Teutsch, University of Denver, this
instructional tool provides an integrated learning
approach revised for this edition. Each chapter includes a
Chapter Overview, Learning Objectives, and Presentation
of Material that outlines and organizes the material
around the PowerPoint Presentation.

Test Bank

Prepared by Maryellen Epplin, University of Central Okla-
homa, 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) and tagged
with the learning objective, the topic, AACSB, and Bloom's
Taxonomy, which allows greater flexibility in creating a test.

Computerized Test Bank

A comprehensive bank of test questions is provided within
a computerized test bank powered 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 col-

leagues, adjuncts, and TAs is easy! Instant scoring and

xxii

feedback are provided, and EZ Test’s grade book is
designed to easily export to your grade book.

PowerPoint Presentation

These presentation slides, developed by Catherine
Teutsch, 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

Fiona Chou, University of California—San Diego, pre-
pared detailed solutions to the end-of-chapter problems.
Students can purchase the Solutions Manual, with
instructor approval, using the ISBN-13: 9780077502249;
ISBN-10: 0077502248. This supplement can also

be packaged with the text. Please contact your
MecGraw-Hill/Irwin representative for additional

information.

FOR THE STUDENT

Related Websites

A list of suggested websites 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
specific 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 prob-
lem and gain experience using spreadsheets. Each tem-
plate can also be found at the book’s website and is
denoted by an icon.

Wall Street Survivor

Students receive free access to this web-based portfolio
simulation with a hypothetical $100,000 brokerage
account to buy and sell stocks and mutual funds.
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