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The plcasure of authoring a textbook comes from writing about a subject that you enjoy
and find exciting. As an author, you hope that you can pass on to the reader not only knowl-
edge but also the excitement that you fecl for the subject. In addition. writing about invest-
ments brings an added stimulant because the subject can affect the reader during his or her
entire business carecr and beyond. We hope what readers derive from this course will help
them enjoy better lives through managing their resources properly.

The purpose of this book is to help you learn how to manage your money so that you will
derive the maximum benefit from what you earn. To accomplish this purpose, you need to
lcarn about the investment alternatives that are available today and, what is more important,
to develop a way of analyzing and thinking about investments that will remain with you in
the years ahead when new and different investment opportunitics become available.

Because of its dual purpose, the book mixes description and theory. The descriptive ma-
terial discusses available investment instruments and considers the purpose and operation
of capital markets in the United States and around the world. The theoretical portion details
how you should evaluate current investments and futurc opportunities to develop a portfo-
lio of investments that will satisfy your risk—return objectives.

Preparing this sixth edition has been challenging for two reasons. First, many changes
have occurred in the securities markets during the last few years in terms of theory, new fi-
nancial instruments, and trading practices. Second, as mentioned in prior editions, capital
markets have become global. Consequently, very early in the book we present the com-
pelling case for global investing. Subsequently, to ensure that you are prepared to function
in this new global environment, almost every chapter discusses how investment practice or
theory is influenced by the globalization of investments and capital markets. This com-
pletely integrated treatment is to cnsure that you leave this course with a completely global
mindset on investments that will serve you well in the 21st century.

This text is addressed to both graduate and advanced undergraduatc students who are look-
ing for an in-depth discussion of investments and portfolio management. The presentation
of the material is intended to be rigorous and empirical, without being overly quantitative.
A proper discussion of the modern developments in investments and portfolio theory must
be rigorous. The detailed discussion of numerical empirical studies reflects the belief that
it is essential for our theories to be exposed to the real world and be judged on the basis of
how well they help us understand and explain reality.

When planning the sixth edition of Investment Analysis and Porifolio Management, we
wanted to retain its traditional strengths and capitalize on new developments in the invest-
ments area to make it the most comprehensive investments textbook available.

First, the sixth cdition maintains its unparalleled international coverage. Investing
knows no borders, and although the total integration of domestic and global investment op-
portunities may seem to contradict the need for separate discussions of international issues,
it in fact makes the need for specific information on non-U.S. markets, instruments, con-
ventions, and techniques even more compelling. Sections of chapters that deal with inter-
national topics are designated by this icon & for easy identification.
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Second, today’s investing environment includes derivative securities not as exotic
anomalies but as standard investment instruments. We felt that Investment Analysis and
Portfolio Management must reflect that situation. Consequently, our four chapters on de-
rivatives have been rewritten to provide an even more intuitive, clear discussion of the dif-
ferent instruments, their markets, valuation, trading strategies, and general use as risk
management/return enhancement tools.

The introductory derivatives chapter appears early in the book as Chapter 11 in the sec-
tion on “Developments in Investment Theory.” We kept this placement from the previous
edition because we are still committed to the philosophy that every investments student
necds to be exposed to the basics of derivative instruments, markets, and usage. Our Chap-
ter 11 provides this overview.

For instructors who want to get into more detail on derivative pricing, valuation, and
strategies, we have three separate chapters near the end of the book. Chapter 23 discusses
forwards and futures contracts first, before options, because typically investors consider
forward/futures positions before they turn to options to hedge risk. Chapter 24 then covers

'option contracts, which are variations of forwards and futures. Part 4 concludes with a

chapter on swaps, warrants, convertibles, and structured notes. Chapter 25 is an in-depth
discussion of these more “advanced” derivative types.

Third, Chapter 10, “Extensions and Testing of Asset Pricing Theories,” follows imme-
diately after the introductory chapter on asset pricing models. We felt that instructors who
wanted to teach this chapter would do so in this order.

Fourth, we have added many new questions and problems to the end-of-chapter mater-
ial, including a significant number of CFA exercises through the 1999 exam, to provide
more student practice on executing computations to more sophisticated investment prob-
lems. These are designated by the CFA @ icon.

WEB SITE LISTINGS To reflect the growing use of the World Wide Web as a learn-
ing tool and a source of information, each chapter contains an annotated list of the Web sites
that relate to the chapter’s topic. Students will want to “surf the net” using these applications
to gain further insight into the practice of investments and the textbook discussions.

The text has been thoroughly updated for currency. In addition to these time-related revi-
sions, we have also made the following specific changes to individual chapters:

Chapter 3 Includes results of a new study of risk—return results and correlations
among domestic and foreign capital market assets through 1997.

Chapter 4 Contains a new discussion and presentation showing the numerous merg-
ers and affiliations taking place among equity markets in the United States
and around the world.

Chapter 7 Includes a discussion of studies that examined the price-earnings/growth
rate (PEG) ratios and how useful they are for selecting stocks. Also in-
cludes a discussion of new evidence that indicates that the prevailing mon-
etary policy environment has had a significant impact on stock prices
directly, but also influences how other variables affect stocks. Contains an
expanded discussion of the implications of the EMH results for ggalysts
and portfolio managers. S

Chapter 11 Includes greatly expanded coverage of the basic payoffs and traﬂjmg me-
chanics of forwards, futures, and options, with new examples based cm;%ﬁ
tual market data. Also contains a substantially revised section on§ mg
derivatives to manage portfolio risk.

ge p ,ﬁf g
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Chapter 12

Chapter 13

Chapter 14

Chapter 15

Chapter 16

Chapter 17

Chapter 18

Chapter 19

Contains a discussion of a new example company —the Walgreen Com-
pany —that continues into the industry and company analysis. Also con-
siders the effect of leases on financial risk ratios.

Includes a major addition to the equity valuation section, where we con-
sider two major approaches to equity valuation (discounted cash-flow
techniques and relative vaiusation techniques). Subsequently, there is a spe-
cific discussion of why and-when to use each of the approaches followed
by a description and discussion of each of the cash-flow and relative val-
uation techniques.

Includes a discussion of several recent studies that have found that mone-
tary policy and the monetary environment have an impact on stock re-
turns. Also discusses new studies that indicate that the relationship
between stock returns and other variables such as size and price-to-book
value are also affected by the ease or tightness of monetary policy.
Contains a discussion and detailed presentation regarding the recently cre-
ated Treasury Inflation Protected Securities (TIPS). Also contains an up-
dated presentation on the issuance of high-yield bonds using 144A issues
that have come to dominate the high-yield bond market.

Includes bond valuation using a single discount rate and valuation using
prevailing spot rates. There is an expanded discussion of option-adjusted
duration that considers the duration of the noncallable bond and bonds
with embedded options. The section on effective duration is dramatically
modified and expanded to include effective convexity and provides de-
tailed computations of effective duration and convexity based on a bond
pricing model. We show effective duration-yield curves and effective
convexity—yield curves for option-free, callable, and putable bonds. Also
we introduce empirical duration that can be used for other assets including
common stock. Because of some shortcomings of the “traditional” yield
spread, we discuss and demonstrate how to calculate static yield spreads.
Finally, there is a new discussion on option-adjusted spreads (OAS), and
we present the steps involved in estimating the OAS for a specific bond.
Contains the results from a recent study that demonstrates the very com-
petitive risk-adjusted performance for various bonds compared to other
capital assets during the period 1980-1997.

Includes an expanded analysis of the aggregate market that follows from
the presentation in Chapter 13, which introduced the two general ap-
proaches to equity valuation and the several techniques that flow from
these approaches. The cash-flow techniques are employed to compute spe-
cific estimates of value for the S&P 400 Index. In addition, we compute
and analyze relative valuation ratios for the market including price-to-
earnings, price-to-book value, price-to-cash-flow, and price-to-sales.

Contains a new discussion of the business cycle and its effect on alterna-
tive industry sectors, as well as a consideration of structural economic
changes and the impact that these changes have on various industries.
Again, we apply the several valuation techniques included in the two val-
uation approaches to the retail drugstore industry. This includes using a
two-stage, free cash-flow growth model and the relative valuation ratios
with comparisons to similar ratios for the aggregate market. A new appen-
dix to the chapter discusses an article that considers how the analysis of
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Chapter 20

Chapter 22

Chapter 23

Chapter 24

Chapter 25

Chapter 26

Chapter 27
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the components of the return on assets for an industry provides insights
into the competitive strategy for the industry.

Includes a valuation of Walgreen Company using several present-value-
of-cash-flow models including two-stage growth models. Also, examines
the several relative valuation ratios for Walgreen and compares the com-
pany ratios to comparable market and industry ratios. The growth com-
pany valuation model section is reorganized to integrate value-added
models, such as economic value added (EVA) and the sales franchise
model with the traditional growth company models, to show how they are
similar and provide insights to each other.

Contains a new discussion on the merits of passive versus active asset
management. Also includes extensive new sections that explain growth
versus value investing, that introduce and illustrate the topic of Style
Analysis, and that present Asset Allocation strategies. There is also a re-
vised section on using derivatives with equity portfolios.

Includes revised examples throughout the chapter emphasizing actual
market data, and revised sections on the mechanics of futures trading and
on index arbitrage.

Contains an extensive new section on exotic options, plus extensive revi-
sions to the section on the binomial option pricing model and the option
strategies section. There are also revised discussions of the role volatility
plays in option valuation and trading and of option trading fundamentals.
Finally, an extended discussion of the Black-Scholes model in practice is
included.

Includes a revised discussion of the interest-rate-swap valuation, an ex-
panded and revised discussion of convertible bonds and structured notes,
and a revised section on using swaps to manage portfolio risk.

Has been expanded (and retitled) to cover all forms of professional asset
management, instead of just covering mutual funds. Included is an exten-
sive new section comparing the various forms of private and public pro-
fessional asset management, with examples of practices at specific firms,
and a new section evaluating the benefits of mutual funds, along with new
material on mutual fund objectives. There is alsa an extensive new section
on ethics and regulation in the professional asset management industry,
which includes discussions of soft dollars and compensation arrange-
ments. Finally, the chapter contains revised examples of mutual fund
structure and performance using actual market data.

Includes extensive new sections on peer group comparisons, on the in-
formation ratio performance measure, and on reporting investment
performance, including a discussion of time-weighted versus dollar-
weighted returns and AIMR’s Performance Presentation Standards. The
chapter also contains updated examples of performance measurement
using actual market data and a revised treatment of bond portfolio
measurement.

The preparation of the sixth edition provided the opportunity to enhance the supplement
products offered to instructors and students who use Investment Analysis and Portfolio
Management. The result of this examination is a greatly improved package that provides
more than just basic answers and solutions. We are indebted to the supplement writers who
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devoted their time, energy, and creativity to making this supplement package the best it has
ever been.

THE INSTRUCTOR’S MANUAL AND TEST BANK  The /nstructor’s Manual
and Test Bank, written by Jeanette Diamond at the University of Nebraska at Omaha, con-
tains a brief outline of each chapter’s key concepts and equations that can be easily copied
and distributed to students as a reference tool. The Test Bank includes an extensive set of
new questions and problems and complete solutions to the testing material.

For instructors who would like to prepare their exams via computer, The Dryden Press
will provide a Microsoft Word diskette with the complete Test Bank for easy test compilation.

THE SOLUTIONS MANUAL This separate volume, which can be purchased by
students if instructors wish, contains all the answers to the end-of-chapter questions and so-
lutions to end-of-chapter problems. Again, Jeanette Diamond was ever diligent in the
preparation of these materials, ensuring the most error-free solutions possible.

LECTURE PRESENTATION SOFTWARE A comprehensive set of slides in
PowerPoint are available. Each chapter has a self-contained presentation that covers all the
key concepts, equations, and examples within the chapter. The files can be used as is for an
innovative, interactive class presentation. Instructors who have access to Microsoft Power-
Point can modify the slides in any way they wish, adding or deleting materials to match
their needs.

STUDY GUIDE A student Study Guide, prepared by David Leahigh of King’s College,
includes the following for each chapter: a reference outline of definitions and equations; a
brief concept outline; extensive exercises, including true-false, fill-in-the-blank, multiple-
choice, and short-answer questions; a set of problems that provide additional practice; and
answers to all of these exercises. The Study Guide is an excellent resource for all students
wanting additional information and practice.

WEB SITE A book-specific Web site contains useful downloadable ancillary and re-
source materials for instructors and students. You can access it at www.harcourtcollege.com.

The Dryden Press will provide complimentary supplements or supplement packages to
those adopters qualificd under our adoption policy. Please contact your sales representative
to learn how you may qualify. If as an adopter or potential user you receive supplements
you do not need, please return them to your sales representative or send them to:

Attn: Returns Department
Troy Warehouse

465 South Lincoln Drive
Troy, MO 63379
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