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CF
CML
cov,,

DM
EBIT
EMH

EPS

ER)

FVIF
FVIFA
FX

HPR
HPY

FRrREQUENTLY USED SYMBOLS

beta coefficient, a measure of an asset’s
systematic riskiness.

call option value.

capital asset pricing model.

cumulative average residuals.

cash flow; CF, is cash flow in period .
capital market line.

the covariance of the returns between assets
iand j.

dividend per share of stock; D; is dividend
per share during period ¢.

deutschemark (German currency).
earnings before interest and taxes.
efficient market hypothesis.

earnings per share.

the expected return; E(R,) is the expected
return during period .

futures contract delivery price.

future value.

future value interest factor for a lump sum.
future value interest factor for an annuity.
foreign exchange.

geometric mean.

growth rate in earnings, dividends, or stock
prices.

hedge ratio.

holding period return.
holding period yield.
rate of inflation.

required rate of return.

P/E
PPP
PV
PVIF

PVIFA

Tij

ROA
ROE

YT™M

pound (United Kingdom currency).

price of a share of stock or put option; P, is
the current price.

the price/earnings ratio.
purchasing power parity.
the present value.

the present value interest factor for a
lump sum.

the present value interest factor for an
annuity.

the correlation coefficient between assets
iand .

the rate of return on a risk-free asset.
return on assets.

return on equity.

the fraction of a firm’s earnings retained
rather than paid out. It is equal to (1 — D/E),
where DJE is the ratio of dividends (D) to
earnings (E).

security market line.

summation sign (capital sigma).

standard deviation (lowercase sigma).
covariance between returns for security

i and j.

tax rate.

time when used as a subscript (e.g., D,—the
dividend in year ¢).

time to expiration.

the value of an asset; V; is the value of
asset J.

option exercise price.
yen (Japanese currency).

yield to maturity.
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Preface

INTENDED
MARKET

KEY FEATURES
OF THE FIFTH
EDITION

The pleasure 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
knowledge but also the excitement that you feel for the subject. In addition, writing about
investments brings an added stimulant because the subject can affect the reader during his
or her entire business career 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 learn 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 opportunities become
available.

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

Preparing this fifth 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
financial instruments, and trading practices. Second, as mentioned in the prior edition,
capital markets have become global. Consequently, very early in the book we present the
compelling 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 completely integrated treatment is to ensure that you leave this course with a com-
pletely global mindset on investments that will serve you well into the twenty-first century.

This text is addressed to both graduate and advanced undergraduate students who are
looking for an in-depth discussion of investments and portfolio management. The presenta-
tion of the material is intended to be rigorous and empirical, without being overly quantita-
tive. 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 fifth edition of Investment Analysis and Portfolio 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.



XVIIl  PREFACE

MAJOR CONTENT
CHANGES IN THE
FIFTH EDITION

First, the fifth edition maintains its unparalleled international coverage. Investing knows
no borders, and although the total integration of domestic and global investment opportuni-
ties 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, conven-
tions, and techniques even more compelling. Sections of chapters that deal with interna-
tional topics are designated by this icon @ for easy identification.

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 completely rewritten to provide an even more intuitive, clear discus-
sion of the different 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
section on “Developments in Investment Theory.” We kept this placement from the previ-
ous edition because we are still committed to the philosophy that every investments student
needs to be exposed to the basics of derivative instruments, markets, and usage. Our
Chapter 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, we have reordered Chapter 10, “Extensions and Testing of Asset Pricing Theo-
ries,” to follow immediately after the introductory chapter on asset pricing models. We felt
that instructors who wanted to teach this chapter would do so in this order, not as a final
chapter as it appeared in the previous edition.

Fourth, we have added many new questions and problems to the end-of-chapter material,
including a significant number of CFA exercises, to provide more student practice on execut-
ing basic computations and then applying them to more sophisticated investment problems.

Finally for the fifth edition, we have added two new chapters, Chapter 2, ““Asset Alloca-
tion,” and Chapter 22, ““Equity Portfolio Management Strategies.” The addition of both of
these chapters reflects our commitment to the application of investment concepts through
the creation of portfolios and their management.

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 2 A new chapter on global asset allocation describing the portfolio management process
and matching investors’ goals with investment strategies

Chapter 3 Increased description of international bond markets and an in-depth discussion of real
estate instruments, such as REITs and CREFs

Chapter 4 Discussion of emerging national markets in such countries as China and Hungary. A

summary description of developed and emerging markets
Chapter 5 Description of the Brinson Partners Global Security Market Index and a full update on
bond market indexes. A summary description of dozens of indexes from around the world
Chapter 6 Detailed section on obtaining bond information. Expanded discussion of new online
information sources



