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A Note from the Authors . . .

The past three decades witnessed rapid and profound
change in the investment industry as well as a financial
crisis of historic magnitude. The vast expansion of finan-
cial markets during this period was due in part to innova-
tions 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 advances in the
theory of investments.

Yet the crisis was also rooted in the cracks of these
developments. Many of the innovations in security design
facilitated high leverage and an exaggerated notion of
the efficacy of risk transfer strategies. This engendered
complacency about risk that was coupled with relax-
ation 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 finan-
cial markets. We devote considerable attention to recent
breathtaking changes in market structure and trading
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 effi-
ciency 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
woven into the text.

This text also places greater emphasis on asset
allocation than most other books. We prefer this emphasis
for two important reasons. First, it corresponds to the
procedure 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 important than specific security-selection
decisions in determining overall investment perfor-
mance. 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. We
provide a systematic collection of Excel spreadsheets that
give you tools to explore concepts more deeply. These
spreadsheets are available as part of the Connect resources
for this text and provide a taste of the sophisticated ana-
lytic 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 as well as CFA-style ques-
tions 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 Tenth Edition

Essentials of Investments, Tenth Edition, is intended as a.
textbook on investment analysis most applicable for a student’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
and important features in this edition.

This part lays out the general framework for the
investment process in a nontechnical manner. We Part ONE
discuss the major players in the financial markets

and provide an overview of security types and trad- ELEMENTS OF INVESTMENTS 1
ing mechanisms. These chapters make it possible for

instructors to assign term projects analyzing securi- 1 Investments: Background

ties early in the course. / and Issues 2

Includes sections on securitization, the roots of the _— 2 Asset Classes and Financial

financial crisis, and the fallout from the crisis. Instruments 26

Extensive coverage of the rise of electronic markets, 3 Securities Markets 54

algorithmic and high-speed trading, and changes in 4 Mutual Funds and Other Investment

market structure. Companies 84

Greater coverage of innovations in exchange-traded

Tatds. _~Part TWO

This part contains the core of modern portfolio theory. PORTFOLIO THEORY 109

For courses emphasizing security analysis, this part
may be skipped without loss of continuity.

5 Risk and Return: Past
and Prologue 110

Efficient Diversification 147

6
treatments of risk management and tail risk. /
7 Capital Asset Pricing and Arbitrage
8
/ ?

All data are updated and available on the web through
the Connect resources. The data are used in new

Introduces simple in-chapter spreadsheets that can be Pricing Theory 192

used to compute investment opportunity sets and the
index model. The Efficient Market Hypothesis 232

Introduces single-factor as well as multifactor models. Behavioral Finance and Technical
Updated with more coverage of anomalies over time/ Afialysis 1264
Contains extensive treatment of behavioral finance

and provides an introduction to technical analysis.



Part THREE /‘/;

DEBT SECURITIES 289

. /
10 Bond Prices and Yields 290

11 Managing Bond Portfolios 334

Part FOUR
SECURITY ANALYSIS 369

Py

12 Macroeconomic and

Industry Analysis 370/
13 Equity Valuation 402

14 Financial Statement Analysis 443

Part FIVE
DERIVATIVE MARKETS 483

15 Options Markets 484 \

16 Option Valuation 519
17 Futures Markets and \

Risk Management 557

Part SIX

ACTIVE INVESTMENT
MANAGEMENT 591

18 Portfolio Performance ______———

Evaluation 592

This is the first of three parts on security valuation.

Includes material on sovereign credit default swaps.

Contains spreadsheet material on duration and
convexity.

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-

nomic prospects.

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

Includes a top-down rationale for how ratio analysis
can be organized to guide one’s analysis of firm
performance.

This part highlights how these markets have become
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.

Extensive introduction to risk-neutral valuation
methods and their implementation in the binomial
option-pricing model.

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

Rigorous development of performance evaluation
methods.



Pedagogical Features

Learning Objectives

Each chapter begins with a summary of the
chapter learning objectives, providing students
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

Each chapter begins with a brief narrative to
explain the concepts that will be covered in more
depth. Relevant websites related to chapter mate-
rial can be found in Connect. These sites make

it easy for students to research topics further and
retrieve financial data and information.

Key Terms in the Margin
Key terms are indicated in color and defined in

Learning Objectives

ou learned in Chapter 1that the pro-
cess of building an investment port-
folio usually begins by deciding how

much money to allocate to broad classes of
assets, such as safe money market securities
or bank accounts, longer-term bonds, stocks,
or even asset classes such as real estate or
precious metals. This process is called asset
allocation. Within each class the investor then
selects specific assets from a more detailed
menu. This is called security selection.

which options and futures trade.

short-term, marketable, liquid, low-risk debt jii
securities. Money market instruments some- ‘
times are called cash equivalents, or just cos
for short. Capital markets, in contrast, includs
longer-term and riskier securities. Securities |
the capital market are much more diverse than i
those found within the money market. For this |
reason, we will subdivide the capital market §
into three segments: longer-term debt mar-
kets, equity markets, and derivative markets in |

Publicly Traded Companies

When a private firm decides that it wishes to raise capital from a wide range of investors, it
may decide 1o go public. This means that it will sell its securities to the general public and

allow those investors to freely trade those shares in established securities markets. The first
initiat public offering (IPO)  issue of shares to the general public is called the firm’s Initial public offering (IPO). Later,
First public sale of stock by s the firm may go back to the public and issue additional shares. A seasoned equity offering is
formerly private campany. the sale of additional shares in firms that already are publicly waded. For example, a sale by
Apple of new shares of stock would be considered a seasoned new issue.

the margin the first time the term is used. A full
list of key terms is included in the end-of-chapter
materials.

One way of comparing bonds is to determine the interest rate on taxable bonds that would |
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. \

Numbered Equations

Key equations are called out in the text and identi-
fied by equation numbers. These key formulas are
listed at the end of each chapter. Equations that are
frequently used are also featured on the text’s end r=-In @22 |
sheets for convenient reference.

l=0=r, @) |

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 yiclds and tax rates.

\\

Il



THE LIBOR SCANDALS

LIBOR was designed initially as a survey of interbank lending rates
but 5000 beceme & key delerminant of shoritom inerest iates
wilh far-ceaching sigrificance. Around $380 trilon of derivatives
contracts fiavee payolfs tied to I, and several iifion dollars of luans
and bonds with floating interest rates linked 1o LIBOR are currently
outstanding. LIBOR Is quoted for oans in several curencies, such
as the dolar, e, euro, and UK, pound, and for maturities ranging
from a diy ta & yeat, afthough three months is the mast common.
However, LIBOR Is ot 3 rale al which 8clusl /ansactions oceur;
instead, s Just 8 suvey of "estimated” borrowing rates, and this has
made It winerable to manipulation. Seversl large banks are asked
10 repart e rate at which they bellove they can borrow in the infer-
bank mafket. Outhers are trmmed from the sample of responses,
and LBOR is calculated e the average of the mic-ange estimates.
Ovet time, several problems surfaced. First, It sppesred that
many banks understated the rates at which they claimed they
sould borow n an effort to make themselves ook financially
stranger. Other surveys that asked for estimates of the rates
at which othwr banks could borfow resulted |n higher valles
Moreover, LIBOR did niot seem to reflect curment market cond-
tions. A majorty of LIBOR submissions were unchanged from
day to day even when other interest rates fluctuated, and LIBOR

N NN
spreads showed surprisingly low comrslation with other measures
of creoit risk such es spreads on crecit default swaps. Even worse,
onice the markel came Under scritiny, It emerged that participat-
Ing banks wete calluding 1o marilpulate iheir LIBOR submissions
o enhance profits on thew denvatives trades. Traders used emails
and instant messages to lell each other whether they wanted (o
se6 higher or lower submissions, Members of this Informal cartel
essentially set up a “favor bank” to help each oter move the
survey average up or down depending on thelr 1rading positions

To date, around $4 bilion In fines have been paid: UBS paid
$1,52 bilion, Rabobank $1.07 billon, Royal Bank of Scotland
$612 million, Barclays $454 millian, and Lioyds $370 million, Other
banks remain under investigation. But government fines may ta
only the 1ip of the Icaberg. Privatis lawsults are aiso possible, as
anyone trading & LIBOR derlvative against these banks of anyone
who participated 1n a loan with an Inierest tate tied to LIBOR can
claim to have been harmed

Severai refarms have been suggested and some have been
Implemented. The Brltish Bankers Association, which unti recently
18n the LIBOR survey, yieided responsibliity for LIBOR to Briish
regulators. LIBOR quates n less aclive currencies and maturiies;
whera collusion is easier, have bean eliminatec. More substartive
PIODOSaIS WoUId (eplaces thes survery fate wih ofie based on actual,
verifiatie transaciions—ihat (s, real loans among banks.

CONCEPT Reconsider companies XYZ and ABC from Concept Check Question 2.4. Calculate the percent-
q age change In the market value-weighted index. Compare that to the rate of return of a portfolio

that halds $500 of ABC stock for every $100 of XYZ stock (i.e., an index portfolio).

W 7o ustrate how value-weighted indexes are computed, look again at Teble 2.3. The final value of

= all outstanding stock in our two-stock universe Is $690 million. The (nitial value was $600 million.
Value-Weighted Indexes ~ Therefore, If the initial level of a market value-welghted index of stocks ABC and XYZ were sel
equal to an arbitrarlly chosen starting value such as 100, the index vaiue at year-end would be
100 x (690/600) = 115, The increase in the index would reflect the 15% return eamed on a portfolio
consisting of those two stocks held in propartion to outstanding market values.

Unlike the price-weighted index, the vallse-weighted index gives more weight lo ABC. Whereas |
Ine price-weighted index fell because |t was dominated by higher-price XYZ, the value-weighted |f
Index rose because it gave more weight to ABC, the stock with the fiigher total market value.

Note also from Tables 2.3 and 2.4 that market value-welghted Indexes are unaffected by stock
spits The total market value of the outstanding XYZ stock increases from $100 million to $110 million 1
regardiess of the stock spit, thereby rendering the split irfelevant to the performance of the Indes

On the Market Front Boxes

Current articles from financial publications such as
The Wall Street Journal are featured as boxed read-
ings. 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 students 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 solutions 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.



EXcel Integration

Excel Applications

Since many courses now require students to perform
analyses in spreadsheet format, Excel has been integrated
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 student to the web to work with
an interactive version of the spreadsheet. The spreadsheet
files are available for download in Connect; available
spreadsheets are denoted by an icon. As extra guidance,
the spreadsheets 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: -

Chapter 3:
Chapter 7:
Chapter 11:
Chapter 15:

Buying on Margin; Short Sales
Estimating the Index Model
Immunization; Convexity

Options, Stock, and Lending;
Straddles and Spreads

Parity and Spreads

Performance Measures;
Performance Attribution

Chapter 17:
Chapter 18:

Spreadsheet exhibit templates are also
available for the following:

Chapter 5:
Chapter 6:
Chapter 10:
Chapter 11:
Chapter 13:
Chapter 16:

Spreadsheet 5.1
Spreadsheets 6.1-6.6
Spreadsheets 10.1 & 10.2
Spreadsheets 11.1 & 11.2
Spreadsheets 13.1 & 13.2
Spreadsheet 16.1

EGCIELE
APPLICATIONS
b4 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
This spreadsheet is trade using no borrowed funds.
available in Connect
A B C D E F (3 ]
]
Action or Formula_| Ending | Returnon Endin g |[Return with
for Column B___| St Price | Investment St Price | No Margin
| 4_|initial Equity Investment $10,000.00 Enter data —42.00% ~19.00%
Amount Borrowed $10,00000| _ (B4/B10)—BA $20.00 —122.00% 60| —59.00%
Tnitial Stock Price $50.00 Enter data 25.00] —102.00% 25 ~49
| 7_|Shares Purchased 400 4/B10)/B6 3000 -8200% 30.00f —39.00%
| 8_|Ending Stock Price $40.00 Enter data 35.00] -—62! 3500{ ~—29.00%
Cash Dividends During Hold Per. $0.50 Enter data 40.00] —42.00% 4000] -19.00%
0 |Initial Margin Percentage 50.00% Enter data 4500| —22.00% 4500]  —9.00%
111 |Maintenance Margin Percentage 30.00% Enter data 50.00]  —2.00% 50.00 1
|12 S500|  18.00% 5500] 11,
|73 |Rate on Margin Loan 8.00% Enter data 60,00 38.00% 60,00 21.00%
|14 |Holding Period in Months 6 Enter data 65.00 58.00% 65.00] 31.00%
15 7000| _ 78.00% 7000] 41
[ 16 |Return on Investment 75.00]  98.00% 7500|514
Capital Gain on Stock —$4,00000| _ B7'(B8-B6) 80.00|  118.00% 8000| _ 6100%
Dividends 200.00 B7°BS
[19 | Interest on Margin Loan 00.00| B5'(B14/12)'B13
Net Income —$4,20000| B17+B18—B19 LEGEND:
|21 initial Investment $10,000.00 B4 Enter data
Retur on lnvestment —42.00% B20/B21 Value calculated

Excel Questions
1.

margin loans.

eriod? (i) $40, (i (iii) $60.

) $50

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

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




End-of-Chapter Features

Select problems are available in McGraw-Hill’s
Connect. Please see the Supplements
section of the book’s frontmatter for more information.

PROBLEM SETS

1. In forming a portfolio of two risky assets, what must be true of the correlation coefficient
between their returns if there are to be gains from diversification? Explain. {LO &-1)

2. When adding a risky assel to a portfolio of many risky assets, which property of the

15, You can find a spreadsheet containing the historic returns presented in Table 5.2 in ”
Connect. (Look for the Chapter 5 material.) Copy the data for the last 20 years into -
anew spreadsheet. Analyze the risk-return trade-off that would have i Tenpiniessee
portfolios constructed from large stocks and long-term Treasury bonds over the last 20 in Connect

years. What was the average rate of return and standard deviation of each asset? What
was the correlation coefficient of their annual returns? What would have been the aver-
age return and standard deviation of portfolios with differing weights in the two assets?

10. A market order has:  (LO 3-2)
a. Price inty but ot
b. Both price uncertainty and execution uncertainty.
¢ Execution uncertainty but not price uncertainty.
11. Where would an illiquid security in a developing country most likely trade?  (LO 3-3) |
a. Broker markets,
b, Electronic crossing networks,
¢ Electronic limit-order markets.

SCMWESER

AFLAR)

SCHWESLR

CFA Problems
1. The following multiple-choice problems are based on questions that appeared in past
CFA examinations.
a. A bond with a call feature:  (LO 10-4)
(1) Is attractive because the immediate receipt of principal plus premium produces a
high return,
(2) Is more apt to be called when interest rates are high because the interest saving will
be greater.
(3) Will usually have a higher yield to maturity than a similar noncallable bond,
(4) None of the above.

CFAs\
Q(’UBI -EMS

1. Go to finance.yahoo.com, and enter the ticker symbol DIS (for Walt Disney Co.) in the
Look Up box. Now click on SEC Filings and look for the link to Disney's most recent
annual report (its 10-K). Financial tables are available from the Summary link, and
Disney’s full annual report may be obtained from the EDGAR link. Locate the company's
Consolidated Balance Sheets and answer these questions:

a. How much preferred stock is Disney authorized to issue? How much has been issued?
b. How much common stock is Disney authorized to issue? How ‘many shares are cur-
rently outstanding?
¢ Search for the term “Financing Activities.” What is the total amount of borrowing
listed for Disney? How much of this is medium-term notes?
Wi debt isney i

WEB masier

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
arranged questions by level of difficulty.

Excel Problems

Select end-of-chapter questions require the
use of Excel. These problems are denoted
with an icon. Templates and spreadsheets are
available in Connect.

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 ques-
tion 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
practical problems and real-world scenarios.



| Supplements

MCGRAW-HILL CONNECT

Less Managing. More Teaching. Greater Learning.
McGraw-Hill Connect is an online assignment and
assessment solution that connects students with the tools
and resources they’ll need to achieve success.

McGraw-Hill Connect helps prepare students for their
future by enabling faster learning, more efficient studying,
and higher retention of knowledge.

McGraw-Hill Connect Features

Connect offers a number of powerful tools and features to
make managing assignments easier, so faculty can spend
more time teaching. With Connect, students can engage
with their coursework anytime and anywhere, making the
learning process more accessible and efficient. Connect
offers you the features described below.

Simple Assignment Management

With Connect, creating assignments is easier than ever, so
you can spend more time teaching and less time managing.
The assignment management function enables you to:

« Create and deliver assignments easily with selectable
end-of-chapter questions and test bank items.

« Streamline lesson planning, student progress report-
ing, and assignment grading to make classroom man-
agement more efficient than ever.

« Go paperless with the eBook and online submission
and grading of student assignments.

Smart Grading

When it comes to studying, time is precious. Connect
helps students learn more efficiently by providing feed-
back and practice material when they need it, where they
need it. When it comes to teaching, your time also is pre-
cious. The grading function enables you to:

« Have assignments scored automatically, giving students
immediate feedback on their work and side-by-side
comparisons with correct answers.

«  Access and review each response; manually change
grades or leave comments for students to review.

« Reinforce classroom concepts with practice tests and
instant quizzes.

Instructor Library

The Connect Instructor Library is your repository for
additional resources to improve student engagement
in and out of class. You can select and use any asset
that enhances your lecture.

This library contains information about the book and
the authors, as well as all of the instructor supple-
ments for this text, including:

« Instructor’s Manual Revised by Nicholas
Racculia, St. Vincent College, 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.

« Solutions Manual The Solutions Manual, care-
fully revised by the authors with assistance from
Marc-Anthony Isaacs, contains solutions to all
basic, intermediate, and challenge problems found
at the end of each chapter.

« Test Bank Prepared by Lynn Leary-Myers,
University of Utah, and Matthew Will,
University of Indianapolis, 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. The Test Bank is assignable within
Connect and available as a Word file or
within EZ Test Online.

« PowerPoint Presentations These presentation
slides, developed by Nicholas Racculia, 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.
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