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Preface

A Note from the Authors ...

On Friday, March 24, 2006, the market went simply gaga over Google, Inc., the Mountain
View, California-based provider of free Internet search and advertising services. At the open,
Google soared a whopping $26.73 (7.8 percent). What favorable operating news would cause
investors to pile into Google despite the fact that the company was trading at a stunning
75 times prior year earnings? Interestingly, there was none.

Traders snapped up shares of Google on the news that the Internet search company would be
added to the Standard & Poor’s 500 Index. Funds that track the S&P 500 needed to buy Google
because a company’s prominence in the index is determined by the value of shares available to the
public. In the case of Google, a big chunk of shares aren’t publicly available. Instead, they are held
as a separate class by founders Larry Page and Sergey Brin and other insiders. The information
S&P first provided on Google left many Wall Streeters thinking that the company would go into
the S&P 500 Index as if all its shares—including the ones held by insiders—were freely floating.
However, insider shares aren’t counted. Instead of needing to buy about 28 million shares, index
funds needed to add only 18.8 million shares. When S&P corrected the misimpression, a flurry
of selling resulted and Google’s share price backed off 1.2 percent. One week later, index-related
buying had pushed Google’s share price up 14.1 percent from the preannouncement level.

Such wild gyrations simply don’t happen in a fully efficient market. Google cannot be described
as a poorly covered, generally misunderstood, and thinly capitalized company. Google’s business
strategy and stock market valuation (a whopping $108.7 billion) have been front-page fodder for
analysts and market pundits since the company went public in August 2004. Like the tech-stock
bubble collapse of 20002004, Google’s recent history proves that stock prices don’t always
reflect a sensible and rational evaluation of a company’s long-term earnings power.

While Google’s stock market history illustrates that investors are not always rational, it does
not prove that the market is wildly inefficient, nor does it prove that all investors are crazy. In
fact, it is very difficult to earn above average returns. Over the past five years, S&P reports
that the indexes have outperformed 65.4 percent of large-cap mutual funds, 81.3 percent
of mid-cap funds, and 72.4 percent of small-cap funds. Talented, hardworking pros find it
difficult to consistently beat the averages. When they do, it is often not by enough to cover
management fees and transaction costs. For the typical investor, index investing is a prudent
long-term investing strategy. Indexing is so easy and sensible for the average investor that
one wonders why so many prefer high-cost and poorly performing mutual funds. In fact, the
psychological biases of many small investors explain why they speculate on high-risk stocks
such as Google and hire expensive financial advisors to help them choose among high-cost
and poorly performing mutual funds in their retirement accounts. Similarly, psychological
biases explain why naive investors tend to favor index funds with excessive expenses and/or
engage in foolish market timing strategies.

To understand the markets for stocks, bonds, real estate, and other assets, investors need to
know more than the economic underpinnings of financial assets. They also need to be aware
of investor psychology and know how biases can undermine investment success. Investments:
Analysis and Behavior is the first textbook to integrate exciting new developments from
the field of behavioral finance in a comprehensive and balanced introduction to the field of
investments. We hope you like it!

Mark Hirschey John Nofsinger



Structure of This Text

Objectives
This text should help you accomplish the following objectives:
* Develop a clear understanding of the practical implications of financial theory.

® Acquire a framework for understanding the returns on all financial assets including
stocks, bonds, and financial derivatives.

® Gain familiarity with the institutions and language of Wall Street to facilitate the develop-
ment of an effective personal investment strategy.

® Understand and avoid the psychological biases that trip up many investors.

For students seeking a career on Wall Street, this text gives essential background in financial
theory and practice. For all students, this text shows how financial theory and analysis can be
used to gain understanding of financial markets and point to the solution for crucial investment
decision problems.

Throughout the text, the emphasis is on the practical application of financial theory to
understand the field of investments. It is vitally important to avoid the all-too-common trap of
focusing on knowable but unimportant facts. For example, a student might learn with precision
the hours of operation of the New York Stock Exchange (NYSE), number of securities offered
for sale on the NYSE, and intricate details of the NYSE specialist system but have no facility
whatsoever about how to value individual securities. The knowledgeable student of investments
is one who comes to appreciate how investments perform and why they perform as they do.

Topic Development

The test of financial theory, or any theory in business, lies in its ability to explain real-world
behavior. This text highlights the complementary relation between financial theory and
investment practice. Financial theory is used to understand the experience of seasoned and
novice investors alike. The study of practical experience is also important because it leads
to the development of better theory. Good theory explains and predicts successful practice.
Concepts such as compound interest, the risk-return relationship, and diversification have
endured because they are useful. Yet these tools seldom are implemented effectively because
of investor emotions and psychological biases. Our knowledge of behavioral finance has
expanded since the first edition and so has our treatment of it in the second one. Also, we have
added many new end-of-chapter problems to each chapter to increase student opportunities to
practice the concepts.

Chapter 1, “Introduction,” describes the basic tools of the investment trade. Investors
need to know how theory leads to practical strategies that can protect and build wealth for
themselves and for others. A practical understanding of investment theory includes an ability to
recognize how human emotions and psychological biases sometimes lead to poor decisions.

Chapter2,“Equity Markets,” explains interesting institutional aspects of Wall Street, including
the organization of securities markets and financial regulation. The use and interpretation of
popular stock market indexes, such as the Dow Jones Industrial Average, are also covered.

More specific information on Wall Street products and processes appears in Chapter 3,
“Buying and Selling Equities.” Types of investor accounts and the procedures for buying
and selling equity securities, including tax consequences, are discussed. Acquiring good
information is important, but successful investors must have the theoretical framework to
convert information into knowledge. Successful investors also need to understand and avoid
human emotions and psychological biases that can cause investment mistakes.

Chapter 4, “Risk and Return,” focuses on the fundamental idea that there is no “free
lunch” on Wall Street. The price of higher expected return is greater anticipated volatility. This
chapter shows how investment return and risk are measured, how they are related, and how



these concepts are employed to create diversified portfolios. Pitfalls to be avoided include an
irrational focus on short-term price movements and the failure to base investment decisions
on sensible future expectations.

The idea that stocks are priced in a market environment where buyers and sellers rationally
value the firm’s future earnings prospects is explored in Chapter 5, “Asset Pricing Theory and
Performance Evaluation.” The conceptual framework provided by asset pricing theory gives
the background necessary to fairly evaluate investment practice and portfolio performance.
Interestingly, traditional pricing models sometimes fail to predict risk and return relationships.
Consequently, these models have been expanded to incorporate behavioral finance theory to
improve their usefulness.

The notion that financial markets are perfectly efficient is perhaps the most talked-about
concept in the field of investments. It is also a controversial one. Chapter 6, “Efficient-Market
Hypothesis,” explores this fundamental idea. Evidence that supports the EMH is carefully
explored, as is evidence that seems to refute it. On the whole, it is clear that while financial
markets are vigorously competitive, they still involve elements of inefficiency, investor bias,
and emotion.

Chapter 7, “Market Anomalies,” highlights interesting deviations from the predictions
of conventional pricing theory and the efficient-market hypothesis. Information about stock
market anomalies is useful because it clarifies both the strengths and the limitations of
traditional theory and points the way to better theory. Theory and evidence from the field of
behavioral finance often help explain such anomalous real-world behavior.

Chapter 8, “Psychology and the Stock Market,” describes how insights from psychology
and the study of human emotions can help us better understand investor behavior. Theories
from the field of behavioral finance, such as prospect theory, mental shortcuts, mental
accounting, self-deception, and social influences, are explained and illuminated. This is a
new, exciting, and rapidly evolving field in the study of investment analysis and behavior.

For many, common stock analysis is the most exciting topic covered in investments.
Chapter 9, “Business Environment,” starts a multi-chapter, stock valuation, top-down
approach that describes the macroeconomic setting and competitive environment of the firm.
Indicators of investor and consumer sentiment are also discussed, as are a number of important
topics in corporate governance.

Then Chapter 10, “Financial Statement Analysis,” shows how the financial condition and
operating performance of a company are assessed. Key measures of profitability, firm size,
and growth are considered as useful indicators of fundamental value. The strengths of these
measures combine to determine the economic value of the firm and the level of investor
confidence.

Chapter 11, “Value Stock Investing,” explores the vital role played by basic economic
considerations in common stock valuation. Firm valuation is seen to depend on fundamental
economic trends, earnings, dividends, and growth opportunities. Value investors follow a
contrarian investment philosophy in which they look for bargains among unpopular stocks.

Chapter 12, “Growth-Stock Investing,” illustrates the characteristics of a growing business
and examines the concept of “growth at a reasonable price.” Investors are sometimes overly
enthusiastic about growth stocks because they incorrectly extrapolate past performance into
the future. Investment analysts also tend to favor growth stocks and can affect investors with
their optimistic biases.

Investors sometimes try to gauge the direction of stock prices using technical indicators
designed to measure short-term demand and supply conditions. Chapter 13, “Technical
Analysis,” describes the charts and indicators used. Technical analysis is a controversial
subject in academia and on Wall Street because little empirical evidence exists to suggest
that it is consistently profitable. Still, it is worth asking why investors are drawn to graphical
analysis.

Fixed-income securities are the subject of Chapter 14, “Bond Instruments and Markets,”
and Chapter 15, “Bond Valuation.” Too many investors know too little about fixed-income
securities. The recent problems in the mortgage market have illustrated that the credit market
rivals the stock market in size and economic importance, and it merits careful investor attention.



xii

Bond types, risk characteristics, and bond trading dynamics are important considerations for
the knowledgeable investor. Informed investors are also familiar with important fixed-income
concepts, such as duration and convexity.

Chapter 16, “Mutual Funds,” covers the basics of mutual fund investing including open-
end and closed-end mutual funds, exchange-traded funds, and hedge funds. These managed
investment portfolios offer long-term attractive ways for participating in stock and bond
markets. Unfortunately, investors succumb to the same profit-reducing human emotions
and psychological biases when choosing mutual funds as they do when choosing stocks. In
addition, mutual fund managers have incentives and biases that can adversely impact their
investment decisions.

Chapter 17, “Global Investing,” discusses investment opportunities and investor strategies
in the global economic environment. The growing importance of global risks and return
opportunities and the explosion of tools available to access global investment opportunities
merit special attention. As in domestic markets, behavioral finance offers insights that are
useful when studying investor preferences and behavior in a global investment environment.

Finally, this text turns its attention to the fascinating world of financial derivatives and
tangible investment opportunities. Chapter 18, “Option Markets and Strategies,” explores
the development of option markets, option concepts, and trading methods. The theoretical
foundations of option pricing, notably the Black-Scholes option pricing model, are investigated
as useful means for option pricing. Chapter 19, “Futures Markets,” traces the development
of financial derivative markets for agricultural commodities, natural resources, and financial
instruments. Common economic features of financial derivatives, the law of one price, and
the notions of hedging and speculation are carefully evaluated. Investors looking for a broad
range of investment alternatives may also seek opportunities in real estate and other tangible
assets, such as gold. Chapter 20, “Real Estate and Tangible Assets,” gives an introduction to
valuation and pricing dynamics in these asset classes.



Supplements

Online Learning Center

A wealth of information is available online at www.mhhe.com/hirschey2e. Students will
have free access to study materials specifically created for this text, such as these.

For the Student

Online Quizzes A quick way to review concepts presented in the chapter, 10 multiple-
choice questions for each chapter are included to effectively practice solving problems
related to specific chapter content.

Excel Templates Each spreadsheet corresponds to an end-of-chapter problem, denoted
via an Excel icon that allows the student to work through the problem using Excel.

For the Instructor

You will have access to all of the material that students can view but will have password-
protected access to teaching supports such as electronic files of the ancillaries, most of which
the authors have developed.

Instructor’s Manual This instructional tool includes sample syllabi, chapter overviews,
video suggestions, and copies of the PowerPoint Presentation to reference.

Solutions Manual This ancillary provides detailed solutions to the end-of-chapter
problems that have been class tested by the authors to ensure accuracy.

Test Bank Revised by Khaled Abdou, Pennsylvania State University at Berks, this
ancillary contains hundreds of questions closely linked with the text material to provide a
variety of question formats (true/false, multiple choice, and essay) and levels of difficulty
to meet your testing needs.

PowerPoint Presentation System These slides start with chapter objectives and contain
figures, tables, key points, and summaries from the text in a four-color electronic format
that you may customize for your own lectures.

DVD 0073363650 McGraw-Hill/Irwin has produced a series of 10-minute finance
videos that are case studies on topics such as financial markets, bonds, portfolio manage-
ment, derivatives, foreign exchange, and more.

xiii
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