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Preface

Writing five editions of a textbook that attempts to survey all aspects of in-
vestments management gives one some perspective. The experience has led
me to conclude that the rate of change in the level of sophistication and the
number of new products in investments is increasing. As you review the changes
I have felt obliged to make in the fifth edition simply to keep the book current,
the basis for my conclusion will become clear.

CHANGES IN THIS FIFTH EDITION

This fifth edition has been more substantially changed than any previous re-
vision of Investments: Analysis and Management. These changes take several
forms. The most important and far-reaching change is the incorporation of
arbitrage concepts into more chapters. In addition to a whole chapter entitled
Arbitrage Pricing Theory (APT), the law of one price, which forms the basis
for arbitrage, is invoked in discussing bonds, stocks, options, futures, and
international investing. The implications of APT are omnipresent.

The October 1987 stock market crash is another topic that pops up throughout
the fifth edition. This historic event is a classic example of undiversifiable
market risk discussed in the chapters on law, stock valuation, technical anal-
ysis, options (used to create portfolio insurance), futures, and international
markets.

The global nature of investing also appears in a number of chapters. Figure
1-1 starts the coverage by illustrating the international scope of the October
1987 stock market crash. The divergent nature of the stock markets in 23
different countries is summarized in Table 3-9 after being discussed in the
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chapter about securities markets. Global mutual funds are described in the
chapter about investment performance evaluation. In addition, there is an entire
chapter entitled ‘‘International Investing.”

The market development that I find particularly striking is the large number
of new investment products. Portfolio insurance, exotic new kinds of options
that have been embedded into various securities, stock index arbitrage, dedi-
cated pension funds, procedures to alter the convexity of a fixed income port-
folio, financial futures, options on futures, numerous synthetic positions that
can be created in different ways, asset-backed securities that have different
tranches, junk bonds, indexed portfolios—none of these was in existence when
the first three editions of this book were written. These new products create
complicated and exciting new investing opportunities and new job openings for
students of investing. For the authors of investments textbooks, they create
added work—and a refreshing sense of excitement.

The fifth edition also delves deeper into option theory than previous editions.
An improved presentation of binomial option pricing, the mechanics of creating
a protective put in order to establish portfolio insurance, and an explanation
of how to value common stock by treating it as a call option on a leveraged
company are among the examples of new option theory material.

ORGANIZATIONAL CHANGES

As in previous editions, most parts of the early chapters of the book (Chapters
2 through 7) may be skipped by those who present an advanced, theory-oriented
course. I have endeavored to make the different sections and chapters of this
book stand independently. This permits instructors to choose and reorder the
chapters and thus tailor-make a course. I have substantially reorganized other
aspects of this edition as well. Unlike the previous editions, Chapter 1 has been
written so that even the most advanced readers should benefit from it. Fur-
thermore, the theoretical backbone of the book is introduced earlier than in
previous editions—Chapters 8 through 11 inclusive introduce hedging, arbi-
trage, portfolio theory, the capital asset pricing model, and APT. This sets the
stage for all of the new material that is introduced in the later chapters.

TEACHING AIDS

I have created several kinds of new teaching aids for those who use the fifth
edition. Every chapter now has a number of new end-of-chapter essay questions
and/or problems. An average of 10 nontrivial numerical problems at the end
of each chapter were added to give students practice in solving such problems.
The Instructor’s Manual contains detailed solutions to all of these problems.
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In addition, students can find the answers to the numerical problems following
Chapter 25 of this book. The Instructor’s Manual also contains a bank of test
questions—at least 10 true-false and 10 to 20 multiple-choice questions for
every chapter. Some chapters also contain cases or other teaching aids. At-
tractive illustrations that can be used to create photocopies to hand out in class
or transparencies for an overhead slide projector are also included in the In-
structor’s Manual.

Hand-held calculators have become more powerful and cheaper. As a result,
each year more professors tell me they are teaching their investments students
how to use these handy devices. In response to the growing demands of these
folks, Professor Richard Taylor and I have created end-of-the-book Appendix
E, entitled “‘Investment Analysis with Hand-Held Calculators.”’

USING COMPUTERS

This book does not call for the use of a computer; it is not tied to computers
in any way. But, for those who want to use computers, McGraw-Hill provides
an incredible amount of valuable data and software. These computer supplies
are available free of charge to adopters of Investments: Analysis and Man-
agement, 5 ed. This software is easy to use; none of it is copy-protected. It is
all menu-driven, so no computer experience is required. An end-of-book ap-
pendix describes the different kinds of data and software available.
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