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PREFACE

Preparing this third edition has been challenging for two reasons. First,
many changes have occurred in our securities markets during the last four
years in terms of theory, new financial instruments, and trading practices.
Second, and even more significant, capital markets have become global.
Consequently, almost every chapter in this edition includes a discussion
of how the investment practice or theory is influenced by the globalization
of investments. This treatment is a departure from the traditional approach
of discussing international investing in one chapter.

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 presentation of the material is intended to be
rigorous and empirical, without being overly quantitative. A proper dis-
cussion of the modern developments in investments and portfolio theory
must be rigorous. The detailed discussion of numerous empirical studies
reflects my personal belief that it is essential for our theories to be exposed
to the real world and to be judged on the basis of how well they help us
understand and explain reality. To make room for the most recent studies
and results in this edition, I have condensed some of the older studies
and have deleted a few.

The text has been thoroughly updated. In addition to chapter revisions,
we have also greatly enhanced the problem sets. This edition includes
approximately 70 new problems and 25 new CFA exam questions.
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MAJOR
CHANGES

AND ADDITIONS
IN THE THIRD
EDITION

Chapter 1

Chapter 2

Chapter 3

Chapter 4

Chapter 6

Chapter 10

Chapter 11

Chapter 12

Chapter 13

Chapter 15

Chapter 16

Consideration of the impact of exchange rate risk on
the risk premium.

Discussion of the world bond market and equity mar-
ket, along with a description of bonds and equity in the
United States and the world. Includes discussion of re-
turns on art and antiques and a new appendix on tax
considerations.

Combination of Chapters 3 and 4 of the second edition.
The new appendix includes detailed discussion of the
October 1987 market crash from the Brady Commission
Report. The chapter also includes detailed discussion
of the operation of equity markets in Japan and Lon-
don.

Consideration of major U.S. bond series and a number
of the non-U.S. equity and bond series in addition to
the well-known U.S. equity market indicator series.
More than 25 market indicator series are described.
Discussion of evidence on the efficient market hypothe-
sis (EMH) expanded to consider recent evidence on
the January effect, the day-of-the-week effect, the Value
Line Enigma, and the small-firm anomaly.
Consideration of the world bond market, along with de-
tailed analysis of the operation of bond markets in Ja-
pan, the United Kingdom, and Germany and fixed-in-
come securities available in these countries. The two
bond chapters (10 and 11) have been moved forward
in the book because bonds are often easier to under-
stand than equity securities.

Detailed discussion of not only duration but also con-
vexity.

Use of a new example throughout the chapter based on
Quaker Oats. Includes a three-way component break-
down of the return on equity consistent with the Du-
Pont analysis, a discussion of cash flows relative to
long-term debt and total debt, and a composite sum-
mary analysis that includes Quaker Oats, the food in-
dustry, and the S&P 400 Index. All debt ratios have
been computed with and without deferred taxes.
Analysis of the aggregate U.S. economy and market,
plus an example of an analysis of non-U.S. economies
and security markets. The estimates indicate the differ-
ences among economies and security markets and the
difficulty of this global analysis.

Combination of the company analysis and growth com-
pany analysis.

Discussion of technical analysis includes new tech-
niques, such as the CBOE put-call ratio, speculators’ bull-
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ish stock index futures, stocks above 200-day moving
average, and block uptick-downtick ratio. Also shows
how technical analysis is applied to non-equity mar-
kets, interest rates, and international analysis (non-U.S.
equity markets and exchange rates).

Chapter 17 Discussion on testing the asset-pricing model considers
recent evidence on the CAPM and the continuing con-
troversy on tests and evidence related to the APT.

Chapter 18 Discussion of bond portfolio strategy considers new
developments in active bond portfolio management
(e.g., the analysis of junk bonds), dedication, immuni-
zation, and contingent immunization, along with an ex-
ample of a world bond portfolio allocation strategy.

Chapter 21 Extensive discussion of international and global invest-
ment funds and a new appendix listing these funds.

Chapter 22 New, separate chapter on options, including a detailed
discussion of options on various stock market and in-
dustry indexes. Also includes a discussion of options
on foreign currencies and how these can be used to
hedge the purchase or sale of non-U.S. stocks and
bonds.

Chapter 23 Expanded discussion of warrants and convertibles,
along with consideration of Americus Trusts and for-
eign currency warrants.

Chapters 24 Consideration of the use of futures contracts in pro-

and 25 gram trading, portfolio insurance, and the hedging of
global portfolios for exchange rate risk.

Appendix B The CFA Code of Ethics

The Instructor’s Manual and Test Bank, by Frank K. Reilly and Stan Jacobs,
Central Washington University, contains more than 500 new multiple-choice
questions and problems, with solutions, as well as chapter outlines and
notes, answers to the end-of-chapter questions, a discussion of how to use
the new stock market simulation disk, and suggestions for using the excerpt
from the 1988 Brady Commission report.

The Stock Market Simulation, prepared by Peter Bobko, Guilford Col-
lege, allows students to select a portfolio of securities, track the perform-
ance of the selected portfolio, mutual funds, bonds, and the stock market
over a period of time, and then observe the effects of diversification. The
disk is packaged free with each new copy of Investment Analysis and Port-
folio Management, third edition.

Available for purchase:

Security Analysis for Portfolio Construction and Management, by Wayne E.
Boyet, Nicholls State University, is a software package and workbook that
allows students to input and manipulate data using sophisticated models
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and statistical programs used in investment analysis. An accompanying
manual contains complete instructions for using the disks, with textual
discussions of each program. The package is an ideal supplement to this
text and also suitable for use with any investments text.

Managing Investments: A Case Approach, by Michael A. Berry, The Dar-
den School of the University of Virginia, and S. David Young, Tulane Uni-
versity, contains 36 Harvard-style cases and 10 technical notes. It is ap-
propriate for use either as the core text or as a supplement for investments
courses. Based on real-world problems, the book gives students hands-
on experience in applying theoretical principles and models to decisions
faced by individual investors and portfolio managers. A comprehensive
Instructor’s Manual, which includes detailed teaching notes for the cases,
and a Lotus template disk with data and models to enhance the case
analysis process are available upon adoption of Managing Investments.

So many people have helped me in a myriad of ways that I almost hesitate
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Notre Dame and provided support for my work. Several of my colleagues
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job of updating the tax appendix, which made the “simplified” new tax
laws comprehensible. Shanta Hegde helped a lot on the commodity futures
chapter (Chapter 24) and was almost wholly responsible for the financial
futures chapter (Chapter 25). Kevin Scanlon was my *‘super’ reviewer who
provided rapid turnaround and very insightful suggestions.
Other reviewers for this edition were:

George Aragon, Boston College  Stan Jacobs, Central Washington

Carol Billingham, Central Mich- University

igan University Christopher Ma, Texas Tech
Robert Brown, University of Col- University

orado at Boulder Steven Mann, University of South
Thomas Eyssell, University of Carolina

Missouri at St. Louis Lalatendu Misra, University of
Eurico Ferreira, Clemson Uni- Texas, San Antonio

versity John Peavy, Southern Methodist

University
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