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A Note from the Authors "

The last two decades have brought rapid, profound, and
ongoing change to the investments industry. This is due
in part to an abundance of newly designed securities, in
part to the creation of new trading strategies that would
have been impossible without concurrent advances in
computer and communications technology, and in part to
continuing advances in the theory of investments. Of
necessity, our text has evolved along with the financial
markets. In this edition, we address many of the changes
in the investment environment.

At the same time, many basic principles remain
important. We continue to organize our book around one
basic theme—that security markets are nearly efficient,
meaning that most securities are usually priced
appropriately given their risk and return attributes. There
are few free lunches found in markets as competitive as
the financial market. This simple observation is,
nevertheless, remarkably powerful in its implications for
the design of investment strategies, and our discussions
of strategy are always guided by the implications of the
efficient markets hypothesis. While the degree of market
efficiency is, and will always be, a matter of debate,
we hope our discussions throughout the book convey
a good dose of healthy skepticism concerning much
conventional wisdom.

This text also continues to emphasize asset allocation
more 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
performance. 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
investment theory, and to convey insights of practical
value. In this edition of the text, we have continued to
expand a systematic collection of Excel spreadsheets
that give you tools to explore concepts more deeply than
was previously possible. These spreadsheets are
available on the text’s Web site (www.mhhe.com/bkm),
and provide a taste of the sophisticated analytic 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 for the title of
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.

This text will introduce you to the major issues of
concern 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 as well as
more specialized finance journals. Whether you plan to
become an investment professional, or simply a
sophisticated individual investor, you will find these
skills essential.

Zvi Bodie
Alex Kane
Alan J. Marcus



Organization

of the Sixth Edition

Essentials of Investments, Sixth Edition, is intended

as a textbook on investment an

alysis 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 descri

be updates for this edition.

This part lays out the general framework for the invest-
ment process in a nontechnical manner. We discuss the
major players in the financial markets and provide an
overview of security types and trading mechanisms. The
organization of these chapters makes it possible for in-
structors to assign term projects analyzing securities early
in the course.

Thoroughly updated to reflect changes in financial mar-

kets such as electronic communication networks (ECNs), —

online and Internet trading, and market consolidation—

the most current textbook available! /
d

Includes excerpts from the “Code of Ethics and Standards
of Professional Conduct” of the CFA Institute.

Contains the core of modern portfolio theory. For courses
emphasizing security analysis, this part may be skipped
without loss of continuity.

All data is updated in this edition

Part ONE
Elements of Investments |
1 Investments: Background
and Issues 2
2 Financial Securities 26
— 3 Securities Markets 58

Mutual Funds and Other
Investment Companies 97

Part TWO
125

Portfolio Theory

This chapter introduces simple in-chapter spreadsheets
that can be used to compute covariance matrixes, invest-
ment opportunity sets, and the index model. The spread- |
sheet material is modular; it can be integrated with class
material, but also may be skipped without problem.

This chapter has greater focus on the use of factor and
index models as a means to understand and measure
various risk exposures as well as multifactor risk-return
relationships.

Our treatment of behavioral finance has been fully re-
worked, with more careful development of behavioral
hypotheses and their implications for security pricing.

ity prsiag.

We have added new spreadsheet material helpful in ana-
lyzing bond prices and yields, for example, pricing bonds
in-between coupon dates.

First of three parts on security valuation

~

Contains spreadsheet material on duration and convexity. /

Risk and Return:
Past and Prologue 126

— 6 Efficient
Diversification 161
|_~ 7 Capital Asset Pricing
and Arbitrage
Pricing Theory 203
L 8 Efficient Markets and the

Behavioral Critique 242

Part THREE

Debt Securities 275

~ 9 Bond Prices and Yields 276

10 Managing Bond
Portfolios 319

XX




Part FOUR

Security Analysis 355

11 Macroeconomic and /
Industry Analysis 356/

12 Equity Valuation 387

13 Financial Statement Analysis 428 —

Part FIVE

Derivative Markets

465

Presented in a “top-down™ manner, starting with the
broad macroeconomic environment before moving to
more specific analysis.

|_—~ Current coverage of how international political develop-
ments have had major impacts on economic prospects.

L — Now contains free cash flow equity valuation models as
well as a discussion of corporate earnings management
strategies.

— Contains new section on quality of earnings and the ve-
racity of financial reports. Also contains section on eco-
nomic value added.

™\ These markets have become crucial and integral to the
financial universe and are major sources of innovation.

14 Options Markets 466
15 Option Valuation 503
16 Futures Markets 537

Part SIX

Active Investment

573

]

Management

17

Performance Evaluation and
Active Portfolio Management

19

Behavioral Finance and
Technical Analysis 643

Investors and the
Investment Process 698

/

21

L~
L~

Thorough introduction to option payoffs, strategies, and
securities with embedded options.

— In-chapter spreadsheet material on the Black-Scholes
model and estimation of implied volatility.

Material on active management has been unified in one
— part. Ideal for closing-semester unit on applying theory to
actual portfolio management.

Extensive new material on behavioral finance. This new
material also provides a foundation for the study of tech-
nical analysis.

Modeled after the CFA Institute curriculum, this chapter
also includes guidelines on “How to Become a Chartered
Financial Analyst.”

xxi



Pedagogical Features

Chapter Objectives

Each chapter begins with a summary of
the chapter objectives, providing students @ Ocfine on investment

with an overview of the concepts they Dhstinguis betwan bl st e fionciol asts
Sh()u]d undersland af‘er readlng the Chap- Describe the mojor steps in the construction of an investment
ter. A chapter overview follows. pocieia;

Identity major participants in financial markets

b Identify types of finoncial markets and recent trends in those
markets

-D th limonce yahoo com veww stiouisted.org ~j =
B Uil e ot e vt maesciranss oo : Related Web Sites
8- index. vt ; www stackcharts.com/charty/ e 1 f
@ F moner cmcomimerkoiabundcente Veduabemt " e Web sites have been updated and ex-
- ol intermetion Interest rutes con be ww.m_ " com, . -
S "=euwee T e anded so students are able to easil
[ e bondresoursabion Wastrating how the yekt curve hat changed
iserverscowgp: over e reference the most current and relevant
Thata shes coniohs e fention v T e MR . .
R e "R mmm,...m?m information on the Web.
ki uoruipmg 1 1 od e M B e T e b
bsr—reigs s predicting carporate bankuptcy

These sites provide information on bond ratings.

,,

Eonite Koo e locee : initial public _| . A

b he ke S S e Wiihublat bt W s of iy s s, 4 sttering gr0) T Key Terms in the Margin
public affering and & private placement. The former refers to an issue of bonks sold 1o the gen. Fiest sale of stock by o w 1 10 1 < —u
crabinvestng e that con hee b (aJ o the iy market T i 6Te i o fs eishrgatsin Key terms are indicated in color and de
sue that lI\lmH} 18 sold to one or 4 few institutional investors and is m-nur.\lly held to maturity ‘company. t‘ined in the margin the ﬁrgt time the term
[nvestment Bonking underwriters is used. A glossary is available on the
Public offerings of bath stocks and bonds typically are marketed by investment bankers who Undaorwriters purchase »
iy this ke i calltemee s, Miting thass o (i¥estiment Bank oz xiesd N Tiariot o s sacurites from the book Web site www.mhhe.com/bkm.
ity A lesd Ggn forms ay {stwing compony and

Numbered Equations
Key equations are called out in the text

3. The risk premium on the market portfolio will be proportional w the variance of the

and lden[iﬁcd bv equa“on numbers' market portfolio and investors” typical degree of risk aversion. Mathematically
Equations that are frequently used are il i

3 N where ay is the standurd deviation of the returm on the market portfolio and A* is a scale
also featured on the text’s end sheets for factor representing the degree of risk aversion of the average inyestor.

convenient reference.

xxii



Why It's Sa Tough to Fix Your Portfolio

ask an imvestmant advie for help But
you might hove bemer hch with your o el b

e undorwater, whether

and mave on” Prof. St

it yews'ee o
hedrt aut

d get back into stocks?
torm irvestment and

MUSTERING COURAGE

Wt 4 need 1o buy stock

on the MARKET FRONT

WebMaster Exercises

Expanded for this edition, WebMaster ex-
ercises allow students to test their skills
on the Internet. Each exercise consists of
an activity related to practical problems
and real-world scenarios. One exercise is

featured within the body of the chapter
and another at the end of the chapter.

C.‘,)NFE‘?T L ) 2 The Eauity Fund sells Class A shares with o front-end load of 4% and Class B

check shares with 12b-1 fees of .5% annually as well as back-end lood fees that start
ot 5% and fall by 1% for each full year the investor holds the portfolio (until
the fifth yeor). Assume the rate of retum on the fund portiolio net of operat-
ing expenses is 10% annuolly. What will be the value of o $10,000 investment
in Closs A and Class B shares if the shares are sold after (a) 1 year, (b) 4 years,
{€) 10 years? Which fee structure provides higher net proceeds at the end of
each investment horizon?

Numbered Examples

Numbered and titled examples are integrated in
the chapters. 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.

I your portiolio s out of whock, you could Blome it on the old “get even, then get out” syndrame \
trooding water, mary investors ore rekuctara

1se they ore @ long woy from recovering their
sought naar

bear-market losses. To be wure, investors who b

al ond you hove o lom, you sell foke

normal person, selling at a lows fears

Consider two firms with the some ROA of 10% per year The lirst is o supermorket choin and the:
second is 0 gas and electric utility.

As Toble 137 shows, the supermarket chain has o “low ™ profit morgin af 2% ond ochieves o
10% ROA by “turning over” ity ossets frve times per yeor The capital-intensive utility. on the other
hond, has o “low” ATO of only 0 5 times per year and achieves its 10% ROA through its higher,
20%, profit margin. The point here 15 thot @ “low" margin or ATO ratio need not indicate a trou-
bled firm. Each rotio must be interpreted in light of industry norms.

Even within an industry, margin and ATO sometimes can differ morkedly among firms purss-
ing ditferent marketing strategies. In the retailing industry, lor esomple, Neiman.Marcus pursues
@ high-margin. low-ATO policy compared to Wal-Mart, which punues a low-morgin, high-ATO
policy

On the Market Front Boxes
Current articles from financial publica-
tions such as The Wall Street Journal are

featured as boxed readings. Each box is

referred to within the narrative of the
text, and its real-world relevance to the

i Nes chapter material is clearly defined for

the students.

Stock Market Index

Not oll stock market indexes are created equal. Diferent methods are used to calculate various
indexes, and different indexes will yleld different assessments of "market performonce.” Using
one of the following data sources, refrieve the stock price for 5 different firms on the first ond
last trading days of the previous manth.

www.nasdog.com

finonce.yohoo.com

1. Compute the monthly return on a price-weighted index of the 5 stocks

2. Compute the monthly return on a value-weighted index of the 5 stocks,

3. Compare the two returns, explain the differences; and defend which you think is a better
measure of the “true” & of this sector of the market.

Concept Checks

These self-test questions/problems 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.

EXAMPLE 13.2
W ;

xxiii



Pedagogical Features (Continued)

Excel Applications Excel application spreadsheets are available for the
Since many courses now require students to perform following:

analyses in spreadsheet format, Excel has been inte- Chapter 3: Buying on Margin; Short Sales

grated throughout the book once again. It is used in ex- Chapter 6: Efficient Frontier for Many Stocks

amples as well as in this chapter feature which shows
students how to create and manipulate spreadsheets
to solve specific problems. This feature starts with

Chapter 7: Estimating the Index Model
Chapter 10: Immunization; Convexity

an example presented in the chapter, briefly discusses Chapter 14: Spreads and Straddles; Options, Stocks,
how a spreadsheet can be valuable for investigating the and Lending

topic. shows a sample spreadsheet, and then directs Chapter 16: Parity and Spreads

the student to the Web to work with an interactive Chapter 17: Performance Attribution; Performance
version of the spreadsheet. The student can obtain Measures

the actual spreadsheet from the book’s Web site Spreadsheet exhibits templates are also available for
(www.mhhe.com/bkm); available spreadsheets are the following:

denoted by an icon. At this site, there is a more detailed Chapter 6: Spreadsheets 6.1-6.6

dlSCLL\&IO.n on hfwv the spreudsheeF is built, _and how it Chapter 9:  Spreadsheets 9.1 & 9.2
can be used to solve problems. As extra guidance, the

spreadsheets include a comment feature that docu- Chapter 10: Spreadsheets 10.1 & 10.2
ments both inputs and outputs. Solutions for these Chapter 12: Spreadsheets 12.1 & 12.2
exercises are located on the password-protected in- Chapter 15: Spreadsheet 15.1

structor site only, so instructors can assign these exer-

cises either for homework or just for practice.

IMMUNIZATION

You con find o link to this spreadsheet at www.mhhe.com/bkm

The Excel immunization model allows you to analyze any number of time-period or holding-period

- immunization examples, Th odel is built using the Excel-supplied formulas for bond duration,
'_ which allow the investigation of any maturity bond without building a table of cash flows
exce' [ N | B I e -8 I E . E | —Gtoleul
u [ ._‘ Holding Period Immunization
b=l Please visit us at va T 0/0800/Mar Price 100000
.J www.mhhe.com/bkm [ 4 [Coupon R . 00800

5 |Matunity 8 Duration  &NAME?
n [ & |Par Value | 1000.00]
7 |Holding P 5(
n' |8 [Duration 49927
B3
q i | =1
L‘ it Rates increase by 200 basis points If Rates Increase by 100 basis points
— [ 12 [Rate 0.1000 Rate .. 00%00
o [13]FV ot CPS 488.41 ‘FVofCPS 47878
0 | 14 [SalesP 98182/ SalesP 990 83
{ 15 | Total 1470.23. Total 1469 80
5 16 [IRR 0.0801 IRR 00800,

xXiv



End-of-Chapter Features

+ Macroeconomic policy aims to maintain the economy near full employment without
aggraviting nllationary pressures. The proper trade-off between these two goals 1s a
source of ongoing debate.

« The traditional tols of macropolicy are government spending and tux collection. which
comprise fiscal paticy, and manipulation of the money supply via monctary policy
Expansionary fiscul policy can stimuliste the economy und increase GDP but tends to
merease mterest mies. Expansionary monetary policy works by lowering interest rates.

« The busit 9

CESSIONS.

KEY TERMS

Key Terms

The list of key terms includes page refer-
ences, facilitating student review of the
chapter’s key concepts.

ask e, 66
soction miarket, 66
by spread, b0

W

Block trmsactions, 71

dealer markets. 65

elevironiv communication
netwirks (ECNS). 69

il public offerings
IPOs, 59,

PROBLEM
SETS

1A pontolo of pendividend-pay ing stocks earmed o geomerne mean return of 305
between Lanuary 1, 198 and December 3

= samie perid wae 6 0% 1 the marken value of the pontol ot the begmmng of 199K was
CFAr STOHO00. what wass the market value of the portfolio at the end of 20047
2. Which of the following statements about the stanbind deviation is wre troe? A standind

dey tition

115 the square mot of the variance

ot s degommated g the samgumits s Jhe orginal dutd

CFA Questions

o bt

Summary

This bulleted feature helps the student
review key points and provides closure to
the chapter.

insede mformation, X8 sevondars market, SY

Tt order, 67 st s, 82

spectalist. 69

stock exchanges. 72

nver-the-counter (OTC) underwriers, 86
market, 68

prinary market, S9

pavare placoment. 61

program e, 74

prospectis. 60

Problem Sets

The end-of-chapter problems progress
from the simple to the complex. We
strongly believe that practice in solving
problems is a critical part of learning in-
vestments, so we provide a good variety
of problems. Many of the problems are
new or revised from the previous edition.

We provide several questions from recent CFA exams in applicable chapters. These questions represent the kinds of
questions that professionals in the field believe are relevant to the practicing money manager. These problems are
identified by an icon in the text margin. Appendix B lists each CFA question and the level and year of the CFA

Exam it was included in, for easy reference when studying for the exam.

e e S i S B

| Go to www.mhhe.com/s Select the Company tab and enter ficker
symbol WB. Click on the Company Profile It the Compustat Repurts section. What
kind of firm is Wachovia?
In the EDGAR section, locate Wachavia’s most recent balance sheet. This may be
annual (10-K) o quartery (10-Q). When you click on the link, the entire fiting will
oppeor. Scroll down until you find the Bolance Sheer.

3 Colculate the common-size percentoge for Wochovin's net worth, which equals totol
stockhoiders” equity divded by totol assets. How does this percentoge compare 1o the
et worth of commercial banks from Table | 5 in the text? Repeat the process for |

Bank of America (BAC) ond compare your onswers, /

STANDARD
ZPOORS

sl

MWVM

Excel Problems
New to this edition, selected end-of-

|~

14, Recalculate he intrinsic value of Hewlett-Packard using the three-stage growth model
of Spreadsheet 12,1 available at www.mbhe.com/Mkm. link 10 Chapter 12 material)
Treat each senano independently
4. ROE n the constant growth period will he 146

S&P Problems

Relevant chapters contain several new
problems directly related to Standard &
Poor’s Educational Version of Market In-
sight. Because of our unique relationship
with S&P, students have access to this
remarkable database. Problems are based
on market data provided by 1,000 real
companies to gain better understanding of
practical business situations. The site is
updated daily to ensure the most current
information is available.

e)cel

Please visit us ot
wiww.mhbhe.com bkm

chapter questions have been included
that require the use of Excel. These prob-
lems are denoted with an icon. A tem-
plate is available at the book Web site
www.mhhe.com/bkm.

_—

B HP'S pctual beti s 1,20
¢ The market risk premium is 79

15 Revalcukte the intrinsic value of Hewlett-Packand shares using the free cash flow model

Of Spreadsheet 12.2 (avsilable 3 wwwambhe.comMhm: fink to Chapler |12 muterial)
Treat eiach scenar pendently
w HP's PUE ra
b HP'S unleve

o The market risk premiuny is 7%

eXcel

Please wisit us at
www. mhhe.com bkm
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For the Instructor

INSTRUCTOR’S RESOURCE CD ISBN-13: 9780073041643 ISBN-10: 0073041645

This comprehensive CD contains all of the following instructor supplements. We have compiled them in electronic
format for easier access and convenience. Print copies are available through your McGraw-Hill representative.

Instructor’s Manual

Prepared by Richard D. Johnson, Colorado State University, this instructional tool provides an integrated learning
approach revised for this edition. Each chapter includes a Chapter Overview, Learning Objectives, and Presentation of
Material —which outlines and organizes the material around the PowerPoint Presentation.

Test Bank

Prepared by Matt Will, University of Indianapolis, the Test Bank contains more than 1,200 questions and will include
over 300 new questions. Each question is ranked by level of difficulty (easy, medium, hard), which allows greater
flexibility in creating a test. A computerized format for Windows is also available.

Computerized Test Bank

Utilizing McGraw-Hill's EZ Test testing software for Windows to quickly create customized exams, this user-friendly
program allows instructors to sort questions by format; edit existing questions or add new ones; and scramble questions
for multiple versions of the same test.

PowerPoint Presentation System

These presentation slides, also developed by Richard D. Johnson, 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.

Solutions Manual
Prepared by Bruce Swensen, Adelphi University, provides detailed solutions to the end of chapter problems.

Excel Templates

Eric Sandburg of Interactive Learning created the electronic templates in Excel. There are templates for selected
spreadsheets featured within the text, as well as the ones featured among the Excel Applications boxes. Selected
end-of-chapter problems have also been designated as Excel problems, in which there is a template available for
students to solve the problem and gain experience using spreadsheets. Each template can also be found at the book -
Web site www.mhhe.com/bkm and are denoted by an icon.

VIDEOS VHS I1SBN-13: 9780073041674 ISBN-10: 007304167X
DVD ISBN-13: 9780073257662 ISBN-10: 0073257664

There are seven video segments covering careers, financial markets, bonds, going public, derivatives, portfolio
management, and foreign exchange.
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