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Structure of This Text ZAPELH

Objectives H#x
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 so as to facilitate the
development 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 finan-
cial 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 toward the solution for crucial in-
vestment decision problems.

Throughout the text, the emphasis is on the practical application of financial theory to un-
derstand the field of investments. It is vitally important to avoid the all-too-common trap of fo-
cusing 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 what-
soever about how to value individual securities. The knowledgeable student of investments is
one who comes to appreciate 7ow investments perform and why they perform as they do.

Topic Development EHEH

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 in-
vestment 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. Con-
cepts like compound interest, the risk-return relationship, and diversification have endured be-
cause they are useful.

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 them-
selves 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.

Chapter 2, “Equity Markets,” explains interesting institutional aspects of Wall Street, in-
cluding the organization of securities markets and financial regulation. The use and interpre-
tation of popular stock market indexes, such as the Dow Jones Industrial Average, are also
covered.

More specific information on Wall Street products and processes is given in Chapter 3,
“Buying and Selling Equities.” Types of investor accounts and the procedures for buying and
selling equity securities are discussed. Acquiring good information is important, but success-
ful investors must have the theoretical framework to convert information into knowledge. Suc-
cessful 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 chap-
ter 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 irra-
tional 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. In-
terestingly, 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 con-
cept in the field of investments. Itisalsoa controversial one. Chapter 6, “Efficient-Market Hy-
pothesis,” 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 mar-
kets are vigorously competitive, they still involve elements of inefficiency and investor bias.

Chapter 7, “Market Anomalies,” highlights interesting deviations from the predictions of
conventional pricing theory and the efficient-market hypothesis. Information about stock mar-
ket anomalies is useful because it clarifies both the strengths and the limitations of traditional
theory and points the way toward better theory. Theory and evidence from the field of behav-
ioral 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 ac-
counting, 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,” presents a top-down approach that describes the macroeconomic set-
ting 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 in-
vestor confidence.

In Chapter 11, “Value Stock Investing,” the vital role played by basic economic considera-
tions in common stock valuation is explored. Firm valuation is seen to depend on fundamental
economic trends, earnings, dividends, and growth opportunities. Value investors follow a con-
trarian 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 de-
signed to measure short-term demand and supply conditions. Chapter 13, “Technical Analy-
sis.” describes this process. 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 bond market rivals the stock market in size and economic importance, and it
merits careful investor attention. Bond types, risk characteristics, and bond trading dynamics
are important considerations for'the knowledgeable investor. Informed investors are also fa-
miliar 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 invest-
ment portfolios offer long-term attractive ways for participating in stock and bond markets. Un-
fortunately, investors succumb to the same profit-reducing human emotions and psychological



vi

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 op-
portunities 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 tan-
gible investment opportunities. In Chapter 18, “Option Markets and Strategies,” the devel-
opment of option markets, option concepts, and trading methods are explored. The theoretical
foundations of option pricing, notably the Black-Scholes option pricing model, are investi-
gated as useful means for option pricing. Chapter 19, “Futures Markets,” traces the develop-
ment 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 intro-
duction to valuation and pricing dynamics in these asset classes.



Supplements HHEHER

For The Instructor #/f:&iE
Instructor’s Resource CD (0073251704)

This comprehensive CD contains the following instructor supplements, all of which have been
developed by the authors. We have compiled them in electronic format for easier access and

convenience.

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

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

Test Bank: The Test Bank contains hundreds of questions that closely link with the text
material and provides a variety of question formats (true/false, multiple-choice, and essay
questions) and levels of difficulty to meet every instructor’s testing needs.

Computerized Test Bank: Utilizing McGraw-Hill’s EZ Test testing software for
Windows to quickly create customized exams, this user-friendly program allows instruc-
tors 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: The presentation slides contain chapter objectives,
figures and tables from the text, key points, and summaries. They are presented in a four-
color electronic format that you may customize for your own lectures.

DVD (0073294330)

McGraw-Hill/Irwin has produced a series of finance videos that present 10-minute case stud-
ies on financial markets, bonds, portfolio management, derivatives, foreign exchange, and
other topics.

Online Support #EZ£X#

Online Learning Center

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

Self-Study Software: This tutorial software contains a self-study program, with questions
written by the authors, to test students’ understanding of the concepts in the text, as well as
provide an infinite number of problems to solve with the random-number generator
program. It also includes the glossary of terms, chapter concepts, and summaries. -
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 Online Quizzes: These quizzes offer a quick way to review concepts presented in the
chapter. Ten multiple-choice questions are included for each chapter so that students can
effectively practice solving problems related to specific chapter content.

 Excel Templates: Spreadsheets from the featured Excel Exhibits throughout the book,
denoted by an Excel icon, will be available for students to refer to in order to familiarize
themselves with this important tool.

« Standard & Poor’s Educational Version of Market Insight: McGraw-Hill/Irwin is
proud to partner with Standard & Poor’s to offer access to the Educational Version of
Market Insight free with the purchase of a new text. A pass-code card is provided, which
will give students access to six years of financial data for over 1,000 top U.S. companies.
See www.mhhe.com/edumarketinsight for details on this exclusive partnership.

 Investments Online: This exclusive Web tool from McGraw-Hill/Irwin provides 36 exercises
for 18 different investment topics and allows students to complete challenging exercises and
discussions drawn on recent articles, company reports, government data, and other Web-based
resources. The “Finance Tutor Series” provides questions and problems that not only assess
and improve students’ understanding of the subject but also help students apply it to real-
world contexts.

» Finance Around the World: This learning tool is an outstanding global financial resource
for researching and exploring corporate finance and investments online. It includes
country facts and daily coverage and analysis of financial markets and companies, as well
as general finance and business news and articles for over 35 countries.

Instructors will have access to all of the material that students can view, but they will also have
password-protected access to teaching supports such as electronic files of the ancillaries and
other useful materials.
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