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Essentials of Investments is intended as a textbook on 
investment analysis 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 describe updates and 
important features in this release.

Organization of the 2024 Release

This part lays out the general framework for the 
investment process in a nontechnical manner. We 
discuss the major players in the financial markets 
and provide an overview of security types and trad-
ing mechanisms. These chapters make it possible for 
instructors to assign term projects analyzing securi-
ties early in the course.

Includes sections on securitization, the financial 
crisis, and recent developments in Fintech.

Extensive coverage of the rise of electronic markets, 
algorithmic and high-speed trading, and changes in 
market structure.

Includes coverage of innovations in exchange-traded 
funds.

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

All data are updated and available on the web 
through the Connect resources. The data are used to 
discuss risk management and tail risk.

Introduces simple in-chapter spreadsheets that can 
be used to compute investment opportunity sets and 
the index model.

Includes single-factor as well as multifactor models.

Considers evidence both supporting and refuting 
efficient markets and a new section on the factor zoo.

Contains extensive treatment of behavioral finance 
and provides an introduction to technical analysis.

Part ONE
ELEMENTS OF INVESTMENTS 1

	 1	 Investments: Background and 
Issues 2

	 2	 Asset Classes and Financial 
Instruments 30

	 3	 How Securities Trade 58
	 4	 Mutual Funds and Other Investment 

Companies 91

Part TWO
PORTFOLIO THEORY 115

	 5	 Risk, Return, and the Historical 
Record 116

	 6	 Efficient Diversification 151
	 7	 Capital Asset Pricing and Arbitrage 

Pricing Theory 199
	 8	 The Efficient Market Hypothesis 231
	 9	 Behavioral Finance and Technical 

Analysis 265
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Part THREE
DEBT SECURITIES 291

	10	 Bond Prices and Yields 292
	11	 Managing Bond Portfolios 336

Part FOUR
SECURITY ANALYSIS 371

	12	 Macroeconomic and Industry 
Analysis 372

	13	 Equity Valuation 403
	14	 Financial Statement Analysis 443

Part FIVE
DERIVATIVE MARKETS 481

	15	 Options Markets 482
	16	 Option Valuation 515
	17	 Futures Markets and Risk 

Management 553

Part SIX
ACTIVE INVESTMENT 
MANAGEMENT 587

	18	 Evaluating Investment 
Performance 588

	19	 International  
Diversification 625

	20	 Alternative Assets 651
	21	 Taxes, Inflation, and Financial 

Planning 682
	22	 Investors and the Investment 

Process 701

This is the first of three parts on security valuation.

Includes material on credit default swaps.

Contains spreadsheet material on duration and 
convexity.

This part is presented in a “top-down” manner, starting 
with the broad macroeconomic environment before  
moving to more specific analysis.

Discusses how international political developments 
can have major impacts on economic prospects.

Contains free cash flow equity valuation models as 
well as a discussion of the pitfalls of discounted cash 
flow models.

Includes a top-down rationale for how ratio analysis  
can be organized to guide one’s analysis of firm 
performance.

This part highlights how these markets have become 
crucial and integral to the financial universe and are 
major sources of innovation.

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

Includes an introduction to risk-neutral valuation  
methods and their implementation in the binomial 
option-pricing model.

This part unifies material on active management and is 
ideal for a closing-semester unit on applying theory to 
actual portfolio management.

Rigorous development of performance evaluation 
methods.

Provides evidence on political risk as well as the  
benefits of international diversification.

A new chapter devoted to both hedge funds as well as 
private equity.

Employs extensive spreadsheet analysis of the inter-
action of taxes and inflation on long-term financial 
strategies.

Modeled after the CFA Institute curriculum, also 
includes guidelines on “How to Become a Chartered 
Financial Analyst.”
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Chapter 8: The Efficient Market Hypothesis

The debate on efficient markets has been further 
developed. The chapter now includes a discussion of 
Shiller’s fads hypothesis, as well as new material on 
extra-market risk factors. The chapter also introduces 
students to “the factor zoo” and the challenges posed 
by data snooping for the interpretation of empirical 
evidence on risk and return.

Chapter 9: Behavioral Finance and 
Technical Analysis

The material on behavioral finance now includes 
confirmation bias. The section on technical analysis 
includes a new discussion of machine learning.

Chapter 12: Macroeconomic and  
Industry Analysis

The discussion of the macroeconomy has been 
updated to include lessons learned during the COVID 
pandemic, particularly the implications of supply-side 
and supply-chain issues for inflation. The chapter also 
introduces the notion of quantitative easing.

Chapter 17: Futures Markets and  
Risk Management

The treatment of interest rate swaps has been  
updated to account for the transition away from the 
LIBOR rate.

Chapter-by-Chapter Changes

Chapter 1: Investments: Background and Issues

This chapter greatly expands its treatment of recent 
controversies about stakeholder capitalism and ESG 
investing. It also further expands its treatment of 
Fintech, cryptocurrencies, and other digital assets.

Chapter 2: Asset Classes and Financial Instru-
ments

The chapter addresses changes in markets, most 
notably the replacement of LIBOR with new rates 
such as SOFR.

Chapter 3: Securities Markets

New material on SPACs, order internalization, and 
the GameStop squeeze has been added to this chapter.

Chapter 5: Risk, Return, and the Historical Record

In addition to thorough updating, this chapter 
has been extensively edited to improve flow and 
understanding.

Chapter 6: Efficient Diversification

This chapter has been reorganized for clarity. In 
particular, the section on using historical data has 
been set off from the material on portfolio risk and 
covariance structure.

Based on user feedback, we have made numerous 
improvements and refinements in this release. We updated 
every chapter to reflect current market practices and conditions 
and have improved the end-of-chapter material. Data have 
been updated throughout. More substantive changes are 
listed below.

Changes in This Release
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Chapter 22: Investors and the  
Investment Process

This chapter has been substantially reorganized, 
in particular its treatment of tax sheltering and 
top-down asset allocation.

Chapter 20: Alternative Assets

This chapter, originally entitled Hedge Funds, now 
has a wider focus on alternative assets. It includes 
substantial coverage of private equity, including angel 
investing, venture capital, and leveraged buyouts.
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Pedagogical Features

Chapter Overview
Each chapter begins 
with a brief narrative to 
explain the concepts that 
will be covered in more 
depth. Relevant web-
sites related to chapter 
material can be found 
in Connect. These sites 
make it easy for students 
to research topics further 
and retrieve financial 
data and information.

Learning Objectives
Each chapter begins with a summary of the  
chapter learning objectives, providing students 
with an overview of the concepts they should 
understand after reading the chapter. The end-of-
chapter problems and CFA questions are tagged 
with the corresponding learning objective.

Key Terms in the Margin
Key terms are indicated in color 
and defined in the margin the first 
time the term is used. A full list of 
key terms is included in the end-of-
chapter materials.

Numbered Equations
Key equations are called out in the text and  
identified by equation numbers. These key  
formulas are listed at the end of each chapter. 
Equations that are frequently used are also featured 
on the text’s end sheets for convenient reference.

58
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How Securities Trade3
C h a p t e r 

markets, and formal stock exchanges. With this 
background, we then turn to specific trading 
arenas such as the New York Stock Exchange, 
Nasdaq, and several all-electronic markets. 
We compare the mechanics of trade execu-
tion and the impact of cross-market integration  
of trading.

We then turn to the essentials of some spe-
cific types of transactions, such as buying on 
margin and short-selling stocks. We close the 
chapter with a look at some important aspects 
of the regulations governing security trading, 
including insider trading laws, circuit break-
ers, and the role of security markets as self- 
regulating organizations.

T his chapter will provide you with a 
broad introduction to the many ven-
ues and procedures available for 

trading securities. We will see that trading 
mechanisms range from direct negotiation 
among market participants to fully automated 
computer crossing of trade orders.

The first time a security trades is when it is 
issued to the public. Therefore, we begin with 
a look at how securities are initially marketed 
to the public by investment bankers, the mid-
wives of securities. We turn next to a broad sur-
vey of how already-issued securities may be 
traded among investors, focusing on the dif-
ferences between dealer markets, electronic 

LO 3-1 Describe how firms issue securities to the public.

LO 3-2 Identify various types of orders investors can submit to their brokers.

LO 3-3 Describe trading practices in dealer markets, formal stock exchanges, and 
 electronic communication networks.

LO 3-4 Compare the mechanics and investment implications of buying on margin and 
short-selling.

Learning Objectives:
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 6.5 A SINGLE-INDEX STOCK MARKET
We started this chapter with the distinction between systematic and firm-specific risk. Sys-
tematic risk is macroeconomic, affecting all securities, while firm-specific risk factors affect 
only one particular firm or, at most, a cluster of firms. Index models are statistical tools 
designed to estimate these two components of risk for a particular security or portfolio. The 
first to use an index model to explain the benefits of diversification was another Nobel Prize 
winner, William F. Sharpe (1963). We will introduce his major work (the capital asset pricing 
model) in the next chapter.

The popularity of index models is due to their practicality. To construct the efficient fron-
tier from a universe of 100 securities, we would need to estimate 100 expected returns, 100 
variances, and 100 × 99/2 = 4,950 covariances. And a universe of 100 securities is actually 
quite small. A universe of 1,000 securities would require estimates of 1,000 × 999/2 = 499,500  
covariances, as well as 1,000 expected returns and variances. The index model asserts that 
one common systematic factor is responsible for all the covariability of stock returns, with 
all other variability due to firm-specific factors. This assumption dramatically simplifies  
the analysis.

The intuition that motivates the index model can be seen in Figure 6.12. We begin with a 
historical sample of paired observations of excess returns on the market index and shares in 
a particular security, let’s say U.S. Steel. In Figure 6.12, we have 60 pairs of monthly excess 
returns, one for each month in a five-year sample. Each dot represents the pair of returns in 
one particular month. For example, in June 2019, U.S. Steel’s excess return was 29.92% while 
the market’s was 6.93%. 

To describe the typical relation between the return on U.S. Steel and the return on the 
market index, we fit a straight line through the scatter diagram in Figure 6.12. It is clear from 
this “line of best fit” that there is a positive relation between the company’s return and the 

index model
Model that relates stock 
returns to returns on both a 
broad market index and firm-
specific factors.

FIGURE 6.12

Scatter diagram for 
U.S. Steel against 
the market index, 
and the security 
market line (monthly 
data, January 2018–
December 2022)
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An investor choosing between taxable and tax-exempt bonds needs to compare after-tax 
returns on each bond. An exact comparison requires the computation of after-tax rates of 
return with explicit recognition of taxes on income and realized capital gains. In practice, there 
is a simpler rule of thumb. If we let t denote the investor’s combined federal plus local mar-
ginal tax rate and rtaxable denote the total before-tax rate of return available on taxable bonds, 
then rtaxable(1 − t) is the after-tax rate available on those securities.3 If this value exceeds the 
rate on municipal bonds, rmuni, the investor does better holding the taxable bonds. Otherwise, 
the tax-exempt municipals provide higher after-tax returns.

One way of comparing bonds is to determine the interest rate on taxable bonds that would 
be necessary to provide an after-tax return equal to that of municipals. To derive this value, 
we set after-tax yields equal and solve for the equivalent taxable yield of the tax-exempt bond. 
This is the rate a taxable bond would need to offer in order to match the after-tax yield on the 
tax-free municipal.

   r  taxable  (1 − t) =  r  muni    (2.1)

or

   r  taxable   =    r  muni   _ 1 − t    (2.2)

Thus, the equivalent taxable yield is simply the tax-free rate divided by 1 − t. Table 2.2 pres-
ents equivalent taxable yields for several municipal yields and tax rates.

This table frequently appears in the marketing literature for tax-exempt mutual bond funds 
because it demonstrates to high-tax-bracket investors that municipal bonds offer attractive 

3The combined federal plus state tax rate depends on whether state taxes are deductible at the federal level. For 
individuals who take the standard deduction, state taxes do not affect federal taxes. Neither does an increase in state 
taxes affect the federal taxes of those who are already taking the $10,000 maximum deduction for state and local 
taxes. For these investors, the combined tax rate is simply the sum of the federal and state rates. For example, if your 
federal tax rate is 28% and your state tax rate is 5%, your combined tax rate would be 33%. However, if state taxes 
are (on the margin) deductible for federal taxes, then the combined tax rate reflects the fact that you owe taxes only 
on interest income net of state taxes. You therefore pay federal taxes on Interest × (1 − tstate). Your after-tax income on 
each dollar of municipal interest would be (1 − tfederal) × (1 − tstate). In our example, your after-tax proceeds on each 
dollar earned would be (1 − .28) × (1 − .05) = .684, which implies a combined tax rate of 1 − .684 = .316, or 31.6%.

FIGURE 2.4

Outstanding 
 tax-exempt debt
Source: Flow of Funds 
Accounts of the United States, 
Board of Governors of the 
Federal Reserve System, 
 September 2022.
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At first blush, Kendall’s results were 
 disturbing to some financial economists. 
They seemed to imply that the stock market 
is  dominated by erratic market psychology, or 
“animal spirits”—that it follows no logical rules. 
In short, the results appeared to confirm the 
irrationality of the market. On further reflection, 
however, economists came to reverse their 
interpretation of Kendall’s study.

It soon became evident that random price 
movements indicated a well-functioning or 
 efficient market, not an irrational one. In this 
chapter we explore the reasoning behind what 
may seem a surprising conclusion. We show 
how competition among analysts leads  naturally 
to market efficiency, and we examine the impli-
cations of the efficient market  hypothesis for 
investment policy. We also consider empirical 
evidence that supports and contradicts the 
notion of market efficiency.

O ne of the early applications of com-
puters in economics in the 1950s 
was to analyze economic time 

series. Business-cycle theorists felt that tracing 
the evolution of several economic variables 
over time would clarify and predict the prog-
ress of the economy through boom and bust 
periods. A natural candidate for analysis was 
the behavior of stock market prices over time. 
On the assumption that stock prices reflect 
the prospects of the firm, recurrent patterns of 
peaks and troughs in economic performance 
ought to show up in those prices.

When Maurice Kendall (1953) examined 
this proposition, however, he found to his great 
surprise that he could identify no predictable 
patterns in stock prices. Prices seemed to 
evolve randomly, apparently as likely to go up 
as to go down on any particular day, regard-
less of past performance.

LO 8-1 Demonstrate why security price changes should be essentially unpredictable in 
an efficient market.

LO 8-2 Cite evidence that supports and contradicts the efficient market hypothesis.

LO 8-3 Provide interpretations of various stock market “anomalies.”

LO 8-4 Formulate investment strategies that make sense in informationally efficient 
markets.

Learning Objectives:

The Efficient Market 
Hypothesis 8

C h a p t e r 
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Concept Checks
These self-test questions 
in the body of the chapter 
enable students to determine 
whether the preceding mate-
rial 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.

Numbered Examples
Numbered and titled  
examples are integrated 
in each chapter. 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 prin-
ciples by seeing how they are 
applied to answer concrete 
questions.

36
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 2.2 THE BOND MARKET
The bond market is composed of longer-term borrowing or debt instruments than those that 
trade in the money market. This market includes Treasury notes and bonds, corporate bonds, 
municipal bonds, mortgage securities, and federal agency debt.

These instruments are sometimes said to comprise the fixed-income capital market 
because most of them promise either a fixed stream of income or a stream of income that 
is determined according to a specified formula. In practice, these formulas can result in a 
flow of income that is far from fixed. Therefore, the term “fixed income” is probably not 
fully appropriate. It is simpler and more straightforward to call these securities either debt 
instruments or bonds.

Treasury Notes and Bonds
The U.S. government borrows funds in large part by selling Treasury notes and Treasury 
bonds. T-notes are issued with original maturities ranging up to 10 years, while T-bonds 
are issued with original maturities ranging from 20 to 30 years. Both bonds and notes may 
be issued in increments of $100 but far more commonly trade in denominations of $1,000. 
Both bonds and notes make semiannual interest payments called coupon payments, so named 
because in precomputer days, investors would literally clip a coupon attached to the bond and 
present it to receive the interest payment.

Treasury notes
Debt obligations of the  federal 
government with original 
maturities from 2 to 10 years.

Treasury bonds
Debt obligations of the 
 federal government with 
original  maturities greater 
than 10 years.

On the MARKET FRONT
MONEY MARKET FUNDS AND THE 
FINANCIAL CRISIS OF 2008–2009
Money market funds are mutual funds that invest in the short-
term debt instruments that comprise the money market. They are 
required to hold only short-maturity debt of the highest quality: The 
average maturity of their holdings must be maintained at less than 
three months. Because of this very conservative investment pro-
file, money market funds typically experience extremely low price 
risk. Investors for their part usually acquire check-writing privileges 
with their funds and often use them as a close substitute for a bank 
account. This is feasible because the funds almost always maintain 
share value at $1 and pass along all investment earnings to their 
investors as interest.

Until 2008, only one fund had “broken the buck,” that is, suf-
fered losses large enough to force value per share below $1. But 
when Lehman Brothers filed for bankruptcy protection on Septem-
ber 15, 2008, several funds that had invested heavily in its com-
mercial paper suffered large losses. The next day, Reserve Primary 
Fund, the oldest money market fund, broke the buck when its 
value per share fell to only $0.97.

The realization that money market funds were at risk in the 
credit crisis led to a wave of investor redemptions similar to a run 
on a bank. In response, the U.S. Treasury announced that it would 
make federal insurance available to money market funds willing to 
pay an insurance fee. This program would thus be similar to FDIC 
bank insurance. With the federal insurance in place, the outflows 
were quelled. While the guarantee did calm investors and end the 

run, it put the government on the hook for a potential liability of up 
to $3 trillion—the assets held in money market funds at the time. 

Moreover, the turmoil in Wall Street’s money market funds had 
already spilled over into “Main Street.” Fearing further investor 
redemptions, money market funds became afraid to commit funds 
even over short periods, and their demand for commercial paper 
effectively dried up. Firms throughout the economy had come to 
depend on those markets as a major source of short-term finance 
for expenditures ranging from salaries to inventories. The break-
down in the money markets and the interruption in normal sources 
of short-term financing already had a crippling effect on the broad 
economy.

In the aftermath of the crisis, U.S. regulators instituted a series 
of reforms to reduce the risks of runs on these funds. Institutional 
money market funds (those servicing institutions rather than retail 
investors) were required to “float” the prices of their shares based 
on the value of their assets rather than maintain a fixed $1 value 
per share. This limits the incentive during a crisis for investors to 
compete to be the first to withdraw funds while share prices are 
maintained at a nonsustainable level of $1. 

In 2023, the SEC adopted several changes to the rules govern-
ing money market funds. Among these are new requirements that 
institutional funds impose “liquidity fees” when daily net redemp-
tions exceed 5% of fund assets. To further limit the volatility of net 
asset value, the SEC also increased the minimum allowed share of 
money market fund assets that mature within one day from 10% 
to 25% and increased the minimum share maturing in less than a 
week from 30% to 50%.
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Initial Public Offerings
Investment bankers manage the issuance of new securities to the public. Once the SEC has 
commented on the registration statement and a preliminary prospectus has been distributed 
to interested investors, the investment bankers organize road shows in which they travel 
around the country to publicize the imminent offering. These road shows serve two purposes. 
First, they generate interest among potential investors and provide information about the 
offering. Second, they provide information to the issuing firm and its underwriters about the 
price at which they will be able to market the securities. Large investors communicate their 
interest in purchasing shares of the IPO to the underwriters; these indications of interest are 
called a book, and the process of polling potential investors is called bookbuilding. The book 
provides valuable information to the issuing firm because institutional investors often will 
have useful insights about both the market demand for the security as well as the prospects of 
the firm and its competitors. Investment bankers commonly revise both their initial estimates 
of the offering price of a security and the number of shares offered based on feedback from 
the investing community.

Why do investors truthfully reveal their interest in an offering to the investment banker? 
Might they be better off expressing little interest, in the hope that this will drive down 
the offering price? Truth is the better policy in this case because truth telling is rewarded. 
Shares of IPOs are allocated across investors in part based on the strength of each inves-
tor’s expressed interest in the offering. If an investor or investing firm wishes to get a large 
allocation when it is optimistic about the security, it needs to reveal its optimism. In turn, 
the underwriter needs to offer the security at a bargain price to these investors to induce 
them to participate in bookbuilding and share their information. Thus, IPOs commonly are 
underpriced compared to the price at which they could be marketed. Such underpricing is 
reflected in price jumps that occur on the date when the shares are first traded in public 
security markets.

Instacart's 2023 IPO was a typical example of underpricing. The company issued about 
22 million shares to the public at a price of $30. The stock price closed that day at $33.70, 
which was 12% above the offering price.

While the explicit costs of an IPO tend to be around 7% of the funds raised, underpric-
ing should be viewed as another cost of the issue. For example, if Instacart had sold its 
shares for the $33.70 that investors obviously were willing to pay for them, its IPO would 
have raised 12% more money than it actually did. The money “left on the table” in this case 
far exceeded the explicit cost of the stock issue. Nevertheless, underpricing seems to be a 
universal phenomenon. For example, Figure 3.2 presents average first-day returns on IPOs 
around the world. The results consistently indicate that IPOs are marketed to investors at 
attractive prices. 

Pricing of IPOs is not trivial, and not all IPOs turn out to be underpriced. Some do poorly 
after issue. Lyft was among these poor post-issuance performers. Two months after its IPO, 
its share price was more than 40% below the original offering price. Facebook’s 2012 IPO 
was another notable disappointment. Within a week of its IPO, Facebook’s share price was 
15% below the $38 offer price, and five months later, its shares were selling at about half the 
offer price. (In the end, however, those who held onto their shares profited; by 2016, the share 
price was well above $100.)

Interestingly, despite their typically attractive first-day returns (averaging over 18% between 
1980 and 2020), IPOs have been poor long-term investments. Professor Jay Ritter, a leading 
expert in the field, has calculated the returns to a hypothetical investor buying equal amounts 
of each U.S. IPO between 1980 and 2020 at the close of trading on the first day the stock is 
listed and holding each position for three years. That portfolio underperforms the broad U.S. 

Why does it make sense for shelf registration to be limited in time? CONCEPT
c h e c k 3.1
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The Standard & Poor’s 500 Index
The Standard & Poor’s Composite 500 (S&P 500) stock index represents an improvement 
over the Dow Jones averages in two ways. First, it is a more broadly based index of about 
500 firms. Second, it is a market value–weighted index. For firms XYZ and ABC in 
 Example 2.2, the S&P 500 would give ABC five times the weight given to XYZ because the 
market value of its outstanding equity is five times larger, $500 million versus $100 million.

The S&P 500 is computed by calculating the total market value of the 500 firms in the 
index and the total market value of those firms on the previous day of trading.5 The percent-
age increase in the total market value from one day to the next represents the increase in the 
index. The rate of return of the index equals the rate of return that would be earned by an 
investor holding a portfolio of all 500 firms in the index in proportion to their market value, 
except that the index does not reflect cash dividends paid by those firms.

market value–weighted 
index
Index return equals 
the weighted average 
of the returns of each 
 component security, with 
weights  proportional to 
 outstanding market value.

5Actually, most indexes today use a modified version of market value weights. Rather than weighting by total market 
value, they weight by the market value of “free float,” that is, by the value of shares that are freely tradable among 
investors. For example, this procedure does not count shares held by founding families or governments, which are 
effectively not available for investors to purchase. The distinction is more important in Japan and Europe, where a 
higher fraction of shares are held in such nontraded portfolios.

EXAMPLE 2.4

Value-Weighted Indexes

Look again at Table 2.3. The final value of all outstanding stock in our two-stock universe is 
$690   million. The initial value was $600 million. Therefore, if the initial level of a market value–
weighted index of stocks ABC and XYZ were set equal to an arbitrarily chosen starting value such 
as 100, the index value at year-end would be 100 × (690/600) = 115. The increase in the index 
would reflect the 15% return earned on a portfolio consisting of those two stocks held in proportion 
to outstanding market values.

Unlike the price-weighted index, the value-weighted index gives more weight to ABC. Whereas 
the price-weighted index fell because it was dominated by higher-priced XYZ, the value-weighted 
index rose because it gave more weight to ABC, the stock with the higher total market value.

Note also from Tables 2.3 and 2.4 that market value–weighted indexes are unaffected by stock 
splits. The total market value of the outstanding XYZ stock increases from $100 million to $110  million 
regardless of the stock split, thereby rendering the split irrelevant to the performance of the index.

A nice feature of both market value–weighted and price-weighted indexes is that they 
reflect the returns to straightforward portfolio strategies. If you buy each share in the index in 
proportion to its outstanding market value, your return will match that of the value-weighted 
index. Similarly, a price-weighted index tracks the returns on a portfolio composed of equal 
shares of each firm.

Investors today can easily buy market indexes for their portfolios. One way is to purchase 
shares in mutual funds that hold shares in proportion to their representation in the S&P 500 
as well as other stock indexes. These index funds earn a return equal to that of the particular 
index and so provide a low-cost passive investment strategy for equity investors. Another 
approach is to purchase an exchange-traded fund, or ETF, which is a portfolio of shares that 
can be bought or sold as a unit, just as a single share would be traded. Available ETFs range 
from portfolios that track extremely broad global market indexes all the way to narrow indus-
try indexes. We discuss both mutual funds and ETFs in detail in Chapter 4.

Russell Indexes
The Russell indexes are a family of indexes that measure the performance of distinct market 
segments, primarily segmented by size. While the Russell 3000 measures the performance 
of the largest 3,000 U.S. stocks, the Russell 2500 measures the bottom 2,500 stocks included 
in the Russell 3000 and is thus a popular index for mid-cap to small-cap stocks (“cap” is an 
abbreviation for market capitalization, the total value of outstanding shares). Other indexes 
are the Russell 1000 (the largest 1,000 firms in the Russell 3000), the Russell Top 200 and 
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Excel Integration

Excel Applications
Because many courses now require students to perform 
analyses in spreadsheet format, Excel has been integrated 
throughout the book. It is used in examples as well as in 
this chapter feature, which shows students how to create 
and manipulate spreadsheets to solve specific problems. 
This feature starts with an example presented in the chapter, 
briefly discusses how a spreadsheet can be valuable for 
investigating the topic, shows a sample spreadsheet, and 
asks students to apply the data to answer questions. These 
applications also direct the student to the web to work with 
an interactive version of the spreadsheet. The spreadsheet 
files are available for download in Connect; available 
spreadsheets are denoted by an icon. As extra guidance, 
the spreadsheets include a comment feature that documents 
both inputs and outputs. Solutions for these exercises are 
located on the password-protected instructor site only, so 
instructors can assign these exercises either for homework 
or just for practice.

Excel application spreadsheets are available for  
the following:

Chapter 3:	 Buying on Margin; Short Sales
Chapter 6:	 Estimating the Index Model
Chapter 11:	 Immunization; Convexity
Chapter 15:	 �Options, Stock, and Lending; 

Straddles and Spreads
Chapter 17:	 Spot-Futures Parity
Chapter 18:	 �Performance Measurement; 

Performance Attribution
Chapter 19:	 International Diversification

Spreadsheet exhibit templates are also available 
for the following:

Chapter 5:	 Spreadsheet 5.1
Chapter 6:	 Spreadsheets 6.1–6.7
Chapter 10:	 Spreadsheets 10.1 & 10.2
Chapter 11:	 Spreadsheets 11.1 & 11.2
Chapter 13:	 Spreadsheets 13.1 & 13.2
Chapter 16:	 Spreadsheet 16.1
Chapter 21:	 Spreadsheets 21.1–21.8
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 3.9  SHORT SALES
An investor who is bullish on a firm would buy shares and later sell them, hopefully at a 
higher price. A bearish investor who wants to bet against a company can enter a short sale, 
which will profit from a decline in a security’s price.

In a short sale, first you sell and then you buy the shares. The short-seller first borrows a 
share of stock from a broker and sells it. Later, the investor must purchase a share of the same 
stock in order to replace the share that was borrowed.4 This is called covering the short posi-
tion. Table 3.2 compares stock purchases to short sales.

The short-seller anticipates the stock price will fall so that the share can be purchased later 
at a lower price than it initially sold for; if so, the short sale will provide a profit. Short-sellers 
must not only replace the shares but also pay the lender of the security any dividends paid 
during the short sale.

In practice, the shares loaned out for a short sale are typically provided by the short-seller’s 
brokerage firm, which holds a wide variety of securities of its other investors in street name 

short sale
The sale of shares not owned 
by the investor but borrowed 
through a broker and later pur-
chased to replace the loan.

4Naked short-selling is a variant on conventional short-selling. In a naked short, a trader sells shares that have not yet 
been borrowed, assuming that the shares can be acquired and delivered whenever the short sale needs to be closed out.

The Excel spreadsheet model below makes it easy to analyze the impacts of different margin levels and 
the volatility of stock prices. It also allows you to compare return on investment for a margin trade with a 
trade using no borrowed funds. 

A B C D E F G H

Initial Equity Investment
Amount Borrowed
Initial Stock Price
Shares Purchased
Ending Stock Price
Cash Dividends During Hold Per.
Initial Margin Percentage
Maintenance Margin Percentage

Rate on Margin Loan
Holding Period in Months

Return on Investment
Capital Gain on Stock
Dividends
Interest on Margin Loan
Net Income
Initial Investment

Return on Investment

$10,000.00
$10,000.00

$50.00
400

$40.00
$0.50

50.00%
30.00%

8.00%
6

−$4,000.00
$200.00
$400.00

−$4,200.00
$10,000.00

−42.00%

Action or Formula
for Column B

Enter data
(B4/B10)−B4

Enter data
(B4/B10)/B6
Enter data
Enter data
Enter data
Enter data

Enter data
Enter data

B7*(B8−B6)
B7*B9

B5*(B14/12)*B13
B17+B18−B19

B4
B20/B21

Ending
St Price

$20.00
25.00
30.00
35.00
40.00
45.00
50.00
55.00
60.00
65.00
70.00
75.00
80.00

Return on
Investment

−42.00%
−122.00%
−102.00%

−82.00%
−62.00%
−42.00%
−22.00%

−2.00%
18.00%
38.00%
58.00%
78.00%
98.00%

118.00%

Endin g
St Price

$20.00
25.00
30.00
35.00
40.00
45.00
50.00
55.00
60.00
65.00
70.00
75.00
80.00

Return with
No Margin

−19.00%
−59.00%
−49.00%
−39.00%
−29.00%
−19.00%

−9.00%
1.00%

11.00%
21.00%
31.00%
41.00%
51.00%
61.00%

1
2
3
4
5
6
7
8
9

1 0
1 1
1 2
1 3
1 4
1 5
1 6
1 7
1 8
1 9
20
2 1
22

LEGEND:
Enter data

Value calculated

Excel Questions
 1. Suppose you buy 100 shares of stock initially selling for $50, borrowing 25% of the necessary funds 

from your broker; that is, the initial margin on your purchase is 25%. You pay an interest rate of 8% on 
margin loans.

 a. How much of your own money do you invest? How much do you borrow from your broker?

 b. What will be your rate of return for the following stock prices at the end of a one-year holding period? 
(i) $40; (ii) $50; (iii) $60.

 2. Repeat Question 1 assuming your initial margin was 50%. How does margin affect the risk and return of 
your position?

This spreadsheet is 
available in Connect

Buying on Margin E X C E L 
APPLICATIONS

Microsoft Excel
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End-of-Chapter Features

Problem Sets
We strongly believe that practice in solving 
problems is a critical part of learning invest-
ments, so we provide a good variety. We have 
arranged questions by level of difficulty.

Excel Problems
Select end-of-chapter questions require the use 
of Excel. These problems are denoted with an 
icon. Templates and spreadsheets are available 
in Connect.

Kaplan-Schweser Problems
Each chapter contains select CFA-style ques-
tions derived from the Kaplan-Schweser CFA 
preparation courses. These questions are tagged 
with an icon for easy reference.

CFA Problems
We provide several questions from past CFA 
exams in applicable chapters. These questions 
represent the kinds of questions that profes-
sionals in the field believe are relevant to the 
practicing money manager. Appendix B, at 
the back of the book, 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.

Web Master Exercises
These exercises are a great way to allow 
students to test their skills on the Internet. 
Each exercise consists of an activity related to 
practical problems and real-world scenarios.
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Portfolio weights that maximize the Sharpe ratio of a portfolio constructed from two risky 
assets (B and S) and a risk-free asset:

  
 w  B   =   

  [   E( r  B  ) −  r  f     ]    σ  S  
2  −   [   E( r  S  ) −  r  f     ]    σ  B   σ  S   ρ  BS  

    _________________________________________________________      
  [   E( r  B  ) −  r  f     ]    σ  S  

2  +   [   E( r  S  ) −  r  f     ]    σ  B  2   −   [   E( r  B  ) −  r  f   + E( r  S  ) −  r  f     ]    σ  B   σ  S   ρ  BS  
  
       

   w  S   = 1 −  w  B  

   

The index-model equation: Ri = αi + βiRM + ei

Decomposition of variance based on the index-model equation:

 Var ( R  i  ) =  β  i  
2  σ  M  2   +  σ   2 ( e  i  ) 

Percent of security variance explained by the index return:

  
R-square

  
=

  
  
Systematic (or explained) variance

   ____________________________  Total variance  
    

 
  
=

  
  
 β  i  

2  σ  M  2  
 _ 

 σ  i  
2 
   =   

 β  i  
2  σ  M  2  
 ____________  

 β  i  
2  σ  M  2   +  σ   2 ( e  i  )

  
   

Optimal position in the active portfolio, A:

  

 w  A  *   =   
 w  A  0  
 _____________  

1 +  w  A  0  (1 −  β  A  )
  ;  w  M  *   = 1 −  w  A  *  

    

 w  A  0   =   
 α  A   /  σ   2  ( e  A  ) 

 _ 
 R  M   /  σ  M  2  

  

   

Optimal weight of a security, G, in the active portfolio, A:   w  GA   =    α  G    _______________ 
  ∑ i    α  i   /  σ   2 ( e  i  ) 

   

Select problems are available in McGraw Hill Connect. 
Please see the Supplements section of the book’s 
frontmatter for more information.

 1. In forming a portfolio of two risky assets, what must be true of the correlation  
coefficient between their returns if there are to be gains from diversification? 
Explain. (LO 6-1)

 2. When adding a risky asset to a portfolio of many risky assets, which property of the asset 
has a greater influence on risk: its standard deviation or its covariance with the other 
assets? Explain. (LO 6-1)

 3. A portfolio’s expected return is 12%, its standard deviation is 20%, and the risk-free rate 
is 4%. Which of the following would make for the greatest increase in the portfolio’s 
Sharpe ratio? (LO 6-3)
 a. An increase of 1% in expected return.
 b. A decrease of 1% in the risk-free rate.
 c. A decrease of 1% in its standard deviation.

 4. An investor ponders various allocations to the optimal risky portfolio and risk-free T-bills 
to construct his complete portfolio. How would the Sharpe ratio of the complete portfolio 
be affected by this choice? (LO 6-3)

 5. The standard deviation of the market index portfolio is 20%. Stock A has a beta of 1.5 and 
a residual standard deviation of 30%. (LO 6-5)
 a. What would make for a larger increase in the stock’s variance: an increase of 0.15 in its 

beta or an increase of 3% (from 30% to 33%) in its residual standard deviation?
 b. An investor who currently holds the market index portfolio decides to reduce the 

 portfolio allocation to the market index to 90% and to invest 10% in stock A.  
Which of the changes in (a) will have a greater impact on the portfolio’s standard 
deviation?

® PROBLEM SETS
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 c. If the maintenance margin requirement is 30%, will she receive a margin call?
 d. What is the rate of return on her investment?
 16. Old Economy Traders opened an account to short-sell 1,000 shares of Internet Dreams 

from the previous question. The initial margin requirement was 50%. (The margin 
account pays no interest.) A year later, the price of Internet Dreams has risen from $40 
to $50, and the stock has paid a dividend of $2 per share. (LO 3-4)

 a. What is the remaining margin in the account?
 b. If the maintenance margin requirement is 30%, will Old Economy receive a margin 

call?
 c. What is the rate of return on the short position (treating the initial margin as the 

amount invested)?
 17. Consider the following limit order book for FinTrade stock. The last trade in the stock 

occurred at a price of $50. (LO 3-3)

Limit Buy Orders Limit Sell Orders

Price Shares Price Shares

$49.75 500 $49.80 100

49.70 900 49.85 100

49.65 700 49.90 300

49.60 400 49.95 100

48.65 600

 a. If a market buy order for 100 shares comes in, at what price will it be filled?
 b. At what price would the next market buy order be filled?
 c. If you were a security dealer, would you want to increase or decrease your inventory 

of this stock?
 18. You are bullish on Telecom stock. The current market price is $50 per share, and you 

have $5,000 of your own to invest. You borrow an additional $5,000 from your broker at 
an interest rate of 8% per year and invest $10,000 in the stock. (LO 3-4)

 a. What will be your rate of return if the price of Telecom stock goes up by 10% during 
the next year? (Ignore the expected dividend.)

 b. How far does the price of Telecom stock have to fall for you to get a margin call if 
the maintenance margin is 30%? Assume the price fall happens immediately.

 19. You are bearish on Telecom and decide to sell short 100 shares at the current market 
price of $50 per share. (LO 3-4)

 a. How much in cash or securities must you put into your brokerage account if the bro-
ker’s initial margin requirement is 50% of the value of the short position?

 b. How high can the price of the stock go before you get a margin call if the mainte-
nance margin is 30% of the value of the short position?

 20. Here is some price information on Marabel, Inc.:

Bid Asked

Marabel $67.95 $68.05

 a. You have placed a limit order to sell at $68. What are you telling your broker?
 b. Given market prices, will your order be executed? (LO 3-2)
 21. Here is some price information on Fincorp stock. Suppose first that Fincorp trades in a 

dealer market. (LO 3-2)

Bid Asked

55.25 55.50

Templates and spreadsheets 
are available in Connect
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margin, 76
Nasdaq Stock Market, 67
over-the-counter (OTC) 

market, 66
primary market, 59

special purpose acquisition 
company (SPAC), 63

stock exchanges, 70
underwriters, 60

private placement, 59
prospectus, 60
secondary market, 59
short sale, 79

Select problems are available in McGraw Hill Connect. 
Please see the Supplements section of the book’s 
frontmatter for more information.

  1. What is the difference between an IPO (initial public offering) and an SEO (seasoned 
equity offering)? (LO 3-1)

  2. What are some different components of the effective costs of buying or selling shares of 
stock? (LO 3-3)

  3. What is the difference between a primary and a secondary market? (LO 3-3)
  4. How do security dealers earn their profits? (LO 3-3)
  5. In what circumstances are private placements more likely to be used than public 

 offerings? (LO 3-1)
  6. What are the differences between a limit order and a market order? (LO 3-3)
  7. Why have average trade sizes declined in recent years? (LO 3-3)
  8. What is the role of an underwriter? A prospectus? (LO 3-1)
  9. How does buying on margin magnify both the upside potential and downside risk of an 

investment portfolio? (LO 3-4)
 10. Are the following statements true or false? If false, correct them. (LO 3-2)
 a. Market orders entail greater price uncertainty than limit orders.
 b. Market orders entail greater time-of-execution uncertainty than limit orders.
 11. Where would an illiquid security in a developing economy most likely trade? (LO 3-3)
 a. Broker markets.
 b. Electronic crossing networks.
 c. Electronic limit-order markets.
 12. Are the following statements true or false? If false, correct them. (LO 3-4)

 a. Investors who wish to sell shares immediately should ask their brokers to enter limit 
orders.

 b. The ask price is less than the bid price.
 c. An issue of additional shares of stock to the public by Microsoft would be called an IPO.
 d. An ECN (electronic communications network) is a computer link used by security 

dealers primarily to advertise prices at which they are willing to buy or sell shares.
 13. Call one full-service broker and one discount broker and find out the transaction costs of 

implementing the following strategies: (LO 3-3)
 a. Buying 100 shares of IBM now and selling them six months from now.
 b. Investing an equivalent amount in six-month at-the-money call options on IBM stock 

now and selling them six months from now.
 14. DRK, Inc., has just sold 100,000 shares in an initial public offering. The underwriter’s 

explicit fees were $60,000. The offering price for the shares was $40, but immediately 
upon issue, the share price jumped to $44. (LO 3-1)

 a. What is your best guess as to the total cost to DRK of the equity issue?
 b. Is the entire cost of the underwriting a source of profit to the underwriters?
 15. Dée Trader opens a brokerage account and purchases 300 shares of Internet Dreams 

at $40 per share. She borrows $4,000 from her broker to help pay for the purchase. 
The interest rate on the loan is 8%. (LO 3-4)

 a. What is the margin in Dée’s account when she first purchases the stock?
 b. If the share price falls to $30 per share by the end of the year, what is the remaining 

margin in her account?

® PROBLEM SETS
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 16. Here are data on two firms: (LO 14-2)

 
Equity 

($ million)
Debt 

($ million)
ROC 
(%)

Cost of Capital 
(%)

Acme 100 50 17 9

Apex 450 150 15 10

 a. Which firm has the higher economic value added?
 b. Which has higher economic value added per dollar of invested capital?

CFA Problems
 1. Jones Group has been generating stable after-tax return on equity (ROE) despite 

 declining operating income. Explain how it might be able to maintain its stable after-tax 
ROE. (LO 14-3)

 2. Which of the following best explains a ratio of “net sales to average net fixed assets” 
that exceeds the industry average? (LO 14-3)

 a. The firm added to its plant and equipment in the past few years.
 b. The firm makes less efficient use of its assets than other firms.
 c. The firm has a lot of old plant and equipment.
 d. The firm uses straight-line depreciation.
 3. Use the financial statements for Chicago Refrigerator Inc. (see Tables 14.15 and 14.16) 

to compute ratios a through h for 2025. (LO 14-2)
 a. Quick ratio.
 b. Return on assets.
 c. Return on common shareholders’ equity.
 d. Earnings per share of common stock.
 e. Profit margin.
 f. Times interest earned.
 g. Inventory turnover.
 h. Leverage ratio.
 4. Janet Ludlow is a recently hired analyst. After describing the electric toothbrush 

 industry, her first report focuses on two companies, QuickBrush Company and 
 SmileWhite Corporation, and concludes:

QuickBrush is a more profitable company than SmileWhite, as indicated by the 40% sales 
growth and substantially higher margins it has produced over the last few years.  SmileWhite’s 
sales and earnings are growing at a 10% rate and produce much lower margins. We do not 
think SmileWhite is capable of growing faster than its recent growth rate of 10% whereas 
QuickBrush can sustain a 30% long-term growth rate. (LO 14-3)

 a. Criticize Ludlow’s analysis and conclusion that QuickBrush is more profitable than 
SmileWhite, as defined by return on equity, and that it has a higher sustainable 
growth rate. Use only the information provided in Tables 14.17 and 14.18. Support 
your criticism by calculating and analyzing:

 ∙ The five components that determine ROE.
 ∙ The two ratios that determine sustainable growth: ROE and plowback.
 b. Explain how QuickBrush has produced an average annual earnings per share (EPS) 

growth rate of 40% over the last two years with an ROE that has been declining. 
Use only the information provided in Table 14.17.

 5. The information in the following table comes from the 2023 financial statements of 
QuickBrush Company and SmileWhite Corporation:
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 28. Why do call options with exercise prices higher than the price of the underlying stock 
sell for positive prices? (LO 2-3)

 29. Both a call and a put currently are traded on stock XYZ; both have strike prices of $50 
and expirations of six months. (LO 2-3)
 a. What will be the profit to an investor who buys the call for $4 in the following 

 scenarios for stock prices in six months? (i) $40; (ii) $45; (iii) $50; (iv) $55; (v) $60.
 b. What will be the profit in each scenario to an investor who buys the put for $6?

 30. What would you expect to happen to the spread between yields on commercial paper 
and Treasury bills if the economy were to enter a steep recession? (LO 2-1)

 31. Examine the stocks listed in Figure 2.8. For what fraction of these stocks is the 52-week 
high price at least 40% greater than the 52-week low price? What do you conclude 
about the volatility of prices on individual stocks? (LO 2-1)

 32. Find the after-tax return to a corporation that buys a share of preferred stock at $40, 
sells it at year-end at $40, and receives a $4 year-end dividend. The firm is in the 21% 
tax bracket. (LO 2-1)

Challenge
 33. What is the difference between a put option and a short position in a futures contract? 

(LO 2-3)
 34. What is the difference between a call option and a long position in a futures contract? 

(LO 2-3)

CFA Problem
 1. Preferred stock yields often are lower than yields on bonds of the same quality because 

of: (LO 2-1)
 a. Marketability
 b. Risk
 c. Taxation
 d. Call protection

 1. Go to the website for The Walt Disney Co. (DIS) and download its most recent annual report 
(its 10-K). Locate the company’s Consolidated Balance Sheets and answer these questions:
 a. How much preferred stock is Disney authorized to issue? How much has been issued?
 b. How much common stock is Disney authorized to issue? How many shares are cur-

rently outstanding?
 c. Search for the term “Financing Activities.” What is the total amount of borrowing 

listed for Disney? How much of this is medium-term notes?
 d. What other types of debt does Disney have outstanding?

 2. Not all stock market indexes are created equal. Different methods are used to calculate 
various indexes, and different indexes will yield different assessments of “market perfor-
mance.” Using one of the following data sources, retrieve the stock price for five different 
firms on the first and last trading days of the previous month.
www.nasdaq.com—Get a quote; then select Charts and specify one month. When the 

chart appears, click on a data point to display the underlying data.
www.bloomberg.com—Get a quote; then plot the chart; next, use the moving line to see 

the closing price today and one month ago.
finance.yahoo.com—Get a quote; then click on Historical Data and specify a date range.
 a. Compute the monthly return on a price-weighted index of the five stocks.
 b. Compute the monthly return on a value-weighted index of the five stocks.
 c. Compare the two returns and explain their differences. Explain how you would inter-

pret each measure.

WEB master
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Supplements

MCGRAW HILL CONNECT®

Less Managing. More Teaching. Greater Learning.
McGraw Hill Connect is an online assignment and 
assessment solution that connects students with the tools 
and resources they’ll need to achieve success.
McGraw Hill Connect helps prepare students for their 
future by enabling faster learning, more efficient study-
ing, and higher retention of knowledge.

McGraw Hill Connect Features
Connect offers a number of powerful tools and features to 
make managing assignments easier, so faculty can spend 
more time teaching. With Connect, students can engage 
with their coursework anytime and anywhere, making the 
learning process more accessible and efficient. Connect 
offers you the features described below.

Simple Assignment Management
With Connect, creating assignments is easier than ever, so 
you can spend more time teaching and less time managing. 
The assignment management function enables you to:

∙	 Create and deliver assignments easily with selectable 
end-of-chapter questions and Test Bank items.

∙	 Streamline lesson planning, student progress report-
ing, and assignment grading to make classroom man-
agement more efficient than ever.

∙	 Go paperless with the eBook and online submission 
and grading of student assignments.

Smart Grading
When it comes to studying, time is precious. Connect 
helps students learn more efficiently by providing feed-
back and practice material when they need it, where they 
need it. When it comes to teaching, your time also is pre-
cious. The grading function enables you to:

∙	 Have assignments scored automatically, giving stu-
dents immediate feedback on their work and side-by-
side comparisons with correct answers.

∙	 Access and review each response; manually change 
grades or leave comments for students to review.

∙	 Reinforce classroom concepts with practice tests and 
instant quizzes.

Instructor Library
The Connect Instructor Library is your repository for addi-
tional resources to improve student engagement in and out 
of class. You can select and use any asset that enhances 
your lecture. The following supplements are available for 
quick download and convenient access via the Instructor 
Resource Library available through McGraw Hill Connect.

∙	 Instructor’s Manual Revised by Nicholas Racculia, 
St. Vincent College, this instructional tool provides an 
integrated learning approach revised for this release. 
Each chapter includes a Chapter Overview, Learning 
Objectives, and Presentation of Material that outlines 
and organizes the material around the PowerPoint 
Presentation.

∙	 Solutions Manual The Solutions Manual, carefully 
revised by the authors with assistance from Nicholas 
Racculia, contains solutions to all basic, intermediate, 
and challenge problems found at the end of each chapter.

∙	 Test Bank Prepared by Nicholas Racculia, the Test 
Bank contains more than 1,200 questions and includes 
over 220 new questions. Each question is ranked by 
level of difficulty (easy, medium, hard) and tagged with 
the learning objective, the topic, AACSB, and Bloom’s 
Taxonomy, which allows greater flexibility in creating a 
test. The Test Bank is assignable within Connect.

∙	 Test Builder Available within McGraw Hill 
Connect®, Test Builder is a cloud-based tool that 
enables instructors to format tests that can be printed, 
administered within a Learning Management System, 
or exported as a Word document. Test Builder offers 
a modern, streamlined interface for easy content 
configuration that matches course needs, without 
requiring a download.

Test Builder allows you to

∙	 access all test bank content from a particular title.
∙	 easily pinpoint the most relevant content through 

robust filtering options.
∙	 manipulate the order of questions or scramble 

questions and/or answers.
∙	 pin questions to a specific location within a test.
∙	 determine your preferred treatment of algorithmic 

questions.
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∙	 choose the layout and spacing.
∙	 add instructions and configure default settings.
∙	 Test Builder provides a secure interface for better 

protection of content and allows for just-in-time 
updates to flow directly into assessments.

∙	 PowerPoint Presentations These presentation slides, 
developed by Leslie Rush from the University of 
Hawaii, 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.

Evergreen
Content and technology are ever-changing, and it is 
important that you can keep your course up to date with 
the latest information and assessments. That’s why we 
want to deliver the most current and relevant content for 
your course, hassle-free.

Bodie, Kane, and Marcus, Essentials of Investments 
is moving to an Evergreen delivery model, which means 
it has content, tools, and technology that is updated and 
relevant, with updates delivered directly to your existing 
McGraw Hill Connect® course. Engage students and 
freshen up assignments with up-to-date coverage of select 
topics and assessments, all without having to switch 
editions or build a new course.

Reflecting the Diverse World Around Us
McGraw Hill believes in unlocking the potential of every 
learner at every stage of life. To accomplish that, we 
are dedicated to creating products that reflect, and are 
accessible to, all the diverse, global customers we serve. 
Within McGraw Hill, we foster a culture of belonging, 
and we work with partners who share our commitment to 
equity, inclusion, and diversity in all forms. In McGraw 
Hill Higher Education, this includes, but is not limited to, 
the following:
∙	 Refreshing and implementing inclusive content 

guidelines around topics including generalizations and 

stereotypes, gender, abilities/disabilities, race/ethnicity, 
sexual orientation, diversity of names, and age.

∙	 Enhancing best practices in assessment creation to 
eliminate cultural, cognitive, and affective bias.

∙	 Maintaining and continually updating a robust photo 
library of diverse images that reflect our student 
populations.

∙	 Including more diverse voices in the development and 
review of our content.

∙	 Strengthening art guidelines to improve accessibility 
by ensuring meaningful text and images are 
distinguishable and perceivable by users with limited 
color vision and moderately low vision.

Read Anywhere® App
Read or study when it’s convenient with McGraw 
Hill’s free ReadAnywhere® app. Available for iOS and 
Android smartphones or tablets, it gives users access to 
McGraw Hill tools including the eBook and SmartBook® 
or Adaptive Learning Assignments in McGraw Hill 
Connect®. Students can take notes, highlight, and complete 
assignments offline—all their work will sync when 
connected to WiFi. Students log in with their Connect 
username and password to start learning—anytime, 
anywhere!

Proctorio: Remote Proctoring and  
Browser-Locking Capabilities
Remote proctoring and browser-locking capabilities, 
hosted by Proctorio within Connect, provide control of the 
assessment environment by enabling security options and 
verifying the identity of the student.

Seamlessly integrated within Connect, these services 
allow instructors to control the assessment experience by 
verifying identification, restricting browser activity, and 
monitoring student actions.

Instant and detailed reporting gives instructors 
an at-a-glance view of potential academic integrity 
concerns, thereby avoiding personal bias and supporting 
evidence-based claims.
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“I really liked this app—
it made it easy to study 
when you don't have your 
textbook in front of you.”
Jordan Cunningham, a student at 
Eastern Washington University

Study anytime, anywhere
Encourage your students to download 
the free ReadAnywhere® app so they can 
access their online eBook, SmartBook® 2.0, 
or Adaptive Learning Assignments when it’s 
convenient, even when they’re offline. And 
since the app automatically syncs with their 
Connect account, all of their work is available 
every time they open it. Find out more at 
mheducation.com/readanywhere 

Every learner is unique
In Connect, instructors can assign an adaptive  
reading experience with SmartBook® 2.0. Rooted in 
advanced learning science principles, SmartBook® 
2.0 delivers each student a personalized experience, 
focusing students on their learning gaps, ensuring  
that the time they spend studying is time well spent. 
mheducation.com/highered/connect/smartbook

Laptop: Getty Images; Woman/dog: George Doyle/Getty Images

65%
Less Time
Grading

A complete course platform
Connect enables you to build deeper connections with your students through 
cohesive digital content and tools, creating engaging learning experiences. 
We are committed to providing you with the right resources and tools to 
support all your students along their personal learning journeys. 

Effective tools for efficient studying
Connect is designed to help students be more productive with simple, flexible, intuitive tools that 
maximize study time and meet students’ individual learning needs. Get learning that works for 
everyone with Connect.
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Education for all
McGraw Hill works directly with Accessibility Services departments and faculty to meet the learning 
needs of all students. Please contact your Accessibility Services Office, and ask them to email 
accessibility@mheducation.com, or visit mheducation.com/about/accessibility for more information.

Solutions for  
your challenges
A product isn’t a solution. Real solutions 
are affordable, reliable, and come with 
training and ongoing support when 
you need it and how you want it. Visit 
supportateverystep.com for videos and 
resources both you and your students 
can use throughout the term.

Updated and relevant content
Our new Evergreen delivery model provides the most current 
and relevant content for your course, hassle-free. Content, 
tools, and technology updates are delivered directly to your 
existing McGraw Hill Connect® course. Engage students and 
freshen up assignments with up-to-date coverage of select 
topics and assessments, all without having to switch editions 
or build a new course.

Affordable solutions, 
added value 
Make technology work for you with LMS 
integration for single sign-on access, 
mobile access to the digital textbook, 
and reports to quickly show you how 
each of your students is doing. And with 
our Inclusive Access program, you can 
provide all these tools at the lowest 
available market price to your students. 
Ask your McGraw Hill representative for 
more information.
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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 stocks, bonds, or real estate. 
This is an asset allocation decision. Second, the asset 
allocation choice 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. We provide a systematic collection of Excel 
spreadsheets that give you tools to explore concepts 
more deeply. These spreadsheets are available as part of 
the Connect resources for this text 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 seeking designation 
as a Chartered Financial Analyst (CFA). The CFA Insti-
tute curriculum represents the consensus of a committee 
of distinguished scholars and practitioners regarding the 
core of knowledge required by the investment professional. 
We continue to include questions from previous CFA exams 
in our end-of-chapter problems as well as CFA-style ques-
tions derived from the Kaplan-Schweser CFA preparation 
courses.

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 and 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

The past three decades witnessed rapid and profound 
change in the investment industry as well as a financial 
crisis of historic magnitude. The vast expansion of 
financial markets during this period was due in part to 
innovations in securitization and credit enhancement that 
gave birth to new trading strategies. These strategies were 
in turn made feasible by developments in communication 
and information technology, as well as by advances in the 
theory of investments.

Yet the financial crisis of 2008–2009 was also 
rooted in the cracks of these developments. Many of the 
innovations in security design facilitated high leverage 
and an exaggerated notion of the efficacy of risk transfer 
strategies. This engendered complacency about risk 
that was coupled with relaxation of regulation as well 
as reduced transparency that masked the precarious 
condition of many big players in the system.

Of necessity, our text has evolved along with financial 
markets. We devote considerable attention to recent 
breathtaking changes in market structure and trading 
technology. At the same time, however, many basic 
principles of investments remain important. We con-
tinue to organize the book around one basic theme—that 
security markets are nearly efficient, meaning that you 
should expect to find few obvious bargains in these 
markets. Given what we know about securities, their 
prices usually appropriately reflect their risk and return 
attributes; free lunches are few and far apart in markets 
as competitive as these. This starting point remains a 
powerful approach to security valuation and is remarkably 
profound in its implications for the design of investment 
strategies. While the degree of market efficiency is and 
will always be a matter of debate (in fact we devote a full 
chapter to the behavioral challenge to the efficient market 
hypothesis), we hope our discussions throughout the book 
convey a good dose of healthy skepticism concerning 
much conventional wisdom.

This text also places great emphasis on asset 
allocation. We prefer this emphasis for two important 
reasons. First, it corresponds to the procedure that most 
individuals actually follow when building an investment 

A Note from the Authors . . .
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