@ Final PDF to printer

Fundamentals of Investments
VALUATION AND MANAGEMENT

YrTago




Final PDF to printer

Financial Management

Block, Hirt, and Danielsen
Foundations of Financial Management
Seventeenth Edition

Brealey, Myers, and Allen
Principles of Corporate Finance
Thirteenth Edition

Brealey, Myers, and Allen
Principles of Corporate Finance, Concise
Second Edition

Brealey, Myers, and Marcus
Fundamentals of Corporate Finance
Tenth Edition

Brooks
FinGame Online 5.0

Bruner, Eades, and Schill

Case Studies in Finance: Managing for Corporate Value
Creation

FEighth Edition

Cornett, Adair, and Nofsinger
Finance: Applications and Theory
Fifth Edition

Cornett, Adair, and Nofsinger

M: Finance

Fourth Edition

DeMello

Cases in Finance

Third Edition

Grinblatt (editor)

Stephen A. Ross, Mentor: Influence through Generations
Grinblatt and Titman

Financial Markets and Corporate Strategy
Second Edition

Higgins

Analysis for Financial Management
Twelfth Edition

Ross, Westerfield, Jaffe, and Jordan
Corporate Finance
Twelfth Edition

Ross, Westerfield, Jaffe, and Jordan
Corporate Fil Core Principles and Appli
Sixth Edition

The McGraw-Hill Series in Finance,
Insurance, and Real Estate

Ross, Westerfield, and Jordan
Essentials of Corporate Finance
Tenth Edition

Ross, Westerfield, and Jordan
Fundamentals of Corporate Finance
Twelfth Edition

Shefrin
Behavioral Corporate Finance: Decisions That Create Value
Second Edition

Investments

Bodie, Kane, and Marcus
Essentials of Investments
Eleventh Edition

Bodie, Kane, and Marcus
Investments
Twelfth Edition

Hirt and Block
Fund. Is of Invest Y7
Tenth Edition

Jordan, Miller, and Dolvin
Fund Is of Invest)
Management

Ninth Edition

~

and

Stewart, Piros, and Heisler
Running Money: Profe
First Edition

I Portfolio Management

Sundaram and Das
Derivatives: Principles and Practice
Second Edition

Financial Institutions and Markets

Rose and Hudgins
Bank Management and Financial Services
Ninth Edition

Rose and Marquis
Financial Institutions and Markets
Eleventh Edition

Saunders and Cornett
Financial Institutions M : A Risk M
Approach

Tenth Edition

Saunders and Cornett
Financial Markets and Institutions
Seventh Edition

International Finance

Eun and Resnick
International Financial Management
Eighth Edition

Real Estate

Brueggeman and Fisher
Real Estate Finance and Investments
Sixteenth Edition

Ling and Archer
Real Estate Principles: A Value Approach
Fifth Edition

Financial Planning and Insurance

Allen, Melone, Rosenbloom, and Mahoney
Retirement Plans: 401(k)s, IRAs, and Other Deferred
Compensation Approaches

Twelfth Edition

Altfest
Personal Financial Planning
Second Edition

Harrington and Niehaus
Risk Management and Insurance
Second Edition

Kapoor, Dlabay, Hughes, and Hart

Focus on Personal Finance: An Active Approach to Help
You Achieve Financial Literacy

Sixth Edition

Kapoor, Dlabay, Hughes, and Hart

Personal Finance

Thirteenth Edition

Walker and Walker

Personal Finance: Building Your Future
Second Edition

jor13979_fm_ixLindd ii

10/26/19 02:22 PM




Final PDF to printer

University of Kentucky

Bradford D. Jordan

Ninth Edition

Fundamentals of Investments
VALUATION AND MANAGEMENT

Steven D. Dolvin, CFA

Butler University

Thomas W. Miller Jr.

Mississippi State University

jor13979_fm_ixLindd iii

10/26/19 02:22 PM




@ Final PDF to printer

FUNDAMENTALS OF INVESTMENTS: VALUATION AND MANAGEMENT, NINTH EDITION

Published by McGraw-Hill Education, 2 Penn Plaza, New York, NY 10121. Copyright © 2021 by McGraw-Hill
Education. All rights reserved. Printed in the United States of America. Previous editions © 2018, 2015, and
2012. No part of this publication may be reproduced or distributed in any form or by any means, or stored in

a database or retrieval system, without the prior written consent of McGraw-Hill Education, including, but not
imited to, in any network or other electronic storage or transmission, or broadcast for distance learning.

Some ancillaries, including electronic and print components, may not be available to customers outside the
United States.

This book is printed on acid-free paper.
123456789LWI2423222120

ISBN 978-1-260-01397-9 (bound edition)
MHID 1-260-01397-9 (bound edition)

ISBN 978-1-260-77863-2 (loose-leaf edition)
MHID 1-260-77863-0 (loose-leaf edition)

Portfolio Director: Charles Synovec

Senior Product Developer: Jennifer Upton

Marketing Manager: Trina Maurer

Content Project Managers: Jamie Koch, Lori Koetters
Buyer: Susan K. Culbertson

Content Licensing Specialist: Jacob Sullivan

Design: Matt Diamond

Cover Image: Chatrawee Wiratgasem/Shutterstock
Compositor: SPi Global

All credits appearing on page or at the end of the book are considered to be an extension of the copyright page.
Library of Congress Cataloging-in-Publication Data

Names: Jordan, Bradford D., author. | Miller, Thomas W., author. | Dolvin,
Steven D., author.

Title: Fundamentals of investments : valuation and management / Bradford D.
Jordan, University of Kentucky, Thomas W. Miller Jr., Mississippi State
University, Steven D. Dolvin, Butler University.

Description: Ninth Edition. | New York : McGraw-Hill Education, 2020. |
Series: The McGraw-Hill series in finance, insurance, and real estate |
Revised edition of the authors’ Fundamentals of investments, [2017]

Identifiers: LCCN 2019039490 (print) | LCCN 2019039491 (ebook) | ISBN
9781260013979 (paperback) | ISBN 9781260778670 (ebook)

Subjects: LCSH: Investments.

Classification: LCC HG4521 .C66 2020 (print) | LCC HG4521 (ebook) | DDC
332.6—dc23

LC record available at https://lccn.loc.gov/2019039490

LC ebook record available at https://Iccn.loc.gov/2019039491

The Internet addresses listed in the text were accurate at the time of publication. The inclusion of a website does
not indicate an endorsement by the authors or McGraw-Hill Education, and McGraw-Hill Education does not
uarantee the accuracy of the information presented at these sites.

mheducation.com/highered

jor13979_fm_ixLindd iv @ 10/26/19 02:22 PM




@ Final PDF to printer

~—Q "o ﬁ@’

To my late father, S. Kelly Jordan Sr.,
a great stock picker.

BDJ

To my parents, Tom and Kathy Miller;
my wife, Carolyn; and #21 —Thomas W. Miller III.

TWM JR.

To my wife, Kourtney, and the “three L's"—my greatest
investment in this life.

SDD

jor13979_fm_ixLindd v @ 10/26/19 02:22 PM




@ Final PDF to printer

About the Authors

Bradford D. Jordan

Gatton College of Business and Economics, University of Kentucky

Bradford D. Jordan is Professor of Finance and holder of the duPont Endowed Chair in Bank-
ing and Financial Services at the University of Kentucky. He has extensive experience in both
applied and theoretical issues in finance, and he has taught a variety of investments classes at
all levels. Professor Jordan has published numerous research articles on issues such as valu-
ation of fixed-income securities, tax effects in investments analysis, the behavior of security
prices, IPO valuation, and the pricing of exotic options. He is co-author of Fundamentals of
Corporate Finance and Essentials of Corporate Finance, two of the most widely used finance
textbooks in the world.

Thomas W. Miller Jr.

College of Business, Mississippi State University

Tom Miller is Professor of Finance and holder of the Jack R. Lee Chair in Financial and
Consumer Finance at Mississippi State University. He has a long-standing interest in deriva-
tive securities and investments and has published numerous articles on various topics in these
areas. His latest research interest is the workings and regulation of small-dollar loan markets
Professor Miller has been honored with many research and teaching awards. He is a co-author
with David Dubofsky) of Derivatives: Valuation and Risk Management (Oxford University
Press). Professor Miller’s interests include golfing, raising American saddle-bred horses, and
playing tenor saxophone.

Steven D. Dolvin, CFA

Lacy School of Business, Butler University

Dr. Steven D. Dolvin, CFA, is Professor of Finance and holder of the Eugene Ratliff Endowed
Chair in Finance at Butler University. He teaches primarily in the area of investments, but he
also oversees student-run portfolios in both public and private equity. He has received mul
tiple teaching awards and has also published numerous articles in both academic and prac-
titioner outlets. His principal areas of interest are IPOs, venture capital, financial education,
retirement investing, ESG factors, and behavioral finance. His prior experience includes work
in both corporate finance and investments, and he currently provides investment consulting
for both individuals and businesses. Professor Dolvin is also a CFA Charterholder and is
involved in his local CFA society.

vi

jor13979_fm_ixLindd vi @ 10/26/19 02:22 PM




@ Final PDF to printer

face

So why did we write this book?
As we toiled away, we asked ourselves this question many times, and the answer was always
the same: Our students made us.
Traditionally, investments textbooks tend to fall into one of two camps. The first type has
a greater focus on portfolio management and covers a significant amount of portfolio theory.
The second type is more concerned with security analysis and generally contains fairly de-
tailed coverage of fundamental analysis as a tool for equity valuation. Today, most texts try to
cover all the bases by including some chapters drawn from one camp and some from another.
The result of trying to cover everything is either a very long book or one that forces the
instructor to bounce back and forth between chapters. This frequently leads to a noticeable
lack of consistency in treatment. Different chapters have completely different approaches
Some are computational, some are theoretical, and some are descriptive. Some do macroecos-
nomic forecasting, some do mean-variance portfolio theory and beta estimation, and some do
financial statements analysis. Options and futures are often essentially tacked on the back to
round out this disconnected assortment.
The goal of these books is different from the goal of our students. Our students told us they
come into an investments course wanting to learn how to make investment decisions. As time
went by, we found ourselves supplying more and more supplemental materials to the texts
we were using and constantly varying chapter sequences while chasing this elusive goal. We
finally came to realize that the financial world had changed tremendously, and investments
textbooks had fallen far behind in content and relevance.
What we really wanted, and what our students really needed, was a book that would do
several key things:

* Focus on students as investment managers by giving them information they can act on
instead of concentrating on theories and research without the proper context.

» Offer strong, consistent pedagogy, including a balanced, unified treatment of the main
types of financial investments as mirrored in the investment world.

* Organize topics in a way that would make them easy to apply—whether to a portfolio
simulation or to real life—and support these topics with hands-on activities.

We made these three goals the guiding principles in writing this book. The next several
sections explain our approach to each and why we think they are so important.

Who Is This Book For?

This book is aimed at introductory investments classes with students who have relatively little
familiarity with investments. A typical student may have taken a principles of finance class
and had some exposure to stocks and bonds, but not much beyond the basics. The introduc-
tory investments class is often a required course for finance majors, but students from other
areas often take it as an elective. One fact of which we are acutely aware is that this may be
the only investments class many students will ever take.

We intentionally wrote this book in a relaxed, informal style that engages the student and
treats him or her as an active participant rather than a passive information absorber. We think
the world of investments is exciting and fascinating, and we hope to share our considerable
enthusiasm for investing with the student. We appeal to intuition and basic principles when-
ever possible because we have found that this approach effectively promotes understanding

vii
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e also make extensive use of examples throughout, drawing on material from the worl
around us and using familiar companies wherever appropriate.

By design, the text is not encyclopedic. As the table of contents indicates, we have a total
of 21 chapters. Chapter length is about 30 to 40 pages, so the text is aimed at a single-term
course; most of the book can be covered in a typical quarter or semester.

Aiming the book at a one-semester course necessarily means some picking and choosing
with regard to both topics and depth of coverage. Throughout, we strike a balance by intro-
ducing and covering the essentials while leaving some of the details to follow-up courses in
security analysis, portfolio management, and options and futures.

How Does the Ninth Edition of This Book Expand
Upon the Goals Described Above?

Based on user feedback, we have made numerous improvements and refinements in the ninth
edition of Fundamentals of Investments: Valuation and Management. We updated an appendix
containing useful formulas. We updated every chapter to reflect current market practices and
conditions, and we significantly expanded and improved the end-of-chapter material, particu-
larly online.

To give some examples of our additional new content:

* Chapter 1 contains updates on historical returns for small-company stocks, large-
company stocks, long-term government bonds, and Treasury bills, as well as
U.S. inflation rates.

* Chapter 2 contains new information on robo-advisors, new discussion of target date
funds, and additional information about how margin works at the portfolio level.

» Chapter 3 incorporates added information about sunset provisions and whiskey divi-
dends, as well as updated discussion on how futures contracts work in practice. We
have also updated FINRA bond references and online citations, including updated
quotes for figures and examples.

» Chapter 4 contains a new feature about socially conscious investing. We have also up-
dated and expanded a section that addresses the significant impact of fees on portfolio
ending values.

» Chapter 5 contains a new section on alternative sources of public funding (crowdfund-
ing, ICOs), as well as updated material on the organization of the NYSE. There is also
significantly expanded discussion of competitors to the NYSE and NASDAQ.

» Chapter 6 contains discussion of how external factors may affect stock values and sig-
nificant updates to the discussion of the residual income model (RIM) and free cash
flow model. We have also replaced source data for examples throughout the chapter
using citations that are freely available to the investing public, thereby making it of
more practical use for most students. There is also a brand-new example featuring
CVS Health Corporation.

» Chapter 8 contains a new section on investor biases, as well as more robust discussion
of mental accounting, loss aversion, and overconfidence.

» Chapter 12 contains new discussion about the purpose and significance of beta. There
is also a new section titled “Factor Analysis and Style Portfolios.”

* Chapter 13 contains a new example calculating the Sortino and Sharpe ratios.
» Chapter 17 is a brand-new chapter, titled “Alternative Investments.”

* Chapter 19 (formerly Chapter 17) contains an updated valuation for Starbucks
Corporation.

e Chapter 21 (formerly Chapter 20) contains new and expanded discussion on GNMA
clones.

We continue to emphasize the use of the web in investments analysis, and we integrate
web-based content in several ways. First, wherever appropriate, we provide a commented lin

viii  Preface
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in the margin. These links send readers to selected, particularly relevant websites. Second,
our Work the Web feature, expanded and completely updated for this edition, appears in most
chapters. These boxed readings use screenshots to show students how to access, use, and
interpret various types of key financial and market data. Finally, new end-of-chapter problems
rely on data retrieved from the web.

We continue to provide Spreadsheet Analysis exhibits, which we have enhanced for this edi-
tion. These exhibits illustrate directly how to use spreadsheets to do certain types of important
problems, including such computationally intensive tasks as calculating Macaulay duration,
finding Black-Scholes option prices, and determining optimal portfolios based on Sharpe ra-
tios. We also continue to provide, where relevant, readings from a variety of real-life financial
sources, which have been thoroughly updated for this edition.

CFA™ Mapping

Consider this description provided by the CFA Institute: “First awarded in 1963, the Char-
tered Financial Analyst (CFA) charter has become known as the gold standard of professional
credentials within the global investment community. Investors recognize the CFA designation
as the definitive standard for measuring competence and integrity in the fields of portfolio
management and investment analysis.” The importance and growing significance of the CFA
charter are compelling reasons to integrate CFA curriculum material into our ninth edition.

Among the requirements to earn the CFA charter, candidates must pass three sequential
levels of comprehensive exams. Each exam asks questions on a wide array of subject areas
concerning the investment process. To help candidates study for the exams, the exams at each
level are divided into so-called study sessions. Each of these study sessions has a core set of
readings designed to help prepare the candidate for the exams. We carefully examined the
content of each reading (updated for the 2016 exams), as well as the stated learning outcomes,
to determine which areas we covered in the eighth edition. Importantly, we also considered
which areas might be added to the ninth edition.

In total, our textbook contains material that touches over 75 percent of the readings from
Level I of the CFA exam. Topics that we do not address from Level I, such as basic statis-
tics, accounting, and economics, are likely addressed in prerequisite courses taken before the
investments course. In addition, we present some higher-level material: We touch on about
35 percent and 50 percent of the readings from the Level II and III exams, respectively.

Of course, we make no claim that our textbook is a substitute for the CFA exam readings
Nonetheless, we believe that this ninth edition provides a terrific framework and introduc-
tion for students looking to pursue a career in investments—particularly for those interested
in eventually holding the CFA charter. To provide a sense of studying for the CFA, the ninth
edition continues to include an end-of-chapter case review. Kaplan Schweser, a leading pur-
veyor of CFA exam preparation packages, graciously provided extensive material from which
we chose these case reviews. In addition, we have added additional Kaplan Schweser practice
exams and questions to our online learning system, Connect.

We provide mapping between the textbook and the CFA curriculum as follows: Each chap-
ter opens with a CFA Exam box citing references to specific readings from the CFA curricu-
lum that are covered within the chapter. The topic is identified, and we indicate which level
and study session the reading comes from. We label these topics CFA1, CFA2, CFA3, and so
on, for easy reference. End-of-chapter problems in the book and in Connect are also labeled
with these tags. Over 95 percent of our end-of-chapter material is related to the CFA exam.
We believe that this integration adds tremendous value to the ninth edition.

How Is This Book Relevant to the Student?

Fundamental changes in the investments universe drive our attention to relevance. The first
major change is that individuals are being asked to make investment decisions for their own
portfolios more often than ever before. There is, thankfully, a growing recognition that tra-
ditional “savings account” approaches to investing are decidedly inferior. At the same time,
he use of employer-sponsored “investment accounts” has expanded enormously. The secon

Preface ix
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major change is that the investments universe has exploded with an ever-increasing number o
investment vehicles available to individual investors. As a result, investors must choose from
an array of products, many of which are very complex, and they must strive to choose wisely.

Beyond this, students are more interested in subjects that affect them directly (as are we
all). By taking the point of view of the student as an investor, we are better able to illustrate
and emphasize the relevance and importance of the material.

Our approach is evident in the table of contents. Our first chapter is motivational; we
have found that this material effectively “hooks” students and even motivates a semester-long
discourse on risk and return. Our second chapter answers the student’s next natural question
‘How do I get started investing and how do I buy and sell securities?” The third chapter sur-
veys the different types of investments available. After only three chapters, very early in the
term, students have learned something about the risks and rewards from investing, how to get
started investing, and what investment choices are available.

We close the first part of the text with a detailed examination of mutual funds. Without a
doubt, mutual funds have become the most popular investment vehicles for individual inves-
tors. There are now more mutual funds than there are stocks on the NYSE! Given the size and
enormous growth in the mutual fund industry, this material is important for investors. Even
so, investments texts typically cover mutual funds in a cursory way, often banishing the mate-
rial to a back chapter under the obscure (and obsolete) heading of “investment companies.’
Our early placement lets students quickly explore a topic they have heard a lot about and are
typically interested in learning more about.

How Does This Book Allow Students to Apply Their
Investments Knowledge?

After studying this text, students will have the basic knowledge needed to move forward and
actually act on what they have learned. We have developed two features to encourage students
in making decisions as an investment manager. Learning to make good investment decisions
comes with experience, while experience (regrettably) comes from making bad investment
decisions. As much as possible, we press our students to get those bad decisions out of their
systems before they start managing real money!

Not surprisingly, most students don’t know how to get started in buying and selling securi-
ties. We have learned that providing some structure, especially with a portfolio simulation,
greatly enhances the experience. Therefore, we have a series of Getting Down to Busines.
boxes. These boxes (at the end of each chapter) usually describe actual trades for students to
explore. The intention is to show students how to gain real experience with the principles and
instruments covered in the chapter.

How Does This Book Maintain a Consistent,
Unified Treatment?

In most investments texts, depth of treatment and presentation vary dramatically from instru-
ment to instrument, which leaves the student without an overall framework for understanding
the many types of investments. We stress early on that there are essentially only four basic
types of financial investments—stocks, bonds, options, and futures. In Parts 2 through 6, our
simple goal is to take a closer look at each of these instruments. We take a unified approach
to each by answering these basic questions:

1. What are the essential features of the instrument?
. What are the possible rewards?
. What are the risks?
. What are the basic determinants of investment value?

. For whom is the investment appropriate and under what circumstances?

A Ut A W N

. How is the instrument bought and sold, and how does the market for the instrument
operate?

X Preface
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By covering investment instruments in this way, we teach students what questions to ask
when looking at any potential investment.

Unlike other introductory investments texts, we devote several chapters beyond the basics
to the different types of fixed-income investments. Students are often surprised to learn that
the fixed-income markets are so much bigger than the equity markets and that money man-
agement opportunities are much more common in the fixed-income arena. Possibly the best
way to see this is to look at recent CFA exams and materials and note the extensive coverage
of fixed-income topics. We have placed these chapters toward the back of the text because we
recognize not everyone will want to cover all this material. We have also separated the subject
into several shorter chapters to make it more digestible for students and to allow instructors
more control over what is covered.

Assurance-of-Learning Ready

Many educational institutions today are focused on the notion of assurance of learning, an
important element of some accreditation standards. This edition is designed specifically to
support your assurance-of-learning initiatives with a simple, yet powerful, solution.

Each Test Bank question for this book maps to a specific chapter learning objective listed
in the text. You can use the Test Bank software to easily query for learning outcomes and
objectives that directly relate to the learning objectives for your course. You can then use the
reporting features of the software to aggregate student results in similar fashion, making the
collection and presentation of assurance-of-learning data simple and easy.
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Chapters
PART ONE Introduction
Chapter 1
A Brief History of Risk and Return

Chapter 2

The Investment Process

erage

his book was designed and developed explicitly for a first course in investments taken eithen
by finance majors or nonfinance majors. In terms of background or prerequisites, the book is
early self-contained, but some familiarity with basic algebra and accounting is assumed. The

organization of the text has been designed to give instructors the flexibility they need to teach a

quarter-long or semester-long course.

To present an idea of the breadth of coverage in the ninth edition of Fundamentals of Investments
he following grid is presented chapter by chapter. This grid contains some of the most significant
ew features and a few selected chapter highlights. Of course, for each chapter, features like open-

ing vignettes, Work the Web, Spreadsheet Analysis, Getting Down to Business, Investment Updates,

ables, figures, examples, and end-of-chapter material have been thoroughly reviewed and updated.

Selected Topics of Interest

Dollar returns and percentage returns.
Return variability and calculating vari-
ance and standard deviation.

Arithmetic versus geometric returns.

The risk-return trade-off. Updated
material: World stock market

capitalization.

The investment policy statement (IPS).

Investor objectives, constraints, and
strategies. New material: Updated risk
tolerance questionnaire.

Investment professionals and types of
brokerage accounts. New material:
Coverage of portfolio margin.

Retirement accounts.

Learning Outcome/Comment

Average returns differ by asset class.

Return variability also differs by asset class.

Geometric average tells you what you actually
earned per year, compounded annually. Arith-
metic returns tell you what you earned in a
typical year. Dollar-weighted average returns
adjust for investment inflows and outflows.
Historically, higher returns are associated
with higher risk. Estimates of future equity
risk premiums involve assumptions about the

risk environment and investor risk aversion.

By knowing their objectives and constraints,
investors can capture risk and safety trade-
offs in an investment policy statement (IPS).
Presentation of issues like risk and return,
resource constraints, market timing, and
asset allocation.

Discussion of the different types of financial
advisors and brokerage accounts available to
an individual investor.

Readers will know the workings of company-

sponsored plans, such as a 401(k), traditional indi-

vidual retirement accounts (IRAs), and Roth IRAs.
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Chapters Selected Topics of Interest Learning Outcome/Comment
Short sales. Description of the process of short-selling
stock and short-selling constraints imposed
by regulations and market conditions.
Forming an investment portfolio. An investment portfolio must account for
an investor's risk tolerance, objectives, con-

straints, and strategies.

Chapter 3
Overview of Security Types Classifying securities. Interest-bearing, equity, and derivative
securities.
NASD's new TRACE system and trans- Up-to-date discussion of new developments
parency in the corporate bond market. in fixed income with respect to price, volume,
and transactions reporting.
Equity securities. Obtaining price quotes for equity securities.
Derivative securities: Obtaining futures ~ Defining the types of derivative securities, in-
contract and option contract price terpreting their price quotes, and calculating
quotes using the internet. gains and losses from these securities.
Chapter 4
Mutual Funds and Other Advantages and drawbacks of investing ~ Advantages include diversification, profes-
Investment Companies in mutual funds. sional management, and minimum initial

investment. Drawbacks include risk, costs,

and taxes.
Investment companies and types Covers concepts like open-end versus closed-
of funds. end funds and net asset value.
Mutual fund organization, creation, Presents types of expenses and fees like
costs, and fees. front-end loads, 12b-1 fees, management fees,

and turnover.
Short-term funds, long-term funds, and Discussion of money market mutual
fund performance. New section: Socially funds versus the variety of available
responsible investing. stock and bond funds and how to find
their performance.
Special funds like closed-end funds, The closed-end fund discount mystery
exchange-traded funds, and hedge funds. and discussion of exchange-traded funds
(ETFs), exchange-traded notes (ETNs), hedge
fund investment styles, and the perils of
leveraged ETFs.
PART TWO Stock Markets
Chapter 5
The Stock Market Private vs. public equity and primary vs.  The workings of an initial public offering
secondary markets. (IPO), a seasoned equity offering (SEQ),
the role of investment bankers, and the
role of the Securities and Exchange
Commission (SEC).
NYSE and NASDAQ. The role of dealers and brokers, the workings
of the New York Stock Exchange (NYSE), and
NASDAQ market operations.

xvi
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Chapters

Chapter 6

Common Stock Valuation

Chapter 7
Stock Price Behavior and Market
Efficiency

Chapter 8
Behavioral Finance and the

Psychology of Investing

Selected Topics of Interest

Stock indexes, including the Dow Jones
Industrial Average (DJIA) and the Stan-
dard and Poor’s 500 index (S&P 500).

The basic dividend discount model
(DDM) and several of its variants, like the
two-stage dividend growth model.

The residual income model and the free
cash flow model.

Price ratio analysis.

New material: Valuing CVS Health

Corporation, a detailed example.

Forms of market efficiency.

Event studies using actual events sur-
rounding Advanced Medical Optics.
Informed traders, insider trading, and il-
legal insider trading.

Updated material: Market efficiency and
the performance of professional money
managers.

Updated material: Anomalies.

Bubbles and crashes.

Introduction to behavioral finance.

Prospect theory.

Overconfidence, misperceiving random-
ness, and overreacting to chance events.
More on behavioral finance.
Sentiment-based risk and limits to
arbitrage.

Technical analysis.

Learning Outcome/Comment

The components of the DJIA and their divi-
dend yields. The difference between price-
weighted indexes and value-weighted indexes.

Valuation using constant growth rates and

nonconstant growth rates.

Valuation of non-dividend-paying stocks. Valu-
ation of stocks with negative earnings.
Valuation using price-earnings, price-cash
flow, and price-sales. Also, valuation of a firm
using the enterprise value ratio.

Using publicly available information to value
a stock using methods presented earlier in

the chapter.

The effects of information on stock prices
with respect to market efficiency.

Explains how new information gets into stock
prices and how researchers measure it.

Example: Martha Stewart and ImClone.

Discusses the performance of professional

money managers versus static benchmarks.

Presentation of the day-of-the-week effect,
the amazing January effect, the turn-of-the-
year effect, and the turn-of-the-month effect.
Shows the extent of famous events like the
Crash of 1929, the Crash of October 1987,
the Asian market crash, the “dot-com” bubble,
and the Crash of 2008.

The influence of reasoning errors on investor
decisions.

How investors tend to behave differently
when faced with prospective gains and losses.
Examines the consequences of these serious
errors in judgment.

Heuristics, herding, and overcoming bias.
3Com/Palm mispricing, the Royal Dutch/Shell
price ratio.

Advance/decline line indicators, market diary,
relative strength charts, and technical analy-

sis data for Microsoft Corp.
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Chapters

Selected Topics of Interest

PART THREE Interest Rates and Bond Valuation

Chapter 9

Interest Rates

Chapter 10
Bond Prices and Yields

PART FOUR Portfolio Management

Chapter 11

Diversification and Risky Asset

Allocation

Chapter 12

Return, Risk, and the Security

Interest rate history and a quick review
of the time value of money.

Money market rates and their prices.

Rates and yields on fixed-income

securities.

Nominal versus real interest rates.

Determinants of nominal interest rates.

Straight bond prices and yield to
maturity (YTM).
The concept of duration and bond risk

measures based on duration.

Dedicated portfolios and reinvestment
risk.

Immunization.

Expected returns and variances.

Portfolios and the effect of diversifica-
tion on portfolio risk.

The importance of asset allocation.
The Markowitz efficient frontier and
illustrating the importance of asset

allocation using three securities.

Diversification, systematic and

Learning Outcome/Comment

A graphical presentation of the long-term
history of interest rates.

Important money market concepts includ-
ing pricing U.S. Treasury bills, bank discount
yields versus bond equivalent yields,

annual percentage rates, and effective
annual returns.

The Treasury yield curve, the term structure
of interest rates, Treasury STRIPS, and
inflation-indexed Treasury securities (TIPS).
The Fisher hypothesis.

Modern term structure theory and problems

with traditional term structure theories.

Calculate straight bond prices; calculate yield
to maturity.

Calculate and interpret a bond’s duration.
The dollar value of an 01 and the yield value
of a 32nd.

Learn how to create a dedicated portfolio
and show its exposure to reinvestment risk.
Minimize the uncertainty concerning the

value of a bond portfolio at its target date.

Calculating expected returns and variances
using equal and unequal probabilities.
Compute portfolio weights, expected returns,
variances, and why diversification works.
The effect of correlation on the risk-return
trade-off.

Compute risk-return combinations using

various portfolio weights for three assets.

Total risk comprises unsystematic and sys-

Market Line unsystematic risk. tematic risk; only unsystematic risk can be
reduced through diversification.
The security market line and the The security market line describes how the
reward-to-risk ratio. market rewards risk. All assets will have the
same reward-to-risk ratio in a competitive
financial market.
xviii
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Chapters Selected Topics of Interest Learning Outcome/Comment
Measuring systematic risk with beta. The average beta is 1.00. Assets with a beta
Calculating beta using regression. greater than 1.00 have more than average

systematic risk.
The capital asset pricing model (CAPM).  Expected return depends on the amount and
reward for bearing systematic risk as well as

the pure time value of money.

Extending CAPM. One of the most important extensions of the
CAPM is the Fama-French three-factor model.
Chapter 13
Performance Evaluation and Risk ~ Performance evaluation measures. Calculate and interpret the Sharpe ratio, the
Management Sortino ratio, the Treynor ratio, and Jensen’s

alpha. Also, calculate alpha using regression,
calculate an information ratio, and calculate a
portfolio’s R-squared.

Sharpe-optimal portfolios. The portfolio with the highest possible
Sharpe ratio given the assets comprising the
portfolio is Sharpe optimal.

Value-at-Risk (VaR). VaR is the evaluation of the probability of a

significant loss.

Example showing how to calculate a Combines the concepts of a Sharpe ratio, a
Sharpe-optimal portfolio. Sharpe-optimal portfolio, and VaR.

PART FIVE Futures and Options

Chapter 14

Futures Contracts The basics of futures contracts and Futures quotes from the internet and finan-
using them to hedge price risk. Detailed  cial press, short and long hedging, futures
example: hedging an inventory using accounts.

futures markets.

Spot-futures parity. Basis, cash markets, and cash-futures
arbitrage.

Stock index futures. Index arbitrage, speculating with stock index
futures, and hedging stock market risk with
stock index futures.

Hedging interest rate risk with futures. ~ We show how to use portfolio duration when
deciding how many futures contracts to use
to hedge a bond portfolio.

Chapter 15
Stock Options Option basics and option price quotes. The difference between call and put options,

European and American options, online op-
tion price quotes, and option chains.

Option intrinsic value. Know how to calculate this important aspect
of option prices.

Option payoffs and profits. Diagram long and short option payoffs and
profits for calls and puts.

Using options to manage risk and option  Protective puts, covered calls, and straddles.

trading strategies.

Xix
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Chapters

Chapter 16
Option Valuation

PART SIX Topics in Investments
NEW CHAPTER

Chapter 17

Alternative Investments

Chapter 18

Corporate and Government Bonds

Selected Topics of Interest
Option pricing bounds and put-call
parity.

The one-period and two-period binomial
option pricing models.

The Black-Scholes option pricing model.

Measuring the impact of changes in op-
tion inputs.

Hedging stock with stock options.

Employee stock options (ESOs) and their

valuation.

New: Benefits and risks of alternative
investments.

New: Hedge fund structure, regulations,
fees, and styles. Private equity invest-
ment process.

New: Commodities trading with spot
markets, third-party managers, and fu-
tures contracts.

New: Forms of real estate investing and

real estate valuation.

Corporate bond basics, types of cor-
porate bonds, and corporate bond
indentures.

Callable bonds, putable bonds, convert-

ible bonds, and protective covenants.

Government bonds basics emphasizing
U.S. government debt, federal govern-
ment agency securities, and municipal
bonds.

Bond credit ratings and junk bonds.

Learning Outcome/Comment

Upper and lower pricing bounds for call and
put options. Showing how a call option price
equals a put option price, the price of an
underlying share of stock, and appropriate

borrowing.

How to compute option prices using these
option pricing models—by hand and by using
an online option calculator.

How to compute option prices using this
famous option pricing model—by hand and by
using an online option calculator.

Computing call and put option deltas.

Using option deltas to decide how many op-
tion contracts are needed to protect a stock’s
price from feared declines in value.

Features of ESOs, repricing ESOs, and ESO

valuation.

Understanding how alternative investments
affect the stability and diversity of a portfolio.
Identify the styles and structure of private

equity and hedge funds.

Understand how commodities can be used

within an investment portfolio.

Identify the forms of investment and valuation

alternatives for real estate.

Become familiar with the basics of the
various types of corporate bonds and their
obligations.

Bond seniority provisions, call provisions,
make-whole call provisions, put provisions,
conversion provisions, and protective
covenants.

Details of U.S. Treasury bills, notes, bonds,
STRIPS, agency bonds, and features of vari-

ous types of municipal bonds.

Assessing the credit quality of a bond issue.

XX
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Chapters
Chapter 19

Projecting Cash Flow and Earnings

Selected Topics of Interest

The basics of financial statements.

Financial statement forecasting using

the percentage of sales approach.

Updated material: A detailed case study
valuing Starbucks Corporation.

Chapter 20
Global Economic Activity and Indus- The process of top-down analysis.

try Analysis

Measure the level of economic activity

globally and domestically.

Understand the relation of monetary and
fiscal policies to economic activity.
Identify industry sensitivity to business
cycles.
Chapter 21 (online)
Mortgage-Backed Securities Fixed-rate mortgages and prepayment.
Secondary mortgage markets and re-
verse mortgages.
Collateralized mortgage obligations,
CMOs.

Learning Outcome/Comment

Income statement, balance sheet, cash flow
statement, performance, and price ratios.
Preparing pro forma income statements

and balance sheets to examine the potential
amount of external financing needed.

Using actual financial data to prepare pro
forma income statements and balance sheets

using different sales growth scenarios.

Be able to funnel the choices of thousands of
individual stocks through macroeconomic and
industry filters.

Understand GDP, real GDP, business cycles,
economic indicators, and the effects of ex-
change rates on international investments.
The role of the Federal Reserve, money sup-
ply, and government policies on taxation.
Identify the S&P sectors, compare companies

within sectors, use Porter’s five forces.

Presents home mortgage principal and
interest calculations.

The function of GNMA and its clones, and the
PSA mortgage prepayment model.

Describes how cash flows from mortgage
pools are carved up and distributed to

investors.
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You’re in the ¢

Want to build your own
prebuilt course? Easy. W
Sure. And you’ll save tin

ver’s seat.

ir

course? No problem. Prefer to use our turnkey,
Vant to make changes throughout the semester?
with Connect’s auto-grading too.

Final PDF to printer

65%

Less Time

Laptop: McGraw-Hill; Woman/dog: George|Doyle/Getty Images

Make it simple,
make it affordable. [

Connect makes it easy with seamless
integration using any of the major
Learning Management Systems—
Blackboard®, Canvas, and D2L, among
others—to let you organize your course
in one convenient location. Give your
students access to digital materials at

a discount with our inclusive access
program. Ask your McGraw-Hill
representative for more information.

Padlock: Jobalou/Getty Images

Grading

They’ll thank you for it.

Adaptive study resources like SmartBook® 2.0 help
your students be better prepared in less time. You
can transform your class time from dull definitions to
dynamic debates. Find out more about the powerful
personalized learning experience available in
SmartBook 2.0 at www.mheducation.com/highered
connect/smartbook

Solutions for your
challenges.

/4

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. Our Customer
Experience Group can also help
you troubleshoot tech problems—
although Connect’s 99% uptime
means you might not need to call
them. See for yourself at status.
mheducation.com

Checkmark: Jobalou/Getty Images
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FOR STUDENTS

Effective, efficient studying.

Connect helps you be more productive with your study time and get better grades using tools like
SmartBook 2.0, which highlights key concepts and creates a personalized study plan. Connect sets you
up for success, so you walk into class with confidence and walk out with better grades.

Study anytime, anywhere. “I really liked this
Download the free ReadAnywhere app and access your app—it made it easy
online eBook or SmartBook 2.0 assignments when it’s to study when you

convenient, even if you're [offline. And since the app don't have your text-
automatically syncs with your eBook and SmartBook 2.0 . ’

assignments in Connect, all of your work is available book in front Ofyou‘ @
every time you open it. Find out more at

www.mheducation.com/readanywhere - Jordan Cunningham,

Eastern Washington University

No surprises.

The Connect Calendar and Reports tools keep you on track with the
work you need to get done and your assignment scores. Life gets busy;
Connect tools help you keep learning through it all.

Calendar: owattaphotos/Getty Images

Learning for everyone.

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
www.mheducation.com/about/accessibility

for more information.
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Features

Chapter Openers

CFA™ Exam Map

readings from the CFA™ curricul

These short introductions for each chapter
present scenarios and common misconcep-
tions that may surprise you. An explanation is

more fully developed in the chapter.

This feature maps topics within each chapter to

elements.

PART 1

Learning
Objectives

You're probably going
to be a mutual fund
investor very soon, so
you should definitely
know the following:

The different types
of mutual funds.

How mutual funds
operate

. How to find
information about
mutual fund
performance.

The workings of
exchange-traded
funds (ETFs) and
hedge funds

Jm.

Pedagogical Features

From your feedback, we have included many pedagogical features in this text that will be valu-

able learning tools for your students. This walkthrough highlights some of the most important

Mutual Funds and
Other Investment
Companies

o o

o

“Take calculated risks. That is quite different from being rash.”

—General George S. Patton

With only $2,000 to invest, you can easily own shares in Microsoft, GM,
McDonald's, IBM, Coke, and many more stocks through a mutual fund. Or you
can invest in a portfolio of government bonds or other investments. Indeed, many
thousands of different mutual funds are available to investors. In fact, there are
about as many, if not more, mutual funds as there are different stocks traded on
the NASDAQ and the New York Stock Exchange combined. There are funds for
aggressive investors, conservative investors, short-term investors, and long-term
investors. There are bond funds, stock funds, international funds, and you-name-it
funds. Is there a right fund for you? This chapter will help you find out

CFA™ Exam Topics in This Chapter:

1. Guidance for standards I-VII (L1, S1)

2. Discounted cash flow applications (L1, 52)

3. Introduction to alternative investments (L1, S19)
4. Passive equity investing (L3, S13)

5. Alternative investments portfolio management (L3, S15)

Go to Connect for a guide that aligns your textbook with CFA readings.
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Check This

Every major section in each chapter ends

CHECK THIS

<

4.1a
4.1b

What are some advantages of investing in mutual funds?

. . i ] What are some drawbacks of investing in mutual funds?
with questions for review. This feature helps

students test their understanding of the ma-

terial before moving on to the next section.

print money to pay its expenses, Treasury bills are virtually free of any default risk. Thus, we
will call the rate of return on such debt the risk-free rate, and we will use it as a kind of invest-
ing benchmark.

A particularly interesting comparison involves the virtually risk-free return on T-bills and
the risky return on common stocks. The difference between these two returns can be inter-
preted as a measure of the excess rezurn on the average risky asset (assuming that the stock of

A

Key Terms

risk-free rate
The rate of return on a riskless
investment.

Key terms are indicated in bold and de

fined in the margin. The running glossary

in the margin helps students quickly re

view the basic terminology for the chapter.

receive preferential tax treatment. The tax break can be enormous, and, as a result, t!
you can invest each year in these accounts is strictly limited. There are also rules
when you can withdraw the money, and it is important to pay careful attention to t|

Taxes impact almost every step of the investment process, from the type of ac
choose to the nature and length of the investments themselves. Thus, we will dis
throughout the remainder of the book, and throughout the rest of this chapter in
For now, though, consider a simple example on the impact of taxes.

If you started with $1 and were fortunate enough to make an investment t
100 percent (i.e., “a double™), then you would end up with $2. What if you were|
enough to do this 20 times? So, your $1 became $2, which became $4, and so on|

Y

Key Websites

Websites are called out in the margin,

For more risk tolerance quizzes, visit
fool.com,
individual.ml.com,

relate to o

msn.com/en-us/money.

along with a notation of how they
the chapter material.

<«—— Investment Updates

INVESTMENT UPDATES

SOME EXAMPLE DISCLOSURES

1. Regarding Communicating and Sending Trades
to Your Broker via E-mail

“Raymond James does not accept private client orders or
account instructions by e-mail. This e-mail () is not an offi-
cial transaction confirmation or account statement; (b) is not
an offer, solicitation, or recommendation to transact in any
security; (c) is intended only for the addressee; and (d) may
not be retransmitted to, or used by, any other party. This
e-mail may contain confidential or privileged information;
please delete immediately if you are not the intended recipi-
ent. Raymond James monitors e-mails and may be required
by law or regulation to disclose e-mails to third parties.”

2. Regarding Stock Analyst Reports

“This material provides general information only. Neither the
information nor any views expressed constitute an offer, or
an invitation to make an offer, to buy or sell any securities
or other investment or any options, futures, or derivatives

related to such securities or investments. It is not intended
to provide personal investment advice and it does not take
into account the specific investment objectives, the financial
situation, and the particular needs of any specific person
who may receive this material. Investors should seek finan-
cial advice regarding the appropriateness of investing in any
securities, other investment, or investment strategies dis-
cussed in this report and should understand that statements
regarding future prospects may not be realized. Investors
should note that income from securities or other invest-
ments, if any, may fluctuate and that price or value of such
securities and investments may rise or fall. Accordingly,
investors may receive back less than originally invested.
Past performance is not necessarily a guide to future perfor-
mance. Any information relating to the tax status of financial
instruments discussed herein is not intended to provide tax
advice or to be used by anyone to provide tax advice. Inves-
tors are urged to seek tax advice based on their particular
circumstances from an independent tax professional.”

These boxed readings, reprinted from various
business press sources, provide additiona
real-world events and examples to illustrate
the material in the chapter. Some articles
from the past two years highlight very recent
events, and others present events of more

historical significance.
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ork the Web

Various screenshots appear throughout the
text. These exercises illustrate how to access
specific features of selected websites in order
to expand students’ knowledge of current in-

vestment topics.

T AN

IS

> OR B
You can find the short interest for the current month in many you: What do you think “Days to Cover” means? It is the ratio
financial publications. But what if you want a longer history of short interest to average daily share volume. Thus, “Days to
of the shares sold short for a particular company? At nasdaq. Cover” measures how many days of normal trading would be
com, you can find the short interest for companies listed on necessary to completely cover all outstanding short interest.
the NASDAQ for the previous year. We went to the site in Another commonly used measure of short interest is the
early 2019 and looked up Tesla (TSLA), and here is what we percentage of float. This metric measures the percentage of
found: a firm's outstanding shares that are currently being shorted.
As you can see, the short interest in Tesla fell from about Some stocks have large short interest positions because they
35 million shares in July 2018 to about 27 million shares have a large number of shares outstanding (think about Apple).
in December 2018. Why would you want a history of short “Days to Cover” and percentage of float help to standardize
sales? Some investors use short sales as a technical indica-  the way short interest is presented, which makes the informa-
tor, which we discuss in a later chapter. Here's a question for  tion more meaningful.
TSLA
Save Stocks

Settlement Date  ShortInterest Avg Share Volume Days To Cover

121412018 26,646,210 7530469 3.538453

11/30/2018 27,361,651 6,110,314 4 477945

1115/2018 28,792,194 6,547,759 4397259

1043112018 29,831,418 13,099,206 2284980

10152018 34,056,805 11,745 424 2.598840

9/28/2018 33,611,481 10,345,288 3.248965

911442018 33,459,061 10,291,531 3.251126

83112018 32,843,807 9,252,052 3.549894

~y <
<

Using a Spreadsheet to Calculate Average Returns and Volatilities

Here is an Excel spreadsheet summarizing the formulas and analysis needed to calculate
average returns and standard deviations using the 1990s as an example:

A [ B [ ¢ T o [ E T F

G [ H

Using a spreadsheet to calculate average returns and standard deviations

Looking back in the chapter, the data suggest that the 1990s were one

calculating the average returns and standard deviations for this period. Here are the

1
2
3
4
5 | of the best decades for stock market investors. We will find out just how good by
6
7
8

year-by-year returns on the large-company stocks:

9 Year Return (%) Year Return (%)
10 1990 -3.10 1995 37.58
11 1991 30.46 1996 22.96
12 1992 7.62 1997 33.36
13 1993 10.08 1998 28.58
14 1994 1.32 1999 21.04
15

16 Average return (%): 18.99

Summary and

Spreadsheet Analysis

Self-contained spreadsheet examples show students how

to set up spreadsheets to solve problems—a vital part of

every business student’s education

Conclusions

Each chapter ends with a summary that high-
the

checklist for stu-

ights the important points o chapter. This
material provides a handy

dents when they review the chapter.

Y

@ Summary and Conclusions

In this chapter, we cover many aspects of the investing process—which we summarize by the

chapter’s important concepts.

-

A. The investment policy statement (IPS) identifies the objectives (risk and return) of an
investor, as well as the constraints the investor faces in achieving these objectives.

w

>

=

The importance of an investment policy statement.

. The IPS provides an investing “road map” and will influence the strategies, type of
account, and holdings an investor chooses.

The various types of securities brokers and brokerage accounts.

Opening a brokerage account is straightforward and really much like opening a bank
account. You supply information and sign agreements with your broker. Then you
write a check and provide instructions on how you want your money invested.

. Brokers are traditionally divided into three groups: full-service brokers, discount

brokers, and deep-discount brokers. What distinguishes the three groups is the level
of service they provide and the resulting commissions they charge. In recent years,
the boundaries among the groups have blurred.

. Your broker does not have a duty to provide you with guaranteed purchase and sale

recommendations. However, your broker does have a duty to exercise reasonable care
in formulating recommendations. Your broker has a legal duty to act in your best
interest. However, vour broker relies on commissions generated from vour account.

XXVi
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This chapter covered the basics of policy statements, brokerage accounts, some impor-
tant trade types, and, finally, some big-picture issues regarding investment strategies. How
should you, as an investor or investment manager, put this information to work?

The answer is that you need to open a brokerage account! Investing is like many activi-
ties: The best way to learn is by making mistakes. Unfortunately, making mistakes with real
money is an expensive way to learn, so we don't recommend trying things like short sales
with real money, at least not at first.

Instead, to learn how to trade and gain some experience with making (and losing) money,
you should open a StockTrak account (or a similar simulated brokerage account). Take it
seriously. Try various trade types and strategies and see how they turn out. The important
thing to do is to follow your trades and try to understand why you made or lost money and
also why you made or lost the amount you did.

In a similar vein, you should carefully review your account statements to make sure you
understand exactly what each item means and how your account equity is calculated.

After you have gained some experience trading “on paper,’ you should open a real
account as soon as you can pull together enough money. Try visiting some online brokers to
find out the minimum amount you need to open an account. The amount has been declining.
In fact, in 2019, you could open a TD Ameritrade account with no minimum, although you
would need $2,000 to open a margin account.

Looking back at Chapter 1, you know that it's important to get started early. Once you
have a real account, however, it's still a good idea to keep a separate “play money” account
to test trading ideas to make sure you really understand them before committing your pre-
cious real money.

Answers to Self-Test Problems

Chapter Review Problems and Self-Test

1. Front-End Loads (LO2, CFA3) The Madura HiGro Fund has a net asset value of $50 per share.
It charges a 3 percent load. How much will you pay for 100 shares?

2. Turnover (LO2, CFA3) The Starks Income Fund’s average daily total assets were $100 million
for the year just completed. Its stock purchases for the year were $20 million, while its sales were
$12.5 million. What was its turnover?

1. You will pay 100 times the offering price. Since the load is computed as a percentage of the
offering price, we can compute the offering price as follows:

Net asset value = (1 — Front-end load) x Offering price

In other words, the NAV is 97 percent of the offering price. Since the NAV is $50, the offering
price is $50/.97 = $51.55. You will pay $5,155 in all, of which $155 is a load.

2. Turnover is the lesser of purchases or sales divided by average daily assets. In this case, sales are
smaller at $12.5, so turnover is $12.5/$100 = .125 times.

Chapter Review Problems
and Self-Test

Students are provided with one to three practice

A

problems per chapter with worked-out solutions
to test their abilities in solving key problems re-
lated to the content of the chapter.
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Test Your Investment Quotient

1. Prices and Returns (LO1, CFA1) You plan to buy a common stock and hold it for one year.
You expect to receive both $1.50 from dividends and $26 from the sale of the stock at the end
of the year. If you wanted to earn a 15 percent rate of return, what is the maximum price you
would pay for the stock today?

. $22.61

. $23.91

. $24.50

. $27.50

. Returns (LO1, CFA1) A portfolio of non-dividend-paying stocks earned a geometric mean
return of 5 percent between January 1, 2010, and December 31, 2016. The arithmetic mean return
for the same period was 6 percent. If the market value of the portfolio at the beginning of 2010
was $100,000, the market value of the portfolio at the end of 2016 was closest to:
a. $135,000
b. $140,710
c. $142,000
d. $150,363

. Standard Deviation (LO4, CFA2) Which of the following statements about standard deviation is
true? Standard deviation:

a
b.
c
d

~

w

a. [s the square of the variance.

b. Can be a positive or negative number.

¢. Is denominated in the same units as the original data.

d. Is the arithmetic mean of the squared deviations from the mean.
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CFA Exam Review

by Schweser

Unique to this text! These reviews are excerpted from
Schweser, a leader in CFA exam preparation. Each review
addresses chapter content but in a way that is consistent

with the format of the actual CFA exam.

Y

CFA Exam Review by Kaplan Schweser

[CFA3, CFAS]
Suzanne Harlan has a large, well-diversified stock and bond portfolio. She wants to try some alternative
investments, such as hedge funds, and has contacted Lawrence Phillips, CFA, to help assemble a new
portfolio.

Before agreeing to make recommendations for Ms. Harlan, Mr. Phillips wants to determine if she is
a good candidate for alternative investments. He gives her a standard questionnaire. Here are some of
her comments:

+ I'minterested in high returns. I'm not afraid of risk, and I'm investing money for the benefit of

my heirs.
1 pay a lot of attention to expense and return data from my investments and track their
performance closely.

Investors have told me that assessing the quality of hedge funds is difficult, so I'm interested
in purchasing a fund of funds where I can diversify my risk while potentially sharing in some
outsized returns.

I pay several million dollars in taxes every year, and I want any additional investments to be
tax-friendly.

My neighbors founded Kelly Tool and Die 20 years ago. They are declaring bankruptcy, and I am
interested in obtaining a partial interest in the business.

Ms. Harlan then tells Mr. Phillips that it is imperative that the returns of any investments he recommends
must be in some way comparable to a benchmark.

Mr. Phillips is not excited about the business idea or the fund of funds. However, he does know of
several managers of individual hedge funds. He talks her out of a fund of funds and suggests she put her
money in the Stillman Fund, which concentrates on spin-offs, generally buying the spun-off company
and shorting the parent company.

What’s on the Web?

< What's on the Web?

1. Bond Funds One of the best internet sites for information on mutual funds is morningstar.com.
Go to the website and find the ticker symbol for the Harbor Bond Fund. Find all of the following
information on the website for this fund: loads, expense ratio, top five holdings, bond quality
ratings, the fund’s rank in its category for the last seven years, and the Morningstar rating. Next,
find out how the Morningstar star ranking system works.

2. Stock Funds Go to morningstar.com and find the ticker symbol for a domestic stock fund.
Enter the ticker symbol and find the following information for the fund: manager and manager
start date, year-to-date return, three-year return, five-year return, front-end or back-end loads,
actual and maximum 12b-1 fees, management fees, expense ratio, the top 25 holdings, and the

These end-of-chapter activities show students how
to use and learn from the vast amount of financial
resources available on the internet.

fund address and phone number.
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‘ ; Resources

Teaching and Learning Supplements

We have developed a number of supplements for both teaching and learning to accompany
this text. Each product has been significantly revised for the ninth edition.

Digital Solutions
Student Support within Connect

Student-Narrated PowerPoints

Students all learn differently, and these chapter PowerPoints were created with that ratio-
nale in mind. The interactive presentations provide detailed examples demonstrating how
to solve key problems from the text. The slides are accompanied by an audio narration.

Excel Templates

Corresponding to most end-of-chapter problems, each template allows the student to work
through the problem using Excel, reinforcing each concept. Each end-of-chapter problem
with a template is indicated by an Excel icon in the margin beside it.

Instructor Support within Connect

PowerPoint Presentation, prepared by Thomas W. Miller Jr., Mississippi State University
This product, created by one of the authors, contains over 300 slides with lecture outlines,
examples, and images and tables from the text.

Instructor’s Manual, prepared by Steven D. Dolvin, CFA, Butler University

Developed by one of the authors, the goals of this product are to outline chapter material
clearly and provide extra teaching support. The first section of the Instructor’s Manual
includes an annotated outline of each chapter with suggested websites, references to Pow-
erPoint slides, teaching tips, additional examples, and current events references.

Solutions Manual, prepared by Steven D. Dolvin, CFA, Butler University
The Solutions Manual contains the complete worked-out solutions for the end-of-chapter
questions and problems.

Test Bank, prepared by Scott Ehrhorn, Liberty University

With almost 1,500 questions, this Test Bank, in Microsoft Word, provides a variety of
question formats (true-false, multiple-choice, fill-in-the-blank, and problems) and levels of
difficulty to meet any instructor’s testing needs.

Test Builder in Connect

Available within Connect, Test Builder is a cloud-based tool that enables instructors to for-
mat tests that can be printed or administered within a LMS. Test Builder offers a modern,
streamlined interface for easy content configuration that matches course needs, without
requiring a download.

Test Builder allows you to:
M access all test bank content from a particular title.

B casily pinpoint the most relevant content through robust filtering options.

XXiX

jor13979_fm_ixLindd  xxix @ 10/26/19 02:22 PM



@ Final PDF to printer

Bl manipulate the order of questions or scramble questions and/or answers.
B pin questions to a specific location within a test.

B determine your preferred treatment of algorithmic questions.

B choose the layout and spacing.

B 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.

McGraw-Hill Customer Care Contact Information

At McGraw-Hill, we understand that getting the most from new technology can be chal-
lenging. That’s why our services don’t stop after you purchase our products. You can e-mail
our Product Specialists 24 hours a day to get product training online. Or you can search
our knowledge bank of Frequently Asked Questions on our support website. For Customer
Support, call 800-331-5094, or visit www.mhhe.com/support. One of our Technical Support
/Analysts will be able to assist you in a timely fashion.
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A Brief History of
Risk and Return

“All | ask is for the chance to prove that money can’t make me happy.”

—Spike Milligan

Learning Who wants to be a millionaire? Actually, anyone can retire as a millionaire.
Objectives How? Consider this: Suppose you invest $3,000 on your 25th birthday. You have

To become a wise the discipline to invest $3,000 on each of your next 39 birthdays until you retire on
investor (maybe even
;r;i:\;;hy’;zonn;tejgflo you earn 10 percent per year, you will have about $1.46 million. Are these numbers
know: realistic? Based on the history of financial markets, the answer appears to be yes.
1 How to calculate For example, over the last 90 or so years, the widely followed Standard & Poor’s

the return on an index of large-company common stocks has actually yielded about 12 percent
investment using per year.
different methods.

your 65th birthday. How much will you have? The answer might surprise you. If

. The historical
returns on various

important types of 1. Discounted cash flow applications (L1, S2)
investments.

CFA™ Exam Topics in This Chapter:

. Statistical concepts and market returns (L1, S2)
. The historical o
risks on various . Common probability distributions (L1, S3)

important types of . Sampling and estimation (L1, S3)

nvestments. . Dividend and share repurchases: Analysis (L2, S7)

. The relationship
between risk and

return. Go to Connect for a guide that aligns your textbook with CFA readings.

. Evaluating portfolio performance (L3, S19)
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he study of investments could begin in many places. After thinking it over, we decided that
a brief history lesson is in order, so we start our discussion of risk and return by looking back
at what has happened to investors in U.S. financial markets since 1925. In 1931, for example,
the stock market lost 43 percent of its value. Just two years later, the market reversed itself and
gained 54 percent. In more recent times, the stock market lost about 25 percent of its value
on October 19, 1987, alone, and it gained almost 40 percent in 1995. From 2003 through
2007, the market gained about 80 percent. In 2008, the market fell almost 40 percent. In
2009, the market reversed course again, and through 2018 the market recovered from its large
losses (and more), as the return over this nine-year period was over 200 percent.

So what should you, as a stock market investor, expect when you invest your own money?,
In this chapter, we study close to a century of market history to find out. We pay particular
attention to the historical relation between risk and return. As you will see, this chapter has
a lot of very practical information for anyone thinking of investing in financial assets such as
stocks and bonds. For example, suppose you were to start investing in stocks today. Do you
think your money would grow at an average rate of 5 percent per year? Or 10 percent? Or
20 percent? This chapter gives you an idea of what to expect (the answer may surprise you)
The chapter also shows how risky certain investments can be, and it gives you the tools to
think about risk in an objective way.

Our primary goal in this chapter is to see what financial market history can tell us about
risk and return. Specifically, we want to give you a perspective on the numbers. What is a high
return? What is a low return? More generally, what returns should we expect from financial
assets such as stocks and bonds, and what are the risks from such investments? Beyond this,
we hope that by studying what did happen in the past, we will at least gain some insight into
what can happen in the future.

Not everyone agrees on the value of studying history. On the one hand, there is philoso-
pher George Santayana’s famous comment, “Those who do not remember the past are con-
demned to repeat it.” On the other hand, there is industrialist Henry Ford’s equally famous
comment, “History is more or less bunk.” These extremes aside, perhaps everyone would
agree with Mark Twain, who observed, with remarkable foresight (and poor grammar), that
‘October. This is one of the peculiarly dangerous months to speculate in stocks in. The others
are July, January, September, April, November, May, March, June, December, August, and
February.”

Two key observations emerge from a study of financial market history. First, there is a
reward for bearing risk, and, at least on average, that reward has been substantial. That’s the
good news. The bad news is that greater rewards are accompanied by greater risks. The fact
that risk and return go together is probably the single most important fact to understand
about investments, and it is a point to which we will return many times.

Returns

We wish to discuss historical returns on different types of financial assets. First, we need to
know how to compute the return from an investment. We will consider buying shares of stock
in this section, but the basic calculations are the same for any investment.

DOLLAR RETURNS

If you buy an asset of any type, your gain (or loss) from that investment is called the return on
your investment. This return will usually have two components. First, you may receive some
cash directly while you own the investment. Second, the value of the asset you purchase may
change. In this case, you have a capital gain or capital loss on your investment.!

' As a practical matter, what is and what is not a capital gain (or loss) is determined by the Internal Revenue
Service. Even so, as is commonly done, we use these terms to refer to a change in value.

2 Part1 @ Introduction
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To illustrate, suppose you purchased 200 shares of stock in Harley-Davidson (ticker
symbol: HOG) on January 1. At that time, Harley was selling for $50 per share, so your
200 shares cost you $10,000. At the end of the year, you want to see how you did with your
investment.

The first thing to consider is that over the year, a company may pay cash dividends to its
shareholders. As a stockholder in Harley, you are a part owner of the company, and you are
entitled to a portion of any money distributed. If Harley chooses to pay a dividend, you will
receive some cash for every share you own.

In addition to the dividend, the other part of your return is the capital gain or loss on the
stock. This part arises from changes in the value of your investment. For example, consider
these two cases:

Case 1 Case 2
Ending Stock Price $ 55.60 $ 39.80
January 1 value 10,000 10,000
December 31 value 11,120 7,960
Dividend income 80 80
Capital gain or loss 1,120 —2,040

At the beginning of the year, on January 1, the stock was selling for $50 per share. As we
calculated above, your total outlay for 200 shares is $10,000. Over the year, Harley paid divi
dends of $.40 per share, which means that by the end of the year you received dividend
income of:

Dividend income = $.40 x 200 = $80

In Case 1, suppose that as of December 31, a HOG share was selling for $55.60, meaning
that the value of your stock increased by $5.60 per share. Your 200 shares would be worth
$11,120, so you have a capital gain of:

Capital gain = ($55.60 — $50) x 200 = $1,120

On the other hand, if the price had dropped to, say, $39.80 (Case 2), you would have a capital
loss of:

Capital loss = ($39.80 — $50) x 200 = —$2,040

Notice that a capital loss is the same thing as a negative capital gain.

total dollar return The total dollar return on your investment is the sum of the dividend income and the capi-
The return on an investment tal gain (or loss):

measured in dollars that . ) . .

accounts for all cash flows and Total dollar return = Dividend income + Capital gain (or loss)

capital gains or losses. In Case 1, the total dollar return is thus given by:

Total dollar return = $80 + $1,120 = $1,200

Overall, between the dividends you received and the increase in the price of the stock, the
value of your investment increased from $10,000 to $10,000 + $1,200 = $11,200.

A common misconception often arises in this context. Suppose you hold on to your
Harley-Davidson stock and don’t sell it at the end of the year. Should you still consider the
capital gain as part of your return? Isn’t this only a “paper” gain and not really a cash gain if
you don’t sell it?

The answer to the first question is a strong yes, and the answer to the second is an equally
strong no. The capital gain is every bit as much a part of your return as the dividend, and you
should certainly count it as part of your return. The fact that you decide to keep the stock and
don’t sell (you don’t “realize” the gain) is irrelevant because you could have converted it to
cash if you had wanted to. Whether you choose to do so is up to you.

Chapter 1 ® A Brief History of Risk and Return 3
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Our favorite investments
website is Yahoo!
Finance at
finance.yahoo.com.
Visit this site and look
around!

ividend yield

he annual stock dividend as a
ercentage of the initial stock
rice.

apital gains yield

he change in stock price as a
ercentage of the initial stock
rice.

otal percent return

he return on an investment
easured as a percentage that
ccounts for all cash flows and
apital gains or losses.

After all, if you insist on converting your gain to cash, you could always sell the stock
and immediately reinvest by buying the stock back. There is no difference between doing
this and just not selling (assuming, of course, that there are no transaction costs or tax
consequences from selling the stock). Again, the point is that whether you actually cash out
and buy pizzas (or whatever) or continue to hold the investment doesn’t affect the return
you actually earn.

PERCENTAGE RETURNS

It is usually more convenient to summarize information about returns in percentage terms
than in dollar terms because that way your return doesn’t depend on how much you actually
invested. With percentage returns, the question we want to answer is: How much do we get
for each dollar we invest?

To answer this question, let P, be the price of the stock at the beginning of the year. Let
D, , | be the dividend paid on the stock during the year. The following cash flows are the
same as those shown earlier, except that we have now expressed everything on a per-share
basis:

Case 1 Case 2
January 1 stock price, P; $50.00 $ 50.00
December 31 stock price, Py 4 55.60 39.80
Dividend income, D; | 4 .40 .40
Capital gain or loss 5.60 —10.20

In our example, the price at the beginning of the year was $50 per share and the dividend
paid during the year on each share was $.40. If we divide the dividend by the beginning stock
price, the result is the dividend yield:

Dividend yield = D, , 4/P; (1.1
=$.40/$50 =.0080, or .80%

This calculation says that for each dollar we invested, we received 80 cents in dividends.

The second component of our percentage return is the capital gains yield. This yield is cal-
culated as the change in the price during the year (the capital gain) divided by the beginning
price. With the Case 1 ending price, we get:

Capital gains yield = (P, 1 — P;)/P; (1.2
=($55.60 — $50.00)/$50.00
=$5.60/$50 = .1120, or 11.20%

This 11.20 percent yield means that for each dollar invested, we got about 11 cents in capital
gains (HOG heaven).

Putting it all together, per dollar invested, we get .80 cent in dividends and 11.20 cents in
capital gains for a total of 12.00 cents. Our total percent return is 12 cents on the dollar, or
12.00 percent. When a return is expressed on a percentage basis, we often refer to it as the
rate of return, or just “return,” on the investment. Notice that if we combine the formulas for
the dividend yield and capital gains yield, we get a single formula for the total percentage
return:

Percentage return = Dividend yield + Capital gains yield
=Dt+1/Pt+(Pt+1_Pt)/Pt (13
=(Di11+ Py — PP

To check our calculations, notice that we invested $10,000 and ended up with $11,200
By what percentage did our $10,000 increase? As we saw, our gain was $11,200 — $10,000 =

4 Part1 @ Introduction

$1,200. This is an increase of $1,200/$10,000, or 12.00 percent
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WORK THE WEB

To look up information on common stocks using the web, you Amazon, and Facebook. Our results are shown below.

need to know the “ticker” symbol| for the stocks in which you As you can see, we get the price for each stock, along with
are interested. Look up ticker symbols in many places, includ- information about the change in price and volume (number of
ing one of our favorite sites, finance.yahoo.com. Here we have shares traded). You will find a lot of links to hit and learn more
ooked up (using the “Quote|Lookup” link) and entered ticker so have at it!

symbols for some well-known “tech” stocks: Apple, Microsoft,

Avg Vol Market

Symbol Last Price  Change Chg % Cumency Market Time Volume Shares Bm) Day Range 52-Wk Range Day Chart Cap Buy/Sell
AAPL 189.25 0.70  0.37% UsD 10:15AM EDT  6.521M = .99 5 !— 142,00 : e ) 892.3678  Trade
MSFT 11818 +0.24 +0.20% USD 10:15AM EDT  3.764M - 29.056M :— 875 :"':: \ 906.702B  Trade
AMZN 180100 <2025 +1.14% USD 10:15AMEDT  1.329M - BATIM .-;—;_-3 21251  1.307.00 ' e | 884657B  Trade
FB 16786 +1.17 +0.70% USD 10:15AM EDT  2.436M - 19967M 574 ! B8E1 120 : a6  § 479.071B  Trade

Source: finance.yahoo.com.

EXAMPLE 1.1 Calculating Percentage Returns

Suppose you buy some stock in Concannon Plastics for $35 per share. After one year,
the price is $49 per share. During the year, you received a $1.40 dividend per share.
What is the dividend yield? The capital gains yield? The percentage return? If your total
investment was $1400, how much do you have at the end of the year?
Your $1.40 dividend per share works out to a dividend yield of:
Dividend yield = D, /P;
= $1.40/$35
= .04, or 4%
The per-share capital gain is $14, so the capital gains yield is:
Capital gains yield = (P, .y — P;)/P;
= ($49 — $35)/$35
$14/$35
.4,or 40%

The total percentage return is thus 4% + 40% = 44%.

If you had invested $1,400, you would have $2,016 at the end of the year. To check this,
note that your $1400 would have bought you $1,400/$35 = 40 shares. Your 40 shares
would then have paid you a total of 40 x $1.40 = $56 in cash dividends. Your $14 per
share gain would give you a total capital gain of $14 x 40 = $560. Add these together
and you get $616, which is a 44 percent total return on your $1,400 investment.

A NOTE ON ANNUALIZING RETURNS

So far, we have only considered annual returns. Of course, the actual length of time you own
an investment will almost never be exactly a year. To compare investments, however, we will
usually need to express returns on a per-year or “annualized” basis, so we need to do a little
bit more work.

For example, suppose you bought 200 shares of Cisco Systems (CSCO) at a price of
$30 per share. In three months, you sell your stock for $31.50. You didn’t receive any divi-
ends. What is your return for the three months? What is your annualized return?

Chapter 1 ® A Brief History of Risk and Return 5
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In this case, we say that your holding period, which is the length of time you own the
stock, is three months. With a zero dividend, you know that the percentage return can be
calculated as:

Percentage return = (P,,; — P,)/P,= ($31.50 — $30)/$30 = .0500, or 5.00%

This 5.00 percent is your return for the three-month holding period, but what does this
return amount to on a per-year basis? To find out, we need to convert this to an annual
ized return, meaning a return expressed on a per-year basis. Such a return is often called an

effective annual return effective annual return, or EAR for short. The general formula is:
(EAR)
The return on an investment 1+ EAR = (1 + Holding period percentage return)” (14

t?xpress_ed 0n a per-year, or where /m is the number of holding periods in a year.
annualized,” basis. In our example, the holding period percentage return is 5.00 percent, or .0500. The hold-
ing period is three months, so there are four (12 months/3 months) periods in a year. We
calculate the annualized return, or E4AR, as follows:

1 + EAR = (1 + holding period percentage return)”
= (1 +.0500)*
= 1.2155

Thus, your annualized return is 21.55 percent.

EXAMPLE 1.2 A “QWEST” for Returns

Suppose you buy stock in Qwest at a price of $28 per share. Four months later, you
sell for $29.40 per share. No dividend is paid. What is your annualized return on this
investment?

For the four-month holding period, your return is:

Percentage return = (P, ; — P,)/P, = ($29.40 — $28)/$28 = .05, or 5%
There are three four-month periods in a year, so the annualized return is:
1+ EAR = (1 + Holding period percentage return)” = (1 + .05)% = 1.1576

Subtracting the one, we get an annualized return of .1576, or 15.76 percent.

EXAMPLE 1.3 More Annualized Returns

uppose you buy stock in Johnson & Johnson (JNJ) at a price of $60 per share. Three
years later, you sell it for $64.50. No dividends were paid. What is your annualized
eturn on this investment?
The situation here is a bit different because your holding period is now longer than
a year, but the calculation is basically the same. For the three-year holding period, your
eturn is:

Percentage return = (P, — P,)/P,= ($64.50 — $60)/$60 = .075, or 7.5%

ow many three-year holding periods are there in a single year? The answer is one-third,
so min this case is 1/3. The annualized return is:

1+ EAR = (1 + Holding period percentage return)”
=(1+.075)"
=1.0244

ubtracting the one, we get an annualized return of .0244, or 2.44 percent.

6 Part1 @ Introduction
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Now that you know how to calculate returns on a hypothetical stock, you should calculate
returns for real stocks. The nearby Work the Web box using finance.yahoo.com describes how
to begin. Meanwhile, in the next several sections, we will take a look at the returns that some
common types of investments have earned over the last 93 years.

CHECK THIS 11a What are the two parts of total return?

\/ 1.1b What is the difference between a dollar return and a percentage return? Why
are percentage returns usually more convenient?

1.1c What is an effective annual return (EAR)?

The Historical Record

We now examine year-to-year historical rates of return on five important categories of finan-
cial investments. These returns represent what you would have earned if you had invested in
portfolios of the following asset categories:

Annual historical 1. Large-company stocks. The large-company stock portfolio is based on the Standard &
financial market data Poor’s (S&P’s) 500 index, which contains 500 of the largest companies (in terms of
can be downloaded total market value of outstanding stock) in the United States.

(but not for free) at

globalfinancialdata.com. 2. Small-company stocks. This is a portfolio composed of stock of smaller companies,

where “small” corresponds to the smallest 20 percent of the companies listed on the
New York Stock Exchange, again as measured by market value of outstanding stock.

3. Long-term corporate bonds. This is a portfolio of high-quality bonds with 20 years to
maturity.

4. Long-term U.S. government bonds. This is a portfolio of U.S. government bonds with
20 years to maturity.

5. U.S. Treasury bills. This is a portfolio of Treasury bills (T-bills for short) with a three-
month maturity.

If you are not entirely certain what these investments are, don’t be overly concerned. We
will have much more to say about each in later chapters. For now, just accept that these are
some important investment categories. In addition to the year-to-year returns on these finan-
cial instruments, the year-to-year percentage changes in the Consumer Price Index (CPI) are
also computed. The CPI is a standard measure of consumer goods price inflation. We discuss
the CPI in more detail in a later chapter.

Here is a bit of market jargon for you. A company’s total market capitalization (or market
“cap” for short) is equal to its stock price multiplied by the number of shares of stock. In other
words, it’s the total value of the company’s stock. Large companies are often called “large-cap’
stocks, and small companies are called “small-cap” stocks. We’ll use these terms frequently.

A FIRST LOOK

Before examining the different portfolio returns, we first take a look at the “big picture.’
Figure 1.1 shows what happened to $1 invested in these different portfolios at the beginning
of 1926 and held over the 93-year period ending in 2018 (for clarity, the long-term corporate
bonds are omitted). To fit all the information on a single graph, some modification in scal-
ing is used. As is commonly done with financial time series, the vertical axis is scaled so that
equal distances measure equal percentage (as opposed to dollar) changes in value. Thus, the
distance between $10 and $100 is the same as that between $100 and $1,000 because both
distances represent the same 900 percent increases.

Looking at Figure 1.1, we see that the small-company investment did the best overall
Every dollar invested grew to a remarkable $29,871.01 over the 93 years. The larger common
stock portfolio did less well; a dollar invested in it grew to $6,462.39

Chapter 1 ® A Brief History of Risk and Return 7
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A $1 Investment in Different Types of Portfolios: 19926-2018

(Year-end 1925 = $1)

100,000 —
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10,000 — Small-company stocks
$6,462.39
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(]
‘5 Treasury
o Long-term bills $23.05
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10 —

FZ Inflation
/ </
A
1
10 | | | | | | | | |
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Year-end
Source: SBB/ Yearbook. 2019. Duff & Phelps.

At the other end, the T-bill portfolio grew to only $23.05. This is even less impressive when
we consider the inflation over this period. As illustrated, the increase in the price level was
such that $14.03 is needed just to replace the original $1.
Given the historical record, why would anybody buy anything other than small-company
stocks? If you look closely at Figure 1.1, you will probably see the answer—risk. The T-bill
portfolio and the long-term government bond portfolio grew more slowly than did the stock
portfolios, but they also grew much more steadily. The small stocks ended up on top, but, as
you can see, they grew quite erratically at times. For example, the small stocks were the worst
performers for about the first 10 years and had a smaller return than long-term government
bonds for almost 15 years.

A LONGER-RANGE LOOK

The data available on the stock returns before 1925 are not comprehensive, but it is nonethe-
less possible to trace reasonably accurate returns in U.S. financial markets as far back as
1801. Figure 1.2 shows the values, at the end of 2018, of $1 invested since 1801 in stocks,
long-term bonds, short-term bills, and gold. The CPI is also included for reference.

8 Part1 @ Introduction
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m Financial Market History

Total return indexes (1801-2/018)

$100,000,000 —
$10,000,000 $28.56 mil
$1,000,000
=  $100,000
£ $42,062
§ $10,000
= $5,532
&
- $1,000
o
()
3
S $100
$66.01
$20.95
$10
$1
$0 | | | | | | | | | | |

1816 1836 1856 1876 1896 1916 1936 1956 1976 1996 2016
Year

Sources: Jeremy J. Siegel, Stocks for the Long Run, 3rd ed. (New York: McGraw-Hill, 2003); update through 2009 provided by Jeremy J. Siegel; update through 2015
rom Global Financial Data (www.globalfinancialdata.com) and Professor Kenneth R. French, Dartmouth College. Update through 2018 from SBB/ Yearbook. 2019.
Duff & Phelps, other sources.

Inspecting Figure 1.2, we see that $1 invested in stocks grew to an astounding $28.56 mil
lion over this 218-year period. During this time, the returns from investing in stocks dwarf
those earned on other investments. Notice also in Figure 1.2 that, after 170 years, gold man-
aged to outpace inflation beginning in the 1970s.
What we see thus far is that there has been a powerful financial incentive for long-term
investing. The real moral of the story is this: Get an early start!

A CLOSER LOOK

To illustrate the variability of the different investments and inflation, Figures 1.3 through 1.6
plot the year-to-year percentage returns in the form of vertical bars drawn from the horizon-
tal axis. The height of a bar tells us the return for the particular year. For example, looking
at the long-term government bonds (Figure 1.5), we see that the largest historical return
47.14 percent) occurred in 1982. This year was a good year for bonds. In comparing these
charts, notice the differences in the vertical axis scales. With these differences in mind, you
can see how predictably the Treasury bills (bottom of Figure 1.5) behaved compared to the
small-company stocks (Figure 1.4).

The returns shown in these bar graphs are sometimes very large. Looking at the graphs,
we see, for example, that the largest single-year return was a remarkable 153 percent for

Chapter 1 ® A Brief History of Risk and Return 9
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Year-to-Year Total Returns on Large-Company Stocks: 1926-2018

FIGURE 1.3
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Year-to-Year Total Returns on Small-Company Stocks: 1926-2018
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FIGURE 1.5 Year-to-Year Total Returns on Bonds and Bills: 1926-2018
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small-company stocks in 1933. In the same year, the large-company stocks returned “only”
53 percent. In contrast, the largest Treasury bill return was 14.6 percent in 1981. The Treasury
bill return was near zero in a number of recent years. For future reference, the actual year-to-
year returns for the S&P 500, long-term U.S. government bonds, U.S. Treasury bills, and the
CPI are shown in Table 1.1.

Chapter 1 @ A Brief History of Risk and Return 1"

jor13979_ch01_001-038.indd 11 @ 10/25/19 08:21 PM




@ Final PDF to printer

FIGURE 1.6 Year-to-Year Inflation: 1926-2018
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2008: THE BEAR GROWLED AND INVESTORS HOWLED

As we mentioned in our chapter introduction, 2008 entered the record books as one of the
worst years for stock market investors in U.S. history. Over the extended period beginning in
October 2007 (when the decline began) through March 2009, the S&P 500 index declined
from 1,576 to 677, a drop of about 57 percent. Stock investors fared much better during the
rest of 2009. The S&P 500 stood at 1,115 at year’s end—a rebound of 65 percent from the
March low.
Figure 1.7 shows the month-by-month performance of the S&P 500 during 2008. As indi-
cated, returns were negative in 8 of the 12 months. Most of the damage occurred in the fall,
with investors losing almost 17 percent in October alone. Small stocks fared no better. They
fell 37 percent for the year (with a 21 percent drop in October), their worst performance since
losing 58 percent in 1937.

As Figure 1.7 suggests, stock prices were highly volatile during 2008. Oddly, the S&P had
126 up days and 126 down days (remember the markets are closed weekends and holidays)
Of course, the down days were much worse on average. To see how extraordinary volatility
was in 2008, consider that there were 18 days during which the value of the S&P changed by
more than 5 percent. There were only 17 such moves between 1956 and 2007!
The drop in stock prices in 2008 was a global phenomenon, and many of the world’s
major markets were off by much more than the S&P. China, India, and Russia, for example,
all experienced declines of more than 50 percent. Tiny Iceland saw share prices drop by more
than 90 percent for the year. Trading on the Icelandic exchange was temporarily suspended
on October 9. In what has to be a modern record for a single day, stocks fell by 76 percent
when trading resumed on October 14.
Did U.S. investors encounter any bright spots? The answer is yes: As stocks plummeted,
bonds soared, particularly U.S. Treasury bonds. In fact, long-term Treasuries gained over
40 percent in 2008, while shorter-term Treasury bonds were up 13 percent. Long-term corpo-

rate bonds did not fare as well but still managed to finish in positive territory, up 9 percent.

12 Part1 @ Introduction
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FIGURE 1.7

S&P 500 Monthly Returns: 2008

10%

4.87%

5%

1.45%

1.30%

1.06%

0%

—-3.25%

—.43% —.84%

-5%
—6.00%

—-10%

—718%
—8.43%

—8.91%

-15%

—16.80%
| | | | | | | | | | |

—20% '
Jan

n
[¢)
O

Source: Author calculations.

Mar Apr May Jun Jul Aug Sep Oct Nov Dec

These returns were especially impressive considering that the rate of inflation, as measured
by the CPI, was essentially zero.

What lessons should investors take away from this very recent bit of capital market history?
First, and most obviously, stocks have significant risk! But note a second, equally important
lesson: Depending on the mix, a diversified portfolio of stocks and bonds probably would
have suffered in 2008, but the losses would have been much smaller than those experienced
by an all-stock portfolio. In other words, diversification matters, a point we will examine in
detail in our next chapter.

CHECK THIS

O

1.2a With 20/20 hindsight, which investment category performed best for the
period 1926-1935?

1.2b  Why doesn't everyone just buy small-company stocks as investments?

1.2c What was the smallest return observed over the 93 years for each category
of investments? Approximately when did it occur?

1.2d  About how many times did large-company stocks (common stocks) return more
than 30 percent? How many times did they return less than —20 percent?

1.2e What was the longest “winning streak” (years without a negative return) for
large-company stocks? For long-term government bonds?

1.2f How often did the T-bill portfolio have a negative return?

Average Returns: The First Lesson

14 Part1 @

Introduction

s you’ve probably begun to notice, the history of financial market returns in an undigested
orm is complicated. What we need are simple measures to accurately summarize and describe
1 these numbers. Accordingly, we discuss how to go about condensing detailed numerical
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Average Annual Returns: 1926-2018

TABLE 1.2

Investment Average Return

Large-company stocks 11.9%
Small-company stocks 16.2
Long-term corporate bonds 6.3
Long-term government bonds 559
U.S. Treasury bills 3.4
Inflation 3.0

Source: SBBI Yearbook. 2019. Duff & Phelps.

CALCULATING AVERAGE RETURNS

The obvious way to calculate average returns on the different investments in Figures 1.3 to
1.5 is to add up the yearly returns and divide by 93. The result is the historical average of the
individual values. For example, if you add the returns for large-company common stocks for
the 93 years, you will get about 1,107 percent. The average annual return is thus 1,107/93 =
11.9. You can interpret this 11.9 percent just like any other average. If you picked a year at
random from the 93-year history and you had to guess the return in that year, the best guess
would be 11.9 percent.

AVERAGE RETURNS: THE HISTORICAL RECORD

Table 1.2 shows the average returns for the investments we have discussed. Because these
averages do not reflect the impact of inflation, we include an average inflation rate. Notice
that over this 93-year period, the average inflation rate was 3 percent per year while the
average return on U.S. Treasury bills was 3.4 percent per year. Thus, the average return on
Treasury bills exceeded the average rate of inflation by only .4 percent per year. At the other
extreme, the return on small-company common stocks exceeded the rate of inflation by
about 16.2% — 3% = 13.2%. The real return of the large-company common stocks averaged
11.9% — 3% = 8.9% per year.

RISK PREMIUMS

Now that we have computed some average returns, it seems logical to see how they compare
with each other. Based on our discussion above, one such comparison involves government-
issued securities. These are free of much of the variability we see in, for example, the stock
market.

The government borrows money by issuing debt, that is, bonds. Bonds come in different
forms, but we will focus on Treasury bills. Treasury bills have the shortest time to maturity
of the different types of government debt. Because the government can always raise taxes or
print money to pay its expenses, Treasury bills are virtually free of any default risk. Thus, we

risk-free rate will call the rate of return on such debt the risk-free rate, and we will use it as a kind of invest-
The rate of return on a riskless|  ing benchmark.
investment. A particularly interesting comparison involves the virtually risk-free return on T-bills and

the risky return on common stocks. The difference between these two returns can be inter-
preted as a measure of the excess return on the average risky asset (assuming that the stock of
a large U.S. corporation has about average risk compared to all risky assets).

We call this the “excess” return because it is the additional return we earn by moving from
a virtually risk-free investment to a risky one. Because this excess return can be interpreted as

risk premivm a reward for bearing risk, we will call it a risk premium.

The extra return on a risky

asset over the risk-free rate; THE U.S. EQUITY RISK PREMIUM: HISTORICAL AND INTERNATIONAL
the reward for bearing risk. PERSPECTIVES So far in this chapter, we have studied returns in U.S. stock and bond

markets in the period 1926-2018. As we have discussed, the historical U.S. stock market risk
. has | ] ial Of | i Jict the f
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