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STEWART C. MYERS RICHARD A. BREALEY

elcome to the 6th edition of Principles of Corporate Finance. We are proud of
the success of previous editions, and we have done our best to make this
edition better.

This book may be your first view of the world of modern finance. If so, you will read
first for new ideas, for an understanding of how finance theory translates to practice, and
occasionally, we hope, for entertainment. But eventually you will be in a position to
make financial decisions, not just study them. At that point you can turn to this book as
a reference and guide.

Of course finance will not stand still. Basic concepts will not change, but markets,
institutions and applications will. At some point you will want something more up-to-
date on your bookshelf. We suggest the 7th and subsequent editions of this book.
Irwin/McGraw-Hill has agreed to sell the next edition of this book at half price to pur-
chasers of this Career Edition. The only requirement is that you buy a new copy of the
book and send in the enclosed card to register in the Brealey/Myers Principles of
Corporate Finance database. You will be informed when the next edition appears and can
then trade in your book for the new model.

Many purchasers of Principles of Corporate Finaice are not new students of finance, but
practicing financial managers. They too can register and receive the next edition at half
price. Regardless of the reader’s experience and responsibilities in finance, we are confi-
dent that this book will be a positive-NPV investment.
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Adjusted present value
Book value
Cash flow at time ¢

Certainty-equivalent cash flow
attime

Dividend payment at time ¢
Market value of firm’s debt
Depreciation in year ¢

Discount factor for cash flow
in period

2.718 (base for natural logarithms)
Market value of firm’s equity
Earnings per share in year ¢
Exercise price of option

Expected return on a one-period
forward loan maturing at time ¢

Forward rate of exchange between
dollars and pounds

Growth rate

Expected inflation in year ¢
Internal rate of return
Lease’s cash outflow in year ¢
Net present value

Price at time {

Present value

Present value of growth
opportunities

Expected rate of return (or cost of

capital) in period t. We omit the sub-
script where the expected return is
identical in each period. Sometimes

we use a second subscript to define

the date at which the investment is
made. Thus, ; . i1;is the (spot) rate of
teturn on an investment madeati-1

and paying off at time £.
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Uncertain actual rate of return in
period ¢

Rate of return on firm’s debt

Expected rate of return on firm’s
equity

Risk-free interest rate

Expected rate of return on the market
portfolio

Dollar rate of interest

Spot rate of exchange between Swiss
francs and dollars

Time

Rate of corporate income tax
Rate of personal income tax
Market value of firm: V=D + E
Beta: A measure of market risk

Delta: Hedge ratio
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Lambda: Market price of risk =

Rho: Correlation coefficient between
investments 1 and 2

Sigma: Standard deviation

Covariance of investment 1
with investment 2

Sigma squared: Variance

Capital sigma: “The sum of”
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PREFACE

his book describes the theory and practice of

corporate finance. We hardly need to explain

why financial managers should master the
practical aspects of their job, but we should spell out
why down-to-earth, red-blooded managers need to
bother with theory.

Managers learn from experience how to cope
with routine problems. But the best managers are
also able to respond to change. To do this you need
more than time-honored rules of thumb; you must
understand why companies and financial markets
behave the way they do. In other words, you need a
theory of finance.

Does that sound intimidating? It shouldn’t.
Good theory helps you grasp what is going on in
the world around you. It helps you to ask the right
questions when times change and new problems
must be analyzed. It also tells you what things you
do not need to worry about. Throughout this book
we show how managers use financial theory to

solve practical problems.

Of course, the theory presented in this book is
not perfect and complete—no theory is. There are
some famous controversies in which financial econ-
omists cannot agree on what firms ought to do. We
have not glossed over these controversies. We set
out the main arguments for each side and tell you
where we stand.

There are also a few cases where theory indicates
that the rules of thumb employed by financial man-
agers are leading to poor decisions. Where man-
agers appear to be making mistakes, we say so,
while admitting that there may be hidden reasons
for their actions. In brief, we have tried to be fair but
to pull no punches.

Once understood, good theory is common sense.
Therefore we have tried to present it at a common-
sense level, and we have avoided proofs and heavy
mathematics. There are no ironclad prerequisites
for reading this book except algebra and the English
language. An elementary knowledge of accounting,

statistics, and microeconomics is helpful, however.

vii
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CHANGES IN THE SIXTH EDITION

This book is written for students of financial management. For many readers, it is
their first look at the world of finance. Therefore in each edition we strive to make
the book simpler, clearer, and more fun to read. But the book is also used as a refer-
ence and guide by practicing managers around the world. Therefore we also strive
to make each new edition more comprehensive and authoritative.

We believe this edition is better for both the student and the practicing man-
ager. Here are some of the major changes:

We have streamlined and simplified the exposition of major concepts. For
example, Chapter 2 has a more intuitive explanation of why the NPV rule makes
sense. Chapter 19, which covers the weighted average cost of capital and adjusted
present value, has been completely rewritten, with more emphasis on “how to do
it” and less on the various adjusted cost of capital formulas. (The formulas are still
accessible, but in an appendix on the Web.) Chapter 28 condenses two previous
chapters, on financial planning and the evaluation of financial performance, into
one integrated presentation.

At the same time we have expanded the coverage of important topics. For
example, the treatment of agency issues is much more extensive. We highlight
agency problems in the first chapter. In Chapter 12 we have added a discussion of
economic value added (EVA) and of the links between performance and manage-
ment compensation. A brand-new Chapter 34 reviews corporate control and gov-
ernance and looks at some of the international differences in the financial design
and ownership of corporations. (Chapter 33, on mergers, is shorter and more
focused as a result.)

Other examples of expanded coverage include estimates of the market risk
premium (Chapter 7), factor models of expected returns (Chapter 8), market
anomalies (Chapter 13), and the measurement of credit risk (Chapter 23).

This edition’s international coverage is expanded and woven into the rest of
the text. There is no segregated chapter on international finance. There is a chapter
on international risk management, but international investment decisions are now
introduced in Chapter 6, right alongside domestic investment decisions. Likewise
the cost of capital for international investments is discussed in Chapter 9, and
international differences in security issue procedures are reviewed in Chapter 15.

Updating was needed for all but the most basic material. There are frequent
references to new financial markets and instruments. For example, the discussion
of foreign exchange has been revised to recognize the birth of the euro. Other
financial innovations making at least a brief appearance include Treasury index-
linked bonds, credit derivatives, asset-backed bonds, and mandatory convertibles.

Of course, as every first-grader knows, it is easier to add than to subtract, but
we have pruned judiciously. Some readers of the fifth edition may miss a favorite
example or special topic. But new readers should find that the main themes of cor-
porate finance come through with less clutter.

MAKING LEARNING EASIER

Each chapter of the book includes an introductory preview, a summary, and an
annotated list of suggestions for further reading. There isa quick and easy quiz, a
number of practice questions, a few challenge questions, and in several chapters a
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minicase. In total there are now over a thousand end-of-chapter questions. All the
questions refer to material in the same order as it occurs in the chapter. Answers to
the quiz questions may be found at the end of the book, along with a glossary and
tables for calculating present values and pricing options.

Parts 1 to 3 of the book are concerned with valuation and the investment deci-
sion, Parts 4 to 8 with long-term financing and risk management. Part 9 focuses on
financial planning and short-term financial decisions. Part 10 looks at mergers and
corporate control and Part 11 concludes. We realize that many teachers will prefer a
different sequence of topics. Therefore, we have ensured that the text is modular, so
that topics can be introduced in a variety of orders. For example, there will be no
difficulty in reading the material on financial statement analysis and short-term
decisions before the chapters on valuation and capital investment.

We should mention two matters of style now to prevent confusion later. First,
the most important financial terms are set out in boldface type the first time they
appear; less important but useful terms are given in italics. Second, most algebraic
symbols representing dollar values are shown as capital letters. Other symbols are
generally lowercase letters. Thus the symbol for a dividend paymentis “DIV,” and

" r”

the symbol for a percentage rate of return is “r.

SUPPLEMENTS

In this edition, we have gone to great lengths to ensure that our supplements are
equal in quality and authority to the text itself.

The Wall Street Journal Edition
[SBN 0072323167

Through a unique arrangement with Dow Jones, the price of the special WSJ ver-
sion of the text includes a 10-week subscription to this business periodical. Please
contact your Irwin/McGraw-Hill representative for ordering information.

Instructor’s Manual
[SBN 0072910003

The Instructor’s Manual was extensively revised and updated by C. R. Krish-
naswamy of Western Michigan University. It contains an overview of each chap-
ter, teaching tips, learning objectives, challenge areas, key terms, and an annotated
outline that provides references to the PowerPoint slides.

Test Bank
[SBN (1072346604

The Test Bank was also updated by C. R. Krishnaswamy, who included well over
1,000 new multiple-choice and short answer/discussion questions based on the
revisions of the authors. The level of difficulty is varied throughout, using a label
of easy, medium, or difficult.
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PowerPoint Presentation System
[SBN 007291002X

Matt Will of Johns Hopkins University prepared the PowerPoint Presentation
System, which contains exhibits, outlines, key points, and summaries in a visu-
ally stimulating collection of slides. Found on the Student CD-ROM, the Instruc-
tor’s CD-ROM, and our Website, the slides can be edited, printed, or rearranged
in any way to fit the needs of your course. ’

Financial Analysis Spreadsheet Templates (FA.S.T)
ISBN 0073031038

Greg Lowry of Macon Technical Institute created the templates in Excel. They cor-
relate with specific concepts in the text and allow students to work through finan-
cial problems and gain experience using spreadsheets.

Solutions Manual
[SBN 0072346590

The Solutions Manual, prepared by Mark Griffiths of Thunderbird, American
School of International Management, contains solutions to all practice questions
and challenge questions found at the end of each chapter. Thoroughly checked for
accuracy, this supplement is available to be purchased by your students.

Study Guide
ISBN 0072346582

The new Study Guide was carefully revised by V. Sivarama Krishnan of Cameron
University and contains useful and interesting keys to learning. It includes an
introduction to each chapter, key concepts, examples, exercises and solutions, and
a complete chapter summary.

Videos
ISBN 0072346647

The Irwin/McGraw-Hill Finance Video Series is a complete video library designed
to bring added points of discussion to your class. Within this professionally devel-
oped series, you will find examples of how real businesses face today’s hottest
topics, like mergers and acquisitions, going public, and careers in finance.

Student CD-ROM

Packaged with each text is a CD-ROM for students containing FinSteps Software.
This financial software is created by FinQuest to help students gain a basic under-
standing of finance through computerized portfolio, valuation, and pricing prob-
lems. Students profit from the Practice Mode, which allows them to rework their
solutions until the computer signals that they have correctly answered the problem.
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A help section addresses common questions and problems. The Test Mode allows
instructors to apply Standard Tests, composed of stock FinSteps problems, or Cus-
tomized Tests for total control over test duration, the number of problems, and the
topics to be covered. Formula sheets, graphing sheets, and the financial calculator
can also be enabled or disabled to suit testing structure.

Other features on the CD include PowerPoint presentation slides, Financial
Analysis Spreadsheet Templates (FA.S.T.), video clips from our Finance Video
Series, and many useful Web links.

Instructor’s CD-ROM
ISBN 0072346620

Website

We have compiled many of our instructor supplements in electronic format on a
CD-ROM designed to assist with class preparation. The CD includes the Instruc-
tor’s Manual, a computerized Test Bank, PowerPoint slides, video clips, and Web
links.

Visit our Website at www.mhhe.com/bm. This site contains information about the
book and the authors, as well as teaching and learning materials for the instructor
and the student including:

PageOut: The Course Website Development Center and PageOut Lite
www.pageout.net

This Web page generation software, free to adopters, is designed for professors
just beginning to explore Website options. In just a few minutes, even the most
novice computer user can have a course Website.

Simply type your material into the template provided and PageOut Lite
instantly converts it to HTML—a universal Web language. Next, choose your
favorite of three easy-to-navigate designs and your Web homepage is created,
complete with online syllabus, lecture notes, and bookmarks. You can even
include a separate instructor page and an assignment page.

PageOut offers enhanced point-and-click features including a Syllabus Page
that applies real-world links to original text material, an automated grade book,
and a discussion board where instructors and your students can exchange ques-
tions and post announcements.

Online Learning Center

o o a6 T

McGraw-Hill content and the power of the Web combine to offer you Online
Learning Centers—pedagogical features and supplements for McGraw-Hill books
on the Internet. Students can simply point-and-click their way to key terms, learn-
ing objectives, chapter overviews, PowerPoint slides, exercises, and Web links.
And professors profit from the instant access to lecture matetials, Instructor’s
Manuals, test banks, PowerPoint slides, and answers to all exercises in one place.
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McGraw-Hill Learning Architecture
waw.nthla.net

This unique new Web-based learning system gives instructors ownership over
online course administration, study aids and activities, and Internet links to fea-
tured companies in many of the McGraw-Hill texts. You can now place course
materials online, facilitating the assignment of quizzes and homework—even the
tracking of student progress—all from the comfort of your own computer. The
system also works to break down traditional instructor/student communication
barriers by providing students with an e-mail forum for course topics in addition
to auto-graded tests and lecture slide reviews.
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This list is almost surely incomplete. We know how much we owe to our col-
leagues at the Bank of England, the London Business School, and MIT’s Sloan
School of Management. In many cases, the ideas that appear in this book are as
much their ideas as ours. Finally, we record the continuing thanks due to our
wives, Diana and Maureen, who were unaware when they married us that they
were also marrying The Principles of Corporate Finance.

Richard A. Brealey
Stewart C. Myers
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