
The Portfolio Beta Principle: The beta of a portfolio is the 
weighted average of the betas of the stocks in that portfolio. 

The Systematic Risk Principle: The cost of capital is only 
affected by systematic risk, not specific risk. 

The Downside Risk Principle: Downside risk should always 
be incorporated by reducing expected cash flows, not by 
adding fudge factors into the discount rate. The discount rate 
depends only on systematic risk, and is unaffected if the 
downside risk is idiosyncratic. 

The Market Prices Principle: Wherever possible, use market 
prices to check either your assumptions or the valuations that 
result from your assumptions. 

The Replication Principle: Any set of contingent payoffs—that 
is, payoffs that depend on the value of some other asset—can 
be replicated with a mixture of simple options on that asset.

The Project Leverage Principle: The leverage used when 
calculating the discount rate for a project should depend on 
the project’s debt capacity, not how the project is initially 
financed. 

The Currency Risk Principle: When evaluating international 
investment opportunities, ignore currency risk if it can be 
hedged. 

The Investors’ Portfolio Principle: The cost of capital for an 
international investment depends on its beta relative to your 
investors’ portfolio, not where your investors are located nor 
where the investment is located. 

The Country Risk Principle: Country risk should be 
incorporated by adjusting expected cash flows, not by adding 
a fudge factor such as a “country risk premium” to the 
discount rate. 

The Synergy Principle: A merger only creates synergies if it 
achieves outcomes that the merging companies, or their 
shareholders, could not achieve themselves.
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The Do-It-Yourself (DIY) Principle: A company can never 
add value by achieving outcomes that shareholders can 
achieve costlessly themselves.

The Time Value Principle: A dollar today is worth more than 
a dollar tomorrow because it can be invested to earn a 
return. 

The Risk Principle: A safe dollar is worth more than a risky 
dollar. 

The Discount Rate Principle: The discount rate for a project 
is the opportunity cost of investing in that project, which 
depends on the risk of that project. It does not depend on 
the cost of capital or risk of the company undertaking the 
project. 

The Price-Yield Principle: The higher the yield on a bond, 
the lower its price. 

The Market Value Principle: In almost all financial 
applications, use market values rather than book values. 

The Forward-Looking Principle: Cash flows and discount 
rates should reflect what is expected to happen in the future, 
not what has happened in the past. 

The Growth Principle: Growth only adds value to a company 
if the rate of return on reinvested capital exceeds the cost of 
capital. 

The Stable Risk Premium Principle: When forecasting future 
market returns, it is more realistic to assume a stable market 
risk premium than a stable market return. 

The Diversification Principle: The standard deviation of a 
portfolio is lower than the average standard deviation of the 
stocks in that portfolio, because diversification reduces risk.

The Limits to Diversification Principle: You can only 
diversify away specific risk, not systematic risk. 

The Common Portfolio Principle: If all investors have the 
same information and form the same expectations, all should 
hold the same portfolio of stocks.  




