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IN THIS PAPER

The series closes on the decision that most shapes long-run value — where the money goes. This
paper covers corporate finance and capital allocation. The question it answers: how is value
created through investment and financing choices, and why is allocating capital the operator's

highest-leverage financial task?

Brealey, Myers and Allen give the finance framework; Rappaport operationalises value through its
drivers; Damodaran makes valuation a disciplined practice of narrative and numbers; Thorndike

shows that the best chief executives were, above all, superb capital allocators.

Brealey, Myers & Allen Principles of Corporate Finance, 1981-

The corporate-finance framework

CORE THESIS

Value is created by investing in projects that earn more than the cost of capital — the
positive-net-present-value rule. The building blocks are the time value of money, the relationship

between risk and return, and the cost of capital.

FRAMEWORK
Net present value Invest when discounted cash flows exceed the outlay
Time value of money A dollar today is worth more than a dollar later
Risk and return Higher risk demands higher expected return
Cost of capital (WACC) The hurdle rate an investment must beat
METHODOLOGY

The canonical academic framework of modern corporate finance.

SIGNIFICANCE AND CRITIQUE
The foundational reference for finance decisions. The critique: some underpinnings (market
efficiency, the capital-asset pricing model) are contested, and practice diverges from theory.

Alfred Rappaport Creating Shareholder Value, 1986

Value drivers - cash over earnings

CORE THESIS
A company's value is the present value of its future cash flows — not its accounting earnings.
Manage the handful of value drivers that determine it, and beware measures like earnings per

share that can mislead.
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FRAMEWORK
Sales growth and margin Grow revenue and operating profitability
Working and fixed capital Invest efficiently in the asset base
Cash tax rate Manage the tax burden on cash flow
Cost of capital Lower the discount rate on future cash
Advantage period How long returns exceed the cost of capital
METHODOLOGY

Shareholder-value analysis, applying discounted cash flow at the level of the business.

SIGNIFICANCE AND CRITIQUE
Made value creation operational through the value drivers, and warned early about short-termism.

The critique: the shareholder-value framing itself is debated (see the Governance and Ethics series).

Aswath Damodaran Valuation - NYU Stern

The discipline of valuation

CORE THESIS
Valuation is a disciplined craft, not a black box. Every valuation is a story disciplined by numbers
— combine intrinsic value (discounted cash flow) with relative value (multiples), and be honest

about uncertainty.

FRAMEWORK
Intrinsic (DCF) Value from cash flows, growth and risk
Relative (multiples) Value by comparison to peers
Narrative and numbers A credible story, disciplined by the figures
Uncertainty Ranges and scenarios, not false precision
METHODOLOGY

Rigorous but pragmatic valuation, taught and applied across firm types and life stages.

SIGNIFICANCE AND CRITIQUE
The leading authority and educator on valuation. The critique: discounted-cash-flow outputs are

highly sensitive to their assumptions.

William Thorndike The OQutsiders, 2012

Capital allocation as the CEQO's job

CORE THESIS

The best-performing chief executives were not the best operators or visionaries but exceptional
capital allocators. They treated deciding where cash goes as their primary job, acting rationally,

patiently and counter-cyclically, and focusing on value per share.
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FRAMEWORK
Reinvest in operations When internal returns beat the alternatives
Acquisitions When bought value exceeds price paid
Share buybacks When the stock trades below intrinsic value
Dividends / debt repayment When better uses are absent

The pattern: decentralise operations, centralise capital, and judge every option against the
others on a per-share basis.

METHODOLOGY
A practitioner study of a set of exceptionally successful chief executives.

SIGNIFICANCE AND CRITIQUE
An influential synthesis making capital allocation the operator's central lens. The critique, per the

caveat: the cases are a small, retrospectively selected sample.

A NOTE ON EVIDENCE

A caveat on the Outsiders evidence: the book studies a handful of chief executives chosen because
they outperformed — a survivorship-selected sample. The capital-allocation principles are sound
and widely corroborated, but the spectacular returns cannot simply be reproduced by imitation;
skill, timing and luck all contributed. Take the discipline, not the promise of the multiples.

Synthesis
Contribution Focus Key idea Register
Brealey, Myers & Framework NPV; cost of capital Canonical text
Allen
Rappaport Value drivers Cash flow, not earnings Strategic finance
Damodaran Valuation Narrative and numbers Authority / educator
Thorndike Allocation CEO as capital allocator Practitioner

FOR THE OPERATOR

Value is created by disciplined investment and allocation — investing above the cost of capital
(Brealey, Myers & Allen), managing the drivers of cash-flow value (Rappaport), valuing rigorously
through narrative and numbers (Damodaran), and treating capital allocation as the chief
executive's core job (Thorndike). For the operator: judge every use of cash against every other on a
per-share basis, price to value, and remember that where the money goes matters more than
almost anything else. That closes the Financial Management for Operators series.
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