
Capital Allocation 

Notes From Michael Mauboussin PDF here. 

Things bolded or highlighted are my emphasis.  Things in brackets are 

things I’ve added. 

Capital allocation is a senior management team’s most 
fundamental responsibility. The problem is that many CEOs don’t 
know how to allocate capital effectively. The objective of capital 
allocation is to build long-term value per share. 
 
Capital allocation is the most fundamental responsibility of a senior 
management team of a public corporation. Successful capital allocation 
means converting inputs, including money, things, ideas, and people, into 
something more valuable than they would be otherwise. 
 
Why should value determine whether a management team is living up to its 
responsibility? There are two reasons. The first is that companies must 
compete. A company that is allocating its resources wisely will ultimately 
prevail over a competitor that is allocating its resources foolishly. The second 
is that inputs have an opportunity cost, or the value of the next best 
alternative. Unless an input is going to its best and highest use, it is 
underperforming relative to its opportunity cost. 
 
Warren Buffett, chairman and CEO of Berkshire Hathaway, describes this 
reality in his 1987 letter to shareholders. He discusses the point of why it is 
beneficial for Berkshire Hathaway’s corporate office to allocate the capital of 
the companies it controls. Buffett is worth quoting at length:2  
 
“This point can be important because the heads of many companies are not 
skilled in capital allocation. Their inadequacy is not surprising. Most bosses 

rise to the top because they have excelled in an area such as marketing, 
production, engineering, administration or, sometimes, institutional 

politics. 
 

Once they become CEOs, they face new responsibilities. They now must 
make capital allocation decisions, a critical job that they may have never 
tackled and that is not easily mastered. To stretch the point, it’s as if the 
final step for a highly-talented musician was not to perform at Carnegie 

Hall but, instead, to be named Chairman of the Federal Reserve. 
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The lack of skill that many CEOs have at capital allocation is no small 

matter: After ten years on the job, a CEO whose company annually retains 
earnings equal to 10% of net worth will have been responsible for the 

deployment of more than 60% of all the capital at work in the business. 
CEOs who recognize their lack of capital-allocation skills (which not all do) 

will often try to compensate by turning to their staffs, management 
consultants, or investment bankers. Charlie [Munger] and I have frequently 

observed the consequences of such “help.” On balance, we feel it is more 
likely to accentuate the capital-allocation problem than to solve it. 

 
In the end, plenty of unintelligent capital allocation takes place 

in corporate America. (That's why you hear so much about 
“restructuring.”) 

 
As Buffett says, “The first law of capital allocation—whether the money is 
slated for acquisitions or share repurchases—is that what is smart at one 
price is dumb at another.” 
 
Proper capital allocation requires a sharp analytical framework and 
independence of mind. 
 
In assessing management, ask a fundamental question: If there is a conflict 
between maximizing a reward based on the incentive plan and creating long-
term value per share, which route will the executive select? 
 
The rate of return on incremental capital is the maximum growth rate in 
operating profit a business can reach without external financing. By 
extension, a company with a return on invested capital (ROIC) greater than 
its growth rate will generate surplus capital.6 
 
Companies that cannot fund their growth internally must access cash 
externally, either by borrowing or selling equity. 
 
In a buyback, selling shareholders benefit at the expense of ongoing 
shareholders if the stock is overvalued, and ongoing shareholders benefit at 
the expense of selling shareholders if the stock is undervalued. All 
shareholders are treated uniformly only if the stock price is at fair value.8 
 



 
 
A country {COMPANY}with a high ROIC can fund a greater percentage of 
its investments with internally generated cash than a country with a low 
ROIC.   
 
There are pros and cons to having internal financing represent a high 
percentage of investment funding. The pro is that companies are earning 
high returns on capital in general and need not rely on capital markets to 
fund their growth. The con is that companies can deploy internally generated 
funds into value-destroying investments {If management is bad at 
allocating capital}. The need to raise money from the capital markets 
creates a check on management’s spending plans. 
 
The issue of judicious capital allocation is certainly nothing new. Henry 
Singleton, the CEO whom William Thorndike holds up as the standard for 
excellence, started his company, Teledyne, more than 50 years ago. And 
Buffett’s quote about capital allocation is more than a quarter century old. 
Still, the issue feels particularly pressing today.  {Link to Teledyne case 
study and presentation info below.} 
 
Before delving into each of the specific uses of capital, it is worth 
considering what the academic research says about capital allocation. The 
findings are easy to condense: “Asset growth rates are strong predictors of 
future abnormal returns.” This is true in both U.S. and international 
markets. 
 



More specifically, firms with low asset growth rates earn substantially 
higher shareholder returns, after adjusting for risk, than firms with high 
asset growth rates. Further, companies that contract their assets tend to 
generate higher shareholder returns than companies that expand their 
assets.  
 
High returns to shareholders tend to follow events such as spin-offs, 
dividend initiations, share buybacks, and debt prepayments, whereas low 
returns to shareholders generally follow events such as acquisitions and 
stock and debt issuance. 
 

 
Another factor that can work in favor of acquirers is the source of deal 
financing. The research suggests the market greets cash deals much more 
kindly than stock deals.  {Confirms what Buffett has said for years.} 
 
Some firms, including Apple, have a negative CCC, which means that 
the company receives cash on the sale of inventory before it pays 
its suppliers. This effectively makes the company’s suppliers a 
source of financing and can be relevant in competitive 
interactions. 
 
For instance, Walmart Stores Inc.’s CCC was 12 days in 2014 while 
Amazon.com’s CCC was -23 days. With a CCC for each company in hand, 



you can compare the efficiency of working capital use from one company to 
the next. 
 
Academic research shows a strong relationship between a lower CCC 
and a higher return on capital within, and across, industries.50 
In other words, good working capital management is associated 
with high returns on invested capital. 
 
When assessing a repurchase program, investors and executives 
should consider the golden rule of share buybacks, which states: 
A company should repurchase its shares only when its stock is 
trading below its expected value and when no better investment 
opportunities are available. 
 

 
 
In Scenario A, we assume the stock price is $200, double the fair value of 
$100 ($100,000/1,000). The company can buy 100 shares, leaving 
$80,000 of value and 900 shares outstanding. In this case, the selling 
shareholders gain $100 per share ($200 proceeds - $100 value = $100) and 
the continuing shareholders lose $11.11 per share ($88.89 continuing value 
- $100 initial value = -$11.11). Buying back overvalued stock benefits sellers 
at the expense of buyers.  



 
In Scenario B, we assume the stock trades at one-half of fair value, or $50 
per share. The company can buy 400 shares, with $80,000 of remaining 
value and 600 shares outstanding. Now we see that the selling shareholders 
lose $50 per share ($50 proceeds - $100 value = -$50) and continuing 
shareholders gain $33.33 per share ($133.33 continuing value - $100 initial 
value = $33.33).  
 
In Scenario C, the company pays a $20 dividend to all shareholders. Just as 
in the prior scenarios, the firm value drops to $80,000, but each 
shareholder receives identical treatment, leaving aside tax considerations. 
 
So what elements should you look for in an effective incentive program? 
The key is to look for a company that seeks to build long-term value per 
share with the belief that the stock market will ultimately follow that value. 
If the market fails to reflect that value, management can take action by 
sharpening communication or buying back stock. 
 
Warren Buffett explains that a good plan “should be (1) tailored to the 
economics of the specific operating business; (2) simple in character so that 
the degree to which they are being realized can be easily measured; and (3) 
directly related to the daily activities of the plan participants.”  {Buffett 
explaining the importance of incentives.}  
 
*** 
 
Charlie Munger on the Power of Incentives in his speech The Psychology 
Of Human Misjudgment PDF… Or Video Below. 
 
https://www.youtube.com/watch?v=pqzcCfUglws 
 
This is one of the most important things I’ve ever read.  And watching or 
reading the above speech multiple times will help you become a better 
investor and thinker than most other content will. 
 
***  
 
Know the value of assets, and be ready to take action to create 
value. Intelligent capital allocation is similar to managing a portfolio of 
stocks in that it is very useful to have a sense of the difference, if any, 
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https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=0CB4QFjAA&url=http%3A%2F%2Fwww.rbcpa.com%2Fmungerspeech_june_95.pdf&ei=PNOGVYbdEMSoyATjuJ-ABQ&usg=AFQjCNEiJ8R2Z_vdlJuH5Hd0zhIvzHxZqw&sig2=MQ69OvkagzfCVYCw18z5Fg
https://www.youtube.com/watch?v=pqzcCfUglws


between the value and price of each asset. This includes the value of the 
company and its stock price. Naturally, such analysis must include 
considerations such as taxes.  
 
Capital Allocation Checklist at the end of the research report. 
 
*** 
 

A Case Study Of Financial Brilliance 
 

Presentation by Leon Cooperman About Henry Singleton and 
Teledyne 

 
37 Page PDF File here via Valuewalk. 

 
Or Video Link of presentation here. 

 
My notes below. 

 

http://www.valuewalk.com/wp-content/uploads/2014/11/leon-cooperman-value-investing-congress-henry-singleton.pdf
http://videos.nyssa.org/a-case-study-in-financial-brilliance-dr-henry-e-singleton-of-teledyne-inc


 
One usage of retained earnings we often greet with special 
enthusiasm when practiced by companies in which we have an 
investment interest is repurchase of their own shares. The 
reasoning is simple: if a fine business is selling in the marketplace 
for far less than intrinsic value, what more certain or more 
profitable utilization of capital can there be than significant 
enlargement of the interests of all owners at that bargain price? 
Source: 1980 Berkshire Hathaway Annual Report 
 
By making repurchases when a company’s market value is well below its 
business value, management clearly demonstrates that it is given to actions 
that enhance the wealth of shareholders, rather than to actions that expand 
management’s domain but that do nothing for (or even harm) 
shareholders. 
 
A manager who consistently turns his back on repurchases, when these 
clearly are in the interests of owners, reveals more than he knows of his 
motivations. No matter how often or how eloquently he mouths some 



public relations-inspired phrase such as “maximizing shareholder wealth” 
(this season’s favorite), the market correctly discounts assets lodged with 
him. His heart is not listening to his mouth—and, after a while, neither will 
the market. 
 
This entire presentation is filled with gold… But most of it is charts and 
other graphics illustrating the power of buy backs.  And proper capital 
allocation. 
 
*** 
 
Capital Structure and Stock Repurchases – A Case Study On 
Capital Allocation via John Chew from CSInvesting  58 Page doc filled 
with gold. 
 
*** 
 
For even more reading on capital allocation read all of the Berkshire 
Hathaway Shareholder Letters.  You can download them all here for only 
$2.99. 
 
*** 
Reading all the information in this doc will not only help you become a 
better investor.  But also a better thinker.  Decision maker.  And 
entrepreneur than most other content and college education. 
 
All for only $2.99.  A fraction of the cost of a college education. 

http://www.scribd.com/doc/75125923/Capital-Structure-and-Stock-Repurchases-Value-Vault
http://www.scribd.com/doc/75125923/Capital-Structure-and-Stock-Repurchases-Value-Vault
http://www.amazon.com/Berkshire-Hathaway-Letters-Shareholders-2014-ebook/dp/B00DUM1W3E/ref=sr_1_1_twi_1_kin?s=books&ie=UTF8&qid=1434900512&sr=1-1&keywords=berkshire+hathaway+letters+to+shareholders

