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Dear Leonard, 
 

The appetite for capital is insatiable in business. Understanding the nature of capital and its effective 

allocation is essential to a business’ success. Classical economics defines land, labor and capital as the 
determinants of wealth, each being exclusive to its owner. Now there is a fourth determinant of wealth 

with information, and it is nonexclusive. The more information that is shared, the more valuable it 
becomes. In general, business is a competition, where the score is kept in money. Therefore, the 

allocation of capital, in all its forms, is a critical success factor. 

 
The challenge is to determine which division, project or acquisitions receive the capital. The challenge 

varies with the source of capital.  
 

For example, venture capitalists’ and hedge funds’ tolerance for risk is offset by their high return 
expectations. The low risk of municipal bonds and banks is matched by low returns. Hedge funds make 

increasingly larger bets, while equity investors carefully consider exit strategies in capital allocation 

decisions. Privately-owned businesses strive to enhance shareholders value, matching investment choices 
to their investors’ expectations. Public companies are servants of the public stock markets and investment 

analysts.  
 

ALLOCATING CAPITAL 

 
If capital is allocated foolishly or to poorly-defined projects, it is wasted. The game is a simple one: invest 

the least possible amount, borrow the rest, and put it in projects with greatest potential return (or 
occasionally the lowest risk). Deciding which ventures to invest is always a tough one. There are many 

quantitative methods for allocating capital. The challenge is to allocate capital to the best opportunities, 

given the risk-reward profile of the investors and to choose projects that have the best chance of earning 
good returns. 

 
Breaking Down Capital Budget Needs 

Normally, corporations develop a capital expenditure budget needs for annual review by boards and 
lenders. You should be breaking it down by category or type of expenditure such as: 

 

  New products; 

  New facilities; 

  Maintenance of existing products or facilities; and 



  Infrastructure needs. 

 

Additionally, you need to take into consideration the actual intent of the investments, so no capital 
wasted on expenditures that may no longer be necessary.  

 
The Capital Appropriation Process 

Many corporations will use a formal capital appropriation process to communicate the need and 

worthiness of effectively using capital for expenditure. This involves: 
 

  Documentation of the intended use;  

  Description of the assets to be acquired; 

  Time frames for the investments; and 

  Benefits to be gained. 

 
The method used to compare and evaluate capital investments is based on projections of future revenue 

streams and a calculation of some combination of: 
 

  Internal Rate of Return (IRR); 

  Net Present Value (NPV); 

  Breakeven; 

  Economic Value Added (EVA); 

  Economic Profit created (EP); 

  Risk-Adjusted Return on Capital (RAROC). 

 

Businesses usually allocate capital on the basis of one of three mindsets. 
 

 Protecting the Past  – You will always be following the competition and reacting to a leader’s 

moves, simply trying to hang on to past glories. 
 Perfecting the Present  – Such moves are always easier to analyze and make short-term goals; 

except when a new, disruptive technology or competitor enters the fray upsetting the applecart. 

 Funding the Future  – This is harder and riskier, but it is the only true path to success. The capital 

need must attract the needed capital based on its potential success. 
 

Few traditional appropriation processes accommodate this approach, which is why so few businesses 

succeed over the longer term. Businesses trying to fund the future are often led by escapees from the 
other kind of companies — people seeking outlets for creative brilliance and thwarted by bureaucratic, 

inwardly focused capital appropriations processes, policies and committees. The best rule is to allocate 
very little to protecting the past and just enough to perfecting the present, leaving plenty to spend on 

funding the future. 


