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THE ART OF CAPITAL  
ALLOCATION
By Ulrich Pidun and Sebastian Stange

Capital allocation may be the most 
critical means of translating corporate 

strategy into action. Yet many companies 
today are reducing their capital expendi-
tures, returning cash to shareholders, and 
holding huge amounts of cash on the 
sidelines. A survey of BCG’s capital alloca-
tion database, which includes some 7,000 
large, global firms, found capex levels 
relative to revenues at a 20-year low, 
having dropped almost 20% between 1995 
and 2015. Over the same period, payouts to 
shareholders (dividends and share buy-
backs) relative to revenue rose more than 
60%. At 8% of revenues, cash on balance 
sheets is 25% above historical highs. 

The reason for this reluctance is not a lack 
of opportunity. Successful companies are 
making smart investments. Our analysis 
shows that outperformers—companies in 
the top third of stock market valuation rel-
ative to their peers—invest approximately 
50% more in capex than their peers and 
achieve approximately 55% higher returns 
on assets and  approximately 65% higher 
sales growth. (See Exhibit 1.)

Investors are growing impatient. In an en-
vironment of modest GDP growth and 
near-record levels of profitability and free 
cash flow, they are looking for new value 
creation strategies. Respondents to BCG’s 
2016 investors survey said that capital allo-
cation was their number-one priority for 
performance improvement. (See “In a 
Tough Market, Investors Seek New Ways to 
Create Value,” BCG article, May 2016.) 

So how can management deliver better 
capital allocation performance? Our re-
search and our case experience reveal a 
number of best practices that top-perform-
ing companies consistently follow. They 
can be grouped into three disciplines:

 • Strategic Capital Budgeting. Smart 
companies rigorously translate their 
strategic priorities into resource budget-
ing guidelines, which they use to 
balance their investment portfolios. 

 • Investment Project Selection. Top 
performers are equally tough-minded in 
their funding decisions with respect to 
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individual project investments. Their 
CFOs perform investment evaluations 
that provide a comprehensive under-
standing of the projects under consider-
ation.

 • Investment Governance. Superior 
capital allocators establish consistent 
governance mechanisms that they use 
to choose, support, and track invest-
ments at the corporate level.

The best practices that distinguish outper-
formers within each of these disciplines are 
the subject of this article.

Strategic Capital Budgeting
Companies that exercise superior capital 
budgeting discipline do three things well: 
they invest in businesses rather than proj-
ects, they translate portfolio roles into capi-
tal allocation guidelines, and they strive for 
balanced investment portfolios.

Invest in businesses rather than projects. 
Capital allocation is about looking at the 
forest and the trees, and top performers 
look at the forest first. The outperformers 
in BCG’s capital allocation database invest 
systematically in businesses that create 
value from a strategic as well as a financial 
point of view, whereas underperformers 
invest too much in value-destroying 
growth. (See Exhibit 2.) 

While high-performing companies certainly 
focus on the financial return of individual 
investments, they also assess the strategic 
attractiveness of a business and the extent 
to which an investment strengthens their 
competitive advantage, which is key to pro-
ducing sustainable high returns. Assessing 
strategic potential helps avoid common 
capital allocation pitfalls, such as the ma-
turing-business trap (not reducing capex 
even though the business is maturing) and 
the egalitarian trap (every business unit 
gets its “fair capex share,” irrespective of 
potential). 

A business potential-based approach to cap-
ital budgeting helped IBM, for example, re-
orient its portfolio from hardware to cloud-
based services. Similarly, Tata Consultancy 
Services divested its call center operations, 
even though the business was still booming, 
to free up management capacity and re-
sources for a push into value-added ser-
vices, which the company believed to be 
much more promising going forward.

Translate portfolio roles into capital 
allocation guidelines. Assigning clear roles 
to the individual businesses in the portfolio 
and setting corresponding capital alloca-
tion guidelines is a good way to link 
strategic potential to resource allocation. 
(See “Corporate Portfolio Management: 
Theory and Practice,” BCG article, April 
2011.)
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Sources: BCG Capital Allocation Database; BCG analysis.
Note: Companies were compared with weighted industry peers. Net capex is defined as gross capex less depreciation and amortization 
relative to asset base.

Exhibit 1 | Outperformers Invest More and Achieve Higher Returns and Growth Rates
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Take the example of one of our clients, an 
international energy company, which clas-
sifies business units as development, 
growth, anchor, or harvesting businesses, 
depending on their position in the market 
life cycle. Each portfolio role has its own 
performance requirements, and businesses 
are managed based on specific sets of fi-
nancial indicators. More important, the 
role of each business determines its guide-
lines for capital allocation. For example, 
coal power generation is classified as a ma-
ture harvesting business and its capex is 
limited to mandatory investments, effec-
tively shrinking its asset base. This frees up 
money for investments in the renewables 
segment, which is considered a growth 
business and as such is allowed to invest 
up to three times its own cash flow from 
operations. 

Balance the investment portfolio. Another 
way to link corporate strategy to capital 
allocation is to analyze a company’s 
investment program from a portfolio 
perspective. Is the investment portfolio 
consistent with the company’s strategic 
priorities, and is it balanced according to 
key strategic criteria?

The energy company cited above regularly 
analyzes the risk-return balance of its in-
vestment portfolio. In this way, it found out 
that it was focusing too much on low-risk, 
low-return projects and making only a few 
big and risky bets with a high potential re-
turn. As a result, management changed its 
investment strategy and encouraged man-

agers to take on more small, but high-risk, 
endeavors in order to improve the compa-
ny’s overall risk-return profile.

A medical devices company that undertook 
a similar analysis realized that it was spend-
ing too much on product life cycle manage-
ment and “me too” products and was not 
investing sufficiently in the next generation 
of blockbuster devices. The company had 
fallen into a typical trap. It was favoring in-
vestments with short payback times be-
cause of financial attractiveness and low 
perceived risk, and these opportunities 
were crowding out higher-risk investments 
with longer payback times—the invest-
ments necessary to generate future growth.

Investment Project Selection 
Determining funding for individual capital 
projects is a financial exercise, but outper-
formers also make sure that they fully un-
derstand the financial profile of the proj-
ects in question—the quality of the 
estimates, the variability of cash flows, and 
the payback profile over time.

Go beyond internal rate of return. In 
theory, there is a simple rule for choosing 
among competing investment projects: sort 
the list of projects based on their expected 
internal rate of return and select those with 
the highest IRRs until the budget is fully 
committed. In practice, however, the 
effectiveness of this approach is constrained 
by the quality of the assumptions that go 
into the valuations and by the influence of 
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Exhibit 2 | Outperformers Focus Investments on High-Return Segments
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additional criteria that are not transparent 
or not explicit in selection decisions.

A good way to improve the quality of as-
sumptions is to require all business cases 
for major investment projects to include a 
model that shows the important business 
drivers. This makes critical assumptions ex-
plicit and allows decision makers to under-
stand the impact of the key drivers. More-
over, it facilitates simple sensitivity and 
scenario analyses. Managers can calculate 
the breakeven values of critical variables 
that must be achieved for the project to 
generate value. This approach will help 
avoid focusing only on the expected rate of 
return in a hypothetical base case.

At many companies, criteria beyond finan-
cial returns also come into play in making 
investment decisions. But if such factors 
are not made explicit, they can distort the 
decision-making process and encourage po-
litical behavior. One European industrial 
conglomerate addresses this challenge by 
evaluating investment projects based on 
four explicit criteria that are summarized 
in a simple scoring model: strategic profile 
(growth potential and fit with the strategy 
of the underlying business), financial pro-
file (expected project return and short-term 
impact on EBIT), risk profile (payback time 
and assessment of market risks), and re-
source profile (fit with existing capabilities 
and required management attention).

Management still makes the final invest-
ment decision, but the decision-making 
model ensures that all perspectives are tak-
en into account. Sustainability consider-
ations and metrics can also be factored 
into the decision in this way.

Apply relevant criteria. Depending on the 
structure of a company’s investment 
portfolio, decision makers may need to 
apply different criteria in order to highlight 
differences in the value drivers of various 
investment types. For example, a strict focus 
on internal rate of return and payback time 
may systematically favor incremental 
improvement investments at the expense of 
larger breakthrough investments that tend 
to have longer-term and uncertain payoffs.

The process followed at a large mining cli-
ent illustrates best practice. The company 
applies relevant, but different, evaluation 
criteria for each investment type. Efficien-
cy improvement investments such as 
equipment upgrades are assessed based on 
their direct financial impact. Capacity ex-
tensions, on the other hand, are evaluated 
in the context of market assumptions, such 
as competitor capacity and the outlook for 
commodity prices. And long-term invest-
ments, such as R&D in digital technology, 
are weighed on the basis of strategic attrac-
tiveness and prospective longer-term op-
tions; financial returns are not part of the 
analysis. Such an approach ensures that 
the company chooses the best projects 
within each investment type without dis-
criminating against individual categories.

Embrace risk—based on true understand-
ing. Understanding the underlying risks 
should be a particular focus in project 
selection. Research has shown time and 
again that human beings are weak at risk 
assessment, but some techniques can help. 
A good starting point can be to frame the 
discussion in terms of a base question: 
What do we need to believe in to make this 
an attractive investment? This framing can 
help uncover the implicit business assump-
tions behind a proposal and the key risks 
hidden in the business plan.

Some companies use advanced modeling 
techniques, such as Monte Carlo simulations, 
to get their arms around the risks inherent in 
an investment proposal. While these tech-
niques can have their merits, few decision 
makers want to rely on such complicated 
“black box” models, especially when large, 
important, and complex investment oppor-
tunities are at stake. In our experience, it is 
more important to get the relevant risks out 
on the table than to quantify their exact im-
pact. A method that often helps is a “pre-
mortem analysis”: imagining that the 
planned investment has failed terribly, then 
asking everyone to find reasons for what 
went wrong. The focus quickly shifts from 
confirming that the investment has great po-
tential to uncovering its hidden risks. The re-
quired funds should only be committed 
when these risks seem manageable. 
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Investment Governance
High performers apply the right governance 
mechanisms to choose, support, and track 
major investments. They seek to address 
cognitive biases, establish accountability, 
and institute effective feedback loops. 

Address cognitive biases. Research and 
experience have shown that capital alloca-
tion decisions are prone to several cognitive 
biases, such as framing decisions too 
narrowly, relying too heavily on readily 
available information, anchoring (that is, 
being reluctant to adapt to new informa-
tion), and falling into “group think” (mak-
ing decisions as a group in a way that 
discourages individual creativity or dissent).

To sidestep such biases, we recommend ap-
plying the following practices to the design 
and management of the project selection 
process: 

 • Establish a central investment commit-
tee that can act as an independent 
warden of return-on-capital perfor-
mance and a “final safeguard,” as 
former Rio Tinto CEO, Sam Walsh,  
calls it.

 • Bundle project investment decisions in 
monthly or quarterly investment 
committee meetings, rather than 
making decisions on a continuing basis. 
In this way, potential tradeoffs between 
projects become more apparent. 

 • Push each business to propose enough 
projects to allow for tradeoffs and 
selection—for example, by applying 
systematic investment search and idea 
generation approaches.

 • Ensure that each investment proposal 
contains a next-best alternative. Too 
many investment proposals are present-
ed in such a way that management can 
make only a go or no-go decision.

 • Establish a culture of “constructive 
disagreement” by establishing propo-
nent and skeptic roles in cross-function-
al teams to help prevent confirmation 
bias.

Establish accountability. In most firms, 
incentives are tied to company or business 
unit performance. The consequences of 
large investment decisions typically take 
too long to materialize to have an impact 
on an executive’s bonus or promotion. This 
can lead to moral hazard, especially when 
managers expect to move on after a couple 
of years in a position. 

We recommend tying personal targets and 
incentives to the success of major invest-
ment projects through the establishment 
of long-term compensation components 
and accountability. A global chemicals 
company, for example, has established a 
manager evaluation system and a long-
term bonus pool that assigns a big part of 
the responsibility for success (and rewards) 
to the initiator of an investment proposal. 
External factors are not accepted as excus-
es for failure; teams are expected to ac-
count for them when a project is proposed 
in the first place. Executives are incentiv-
ized to apply scrutiny when they propose a 
major investment—and also to ensure its 
ongoing success even after they have 
moved on.

Institute feedback loops. In the end, 
successful capital allocation is the result of 
strong judgment skills, learning, and 
adaptation. Effective feedback loops are 
essential to learning and adaptation, 
which, in turn, help build judgment skills. 
In M&A, which often requires a very big 
allocation of capital, this type of rigor and 
commitment to continued learning is one 
of the reasons that frequent dealmakers 
consistently outperform less experienced 
companies. (See Masters of the Corporate 
Portfolio, 2016 BCG M&A report, August 
2016.)

While postcompletion audits for large proj-
ects are common in many companies, the 
feedback into decision making typically 
happens only sporadically. Advanced com-
panies review not only projects but also 
past decisions. The head of corporate strat-
egy at a large industrial conglomerate puts 
it this way: “We made our biggest losses 
from moves not made. So we also explicitly 
review opportunity cost mistakes.”
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The systematic review process at Bridgewa-
ter, a large investment management firm, 
includes a root cause analysis of the specif-
ic data, decision criteria, and steps involved 
in the original investment decision. The in-
vestment committee also explores the 
thoughts of everyone involved at the time 
of the decision to enable personal growth 
and knowledge building. 

Capital is only one scarce corporate 
resource requiring careful allocation. 

Executive time and management talent, IT 
capacity, and operating budgets are others. 
But capital often has the biggest impact, 
and that impact is easy to measure. The 
three basic disciplines of capital alloca-
tion—strategic budgeting, project selec-
tion, and investment governance—provide 
a powerful framework, and the best prac-
tices within each discipline give any com-
pany a good set of guidelines to follow. 
(See Exhibit 3.)

These days, investors are not slow to pun-
ish what they regard as wastefulness. They 

are equally eager to reward smart capital 
allocation decisions and strong execution. 

“The Art of Capital Allocation,” which de-
scribes what distinguishes outperformers in 
the field of capital allocation, is part of a pub-
lication series by BCG on CFO excellence. The 
Art of Risk Management discusses the ten 
principles that should govern an approach to 
risk management. The Art of Performance 
Management looks at the critical components 
of a best-in-class performance management 
system and operating model. The Art of Plan-
ning examines the ten principles driving best 
practices in corporate planning.

Install
feedback

loops Translate
roles into 

capital
allocation

Apply
relevant
criteria

Address
cognitive

biases

Establish
accountability

Invest in 
businesses, 
not projects

Balance the
investment

portfolio

Go beyond
IRR

Strategic
capital

budgetingInvestment
governance

Investment
project

selection

Embrace
risk

• Improve judgment skills through
yearly reviews of past decisions

• Review processes and guidelines
at regular intervals

• Tie personal incentives to the 
success of major investments

• Establish long-term bonuses 
and team accountabilities

• Avoid narrow framing, 
availability bias, anchoring, 
and group think

• Establish an investment 
committee, push for tradeoffs

• Truly understand risks—beyond legal 
issues and model-indicated risks 

• Use “what you need to believe” and 
“premortems” to deepen 
understanding

• Define business budgets first, then 
prioritize projects within those budgets

• Invest in businesses with competitive 
advantage for sustainable returns

• Define clear strategic priorities and 
roles for businesses in the portfolio

• Translate priorities into specific 
investment guidelines and budgets

• Analyze investments from 
a portfolio perspective

• Balance strategic priorities 
(e.g., risk versus return, growth 
versus efficiency)

• Evaluate projects comprehensively, 
including strategic benefits 

• Make key decision criteria and 
assumptions explicit

• Evaluate projects in each strategic-priority 
bucket fairly using different criteria

• But focus investment proposals on relevant 
decision parameters

Source: BCG project experience.

Exhibit 3 | The Best Practices of Capital Allocation
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