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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.

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 and
| 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”. Berkshire, however, has been fortunate. At the companies
that are our major non-controlled holdings, capital has generally been well-deployed and, in some

cases, brilliantly so.)
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Share Repurchases

In the investment world, discussions about share repurchases often become heated. But I'd suggest
that participants in this debate take a deep breath: Assessing the desirability of repurchases isn't
that complicated. From the standpoint of exiting shareholders, repurchases are always a plus.
Though the day-to-day impact of these purchases is usually minuscule, it's always better for a seller
to have an additional buyer in the market. For continuing shareholders, however, repurchases only
make sense if the shares are bought at a price below intrinsic value. When that rule is followed, the
remaining shares experience an immediate gain in intrinsic value. Consider a simple analogy: If there
are three equal partners in a business worth $3,000 and one is bought out by the partnership for
$900, each of the remaining partners realizes an immediate gain of $50. If the exiting partner is
paid $1,100, however, the continuing partners each suffer a loss of $50. The same math applies with
corporations and their shareholders. Ergo, the question of whether a repurchase action is value-
enhancing or value-destroying for continuing shareholders is entirely purchase-price dependent. It
is puzzling, therefore, that corporate repurchase announcements almost never refer to a price above
which repurchases will be eschewed. That certainly wouldn't be the case if a management was
buying an outside business. There, price would always factor into a buy-or-pass decision. When
CEOs or boards are buying a small part of their own company, though, they all too often seem
oblivious to price. Would they behave similarly if they were managing a private company with just
a few owners and were evaluating the wisdom of buying out one of them? Of course not. It is
important to remember that there are two occasions in which repurchases should not take place,
even if the company’s shares are underpriced. One is when a business both needs all its available
money to protect or expand its own operations and is also uncomfortable adding further debt.
Here, the internal need for funds should take priority. This exception assumes, of course, that the
business has a decent future awaiting it after the needed expenditures are made. The second
exception, less common, materializes when a business acquisition (or some other investment
opportunity) offers far greater value than do the undervalued shares of the potential repurchaser.
Long ago, Berkshire itself often had to choose between these alternatives. At our present size, the
issue is far less likely to arise. My suggestion: Before even discussing repurchases, a CEO and his or
her Board should stand, join hands and in unison declare, “What is smart at one price is stupid at

another”
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