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No One Voted to Lower the Bar: The Free
Cash Flow Overinvestment Reflex

The Opening Scenario

A specialty manufacturer has been the best-run business in its category for a decade.
Margins are strong, the balance sheet is clean, and the operating cash flow the business
throws off every quarter has become almost boring in its consistency. Boring, and growing
— the business now generates more cash each year than its own internal project pipeline
can absorb at anything close to the returns the company used to earn.

Nobody frames it that way internally. What actually happens is quieter: the capital budget
stays roughly where it has always been, scaled up modestly each year in line with revenue.
Facility upgrades that would once have been deferred now get approved. A regional
expansion that wouldn't have cleared the hurdle rate five years ago clears it this year,
because the hurdle rate itself has quietly drifted down. Nobody voted to lower the bar. The
bar lowered itself, one marginal project at a time, because the alternative — telling the board
that the company has run out of good places to put its own cash — is a conversation nobody
wants to start.

Three years later, return on invested capital has drifted down with it. Not collapsed.
Drifted. The kind of decline that shows up in a trendline before it shows up in a headline.

This is the Free Cash Flow Overinvestment Reflex. It is the root pattern beneath nearly
every other way excess cash gets misallocated — and the hardest one to catch,
because no single decision inside it looks wrong.

The Mechanism

The intuitive assumption is that a well-run company keeps investing because it keeps finding
good investments. The assumption is not wrong as a description of what management
believes. It is wrong as a description of what is actually happening to the money.

A company generating more operating cash flow than it has positive-return projects to
absorb faces a decision that has nothing to do with the merits of any particular project: what
happens to the cash left over. Paying it out to shareholders is the economically correct
answer once the positive-NPV project supply runs dry — but paying it out also shrinks the
balance sheet, reduces the resources under management's control, and invites the kind of
capital-markets scrutiny that comes with going to investors and explaining why the company
no longer needs their money inside it. Investing the cash internally avoids all of that, and it
does not require anyone to admit anything changed. It only requires the hurdle rate to drift.
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This is not a story about bad faith. Compensation and organizational status at most
companies are tied to the size of the business a manager runs, not to the per-dollar return
generated on the capital already deployed. A manager operating inside that incentive
structure does not experience the decision to keep investing as self-serving — it feels like
stewardship, like keeping the machine running, like doing the job. The incentive does not
need anyone to notice it to work.

Why It's Invisible

The pattern is invisible because nothing about it looks like a decision. There is no single
meeting where the company chooses to overinvest. There is a long series of individually
defensible capital approvals, each one a little more generous than the returns would have
justified five years earlier, none of them generous enough on its own to trigger a hard
question from the board.

The default explanation, when performance eventually softens, is almost always execution:
the sales team underperformed, the new facility ramped slower than modeled, the
competitive environment shifted. All three explanations can be true and still be beside the
point. What they miss is the capital allocation discipline that quietly loosened underneath
the execution — the hurdle rate that drifted down before any of these projects were ever
approved. A management team can execute a mediocre capital plan flawlessly and still
destroy value, because the flaw was in which projects got funded, not in how well they were
run afterward.

The market has documented the consequence directly: stock prices decline in response to
investment increases at firms that are already overinvesting relative to their opportunity set.
Investors do not need to see the internal hurdle-rate drift to price it in — a persistent pattern
of capital spending that outpaces the company's actual supply of good ideas eventually
shows up as a discount, whether or not anyone inside the company has named what is
happening.

Three Recognition Signals

The capital budget has grown steadily even as the return on newly invested capital
has quietly declined. This is not the same as total ROIC falling — a company can maintain
a respectable blended return for years while the marginal dollar being invested today earns
meaningfully less than the dollar invested five years ago. The blended number hides the
drift. The marginal number does not.

No credible payout commitment exists — no high-debt covenant, no board-level
capital-return mandate — that would force a distribution decision if the internal
project pipeline ran dry. Absent that external or self-imposed discipline, there is nothing
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structurally preventing the hurdle rate from drifting down to absorb whatever cash happens
to be available, because absorbing it is the path of least resistance.

Management compensation and career advancement are tied to the size of the
organization or the capital under management, not to the per-share or per-dollar
return generated on it. This is not a question about anyone's integrity. It is a question about
what the incentive structure rewards by default, absent a deliberate counterweight — and
whether that counterweight currently exists.

Closing Provocation

A company does not usually decide to overinvest. It decides, one reasonable-sounding
project at a time, not to have the conversation about what to do with money it no longer has
a good use for.

The pattern is documented. The consequences are predictable. And by the time
you recoghnize it from the inside, the capital is already deployed.

Chavis Raynor, PhD is the founder of Failure Pattern Intelligence™ (FPI™), a proprietary methodology
built on 500+ documented failure patterns cross-validated against independent authoritative sources.
FPI™ Insight identifies documented failure mechanisms already present in a live capital decision,
before the outcome is known. FPI™ Hindsight explains why a completed capital decision produced the
outcome it did, using the client's own history as evidentiary proof. chavisraynor.com
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