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Private equity

US share buybacks punch
below their weight
Rise of passive investing may be denting
impact of $2tn repurchases

Apple, led by Tim Cook, had nearly $34m in buybacks in the 12 months
to Q4 © AP

3 HOURS AGO by: Robin Wigglesworth

President Donald Trump wants corporate America
to invest more in factories, but since the financial
crisis more companies have preferred to hoover up
their own shares. Yet have buybacks (http://next.ft.
com/content/9dc623fc-b7fe-11e6-961e-a1acd97f62
2d) provided bang for their buck?

There have been many critics of the recent
corporate buyback bonanza (http://next.ft.com/co
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ntent/d12af094-762f-11e6-bf48-b372cdb1043a),
with figures from former US vice-president Joe
Biden to BlackRock founder Larry Fink contending
companies have eschewed growth-boosting
investments in favour of short-term share
repurchases, increasingly financing them with
cheap debt rather than earnings.

But perhaps the most notable thing about the
buyback spree — more than $2tn of shares have
been repurchased in the past five years — is how it
has arguably provided only a modest boost to
equity prices, at least compared to the scale of the
purchases.

“When you look at the statistics you can’t really see
a big impact,” argues Charles Cara, head of
quantitative strategy at Absolute Strategy Research.
“It seems like an anomaly.”

Indeed, the share price performances of the most
generous and consistent buyback companies paint
a surprisingly muddied picture.
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The S&P 500 Buybacks Index has rallied 96 per
cent over the past five years, outpacing the broader
market’s 73 per cent gain since. This is an
outperformance of 2.8 per cent annually. However,
next to the sheer scale of the buybacks — the
estimated $2tn spend is equal to a tenth of the S&P
500’s current value — it has underwhelmed.

Worse, the Nasdaq Buybacks index has even
underperformed the broader Nasdaq Composite
gauge over the past five years, with the former
rising 86.3 per cent and the latter by 90.3 per cent
— an annualised undershooting of 1.3 per cent.

Fund managers and strategists disagree on how
much buybacks have boosted returns, pointing out
how sectoral differences and index construction
can have a big impact on the relative performances
of buyback gauges.
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Most reckon it has at the very least been a welcome
help. Goldman Sachs’s chief US equity strategist
David Kostin has calculated that buybacks have
been the single biggest source of demand for US
stocks since the financial crisis, providing a vital
pillar of demand at a time when domestic pension
funds and foreign investors have largely been
selling.

For example, last year overseas investors and US
pension funds respectively offloaded $148bn and
$127bn of American stocks. But US companies
snapped up a record $644bn of their own shares,
Goldman estimates.

“It’s often
a tax-
efficient
way of
getting
cash back

to shareholders,” points out Jim McCaughan, chief
executive officer of Principal Global Investors, an
asset manager

Warren Buffett offered a different angle in his latest
letter to Berkshire Hathaway investors (http://berk
shirehathaway.com/letters/2016ltr.pdf) last week.
While the famed investor issued a staunch defence
of buybacks against critics who “have come close to

When you look at the statistics you
can’t really see a big impact. It
seems like an anomaly
Charles Cara, Absolute Strategy Research

http://berkshirehathaway.com/letters/2016ltr.pdf
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calling them un-American”, he pointed out that
they only made sense if shares are trading below
their intrinsic value.

“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’,” Mr Buffett wrote. In other words,
some buybacks destroy value, others create it.

But Mr Cara offers another, intriguing reason for
what he calls the “buyback anomaly” of share
repurchases not proving as big an uplift as the
sheer volume would suggest: the rise of passive
investing (http://next.ft.com/content/6dabad28-e1
9c-11e6-9645-c9357a75844a).

Passive investment vehicles do not react to share
price moves. As equity prices move so do their
index weights by an equal amount, provided that
the share count remains constant. In other words,
if Apple’s shares rise by $10, then an exchange-
traded fund need do nothing, as its existing
holdings of Apple stock obviously rises by the same
amount.

Buybacks reduce the numbers of outstanding
shares. If those shares rise as a result of the
buyback, then an ETF or index-tracking fund —
which do not sell to companies buying back their

https://www.ft.com/content/6dabad28-e19c-11e6-9645-c9357a75844a
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stocks — will find itself overweight compared to its
benchmark, and will be forced to sell some of the
shares and buy the rest of the stock market to
rebalance.

“Buybacks are a prop to the whole stock market,
but have a subdued impact on individual stocks
because there is a countervailing force from passive
investors,” Mr Cara argues.

Even if the stock-by-stock impact remains muted,
buybacks will remain a welcome buttress to the
broader equity market at a time when many
investors are concerned over lofty valuations. (http:
//next.ft.com/content/7d261c56-fd59-11e6-96f8-3
700c5664d30) In fact, another record year of
buybacks probably beckons.

While the details and timing remain elusive, the
Trump administration is expected to unveil a tax
plan to encourage US companies to repatriate (http
://next.ft.com/content/ee554c60-b6ed-11e6-961e-
a1acd97f622d) some of their mammoth overseas
cash piles.

Despite hopes that this will unleash a corporate
investment boom, analysts expect most of any
returning money to be ploughed into buybacks.
Goldman Sachs earlier this year lifted its forecast
for S&P 500 share repurchases from an already
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lofty $780bn to $800bn.

“Buybacks have been one of the largest sources of
equity demand, and will probably remain so,” says
Matthew Peron, head of global equity at Northern
Trust Asset Management.

Print a single copy of this article for personal use.
Contact us if you wish to print more to distribute to
others. © The Financial Times Ltd.
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