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Share buy-backs

I/

Corporate cocaine

Companies are spending record amounts on buying back their own shares. Investors should be worried

INANCIAL excess is more

I Share buy-backs commonly associated with

SRR banks than with blue-chip com-
fsg panies. While the rich world's fi-
wo  nanceindustry—supposedly the

Jmmnl‘h 50 brain of the economy-—went

v 0 berserk in the run-up to the
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2007-08 crash, other big firms
behaved sensibly, avoiding too much debt, keeping their costs
under control and their eyes on long-term opportunities in
emerging markets. Butin the era of weak growth and low inter-
est rates that has characterised the aftermath of that crash,
there is growing evidence that the blue chips are engaged in
their own kind of financial excess: a dangerous addiction to
share buy-backs.

Over the past12 months American firms have bought more
than $500 billion of their own shares, close to a record
amount. From Apple to Walmart, the most profitable and
prominent companies have big buy-back schemes (see page
71). 1BM spends twice as much on share repurchases as on re-
search and development. Exxon has spent over $200 billion
buying backits shares, enough to buy its arch-rival Bp. The phe-
nomenon is less extreme in other countries, but is becoming
popular even in conservative corporate cultures. Led by firms
such as Toyota and Mitsubishi, Japanese companies are buy-
ing back record amounts of their own shares.

Buy-backs are not necessarily a bad idea. When firms buy
their own stock in the open market they return surplus cash to
their shareholders, in much the same way as if they were pay-
ing out dividends. And if firms can’t find opportunities for
profitable investment, handing cash back to investors is the
right thing to do. In many ways the surge in buy-backs is a
symptom of the rich world’s feeble growth prospects.

But it could also be a source of trouble, for two main rea-

sons. First, both short-term investors and managers have in-
centives that could lead them to overdo buy-backs and neglect
long-term investment projects. The announcement of a buy-
back scheme can prompt a sudden spike in share prices and a
quick buck for the short-term investor. By reducing the number
of shares outstanding, buy-back schemes can also artificially
boost a firm’s earnings per share. This helps explain why man-
agers whose pay depends on reaching specific earnings-per-
share targets like to buy back shares.

Second, some firms may be borrowing too much to pay for
their buy-back habit. American companies, if one includes
their global operations as a whole, are only moderately indebt-
ed; record buy-backs are being paid out of record profits. But
the overall figures are skewed by a few cash-rich giants, such as
Google. In 2013, 38% of firms paid more in buy-backs than their
cashflows could support, an unsustainable position. Some
American multinationals with apparently healthy global bal-
ance sheets are, in fact, dangerously lopsided. They are bor-
rowing heavily at home to pay for buy-backs while keeping
cash abroad to avoid America’s high corporate tax rate.

Drawing aline

If firms are overdoing buy-backs and starving themselves of in-
vestment, artificially propped-up share prices will eventually
tumble. That is why investors need to pay close attention. In
the long term they need to ensure that bosses’ pay schemes are
designed in a way that does not create a perverse incentive to
repurchase stock. In the short term, they must give willing
firms a licence to invest. There are some signs that this is begin-
ning to happen. According to a poll by Bank of America Merrill
Lynch, a record majority of fund managers now think firms are
investing too little; only a minority want higher cash returns.
That is welcome: shareholder capitalism is about growth and
creation, not just dividing the spoils. ®

Emerging economies

Hold the catch-up

Incomes in the developing world are no longer speeding toward those in the rich
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Unfortunately, the era of rapid catch-up already seems to be
over. Growth has fallen sharply in many emerging economies.
Despite the rich world’s feeble recovery in the wake of the fi-
nancial crisis, emerging economies excluding China are now
catching up more slowly, if at all. In 2013 their output per per-
son, on average, grew just 1.1% faster than that in America. At
that pace convergence would take more than a century. And
the growth outlook is darkening further. On the basis of the
IMF’'s most recent projections for growth in 2014, emerging
economies excluding China would not catch up with America
for300 years.

The political and economic consequences of this slow-
down in convergence will be profound. Billions of people will »
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Share buy-backs

The repurchase revolution

NEW YORK

Companies have been gobbling up their own shares at an exceptional rate. There

are good reasons to worry about this

N THE decade before America’s housing

bubble burst, Home Depot, an American
home-improvement chain, spent heavily
on building new shops to meet rampant
demand for everything from taps to tim-
ber. For every dollar of operating cashflow
the firm generated, it ploughed back 65
centsinto capital investment. The financial
crisis hit hard, and demand for some pro-
ducts has yet to recover fully. Sales of kitch-
ens are only 60% of their peak level. But
Home Depot hasevolved into a very differ-
entkind of beast. Its capital investment has
fallen by two-thirds and it is investing
heavily in something else: its own shares.

Since 2008 ithas spent 28 cents of every
dollar of cashflow on dividends and a fur-
ther 52 cents on share repurchases. In June
ittook advantage of low interest rates to is-
sue a $2 billion bond partly to pay for more
buy-backs—a “great trade, these kind of op-
portunities don’t come often”, says Carol
Tomé, the firm’s chief financial officer. She
says that as more customers buy online,
there is less need to invest in physical
shops, and that using excess cashflow and
cheap debt to repurchase stock creates val-
ue for investors. The stockmarket seems to
agree: Home Depot's shares have trebled
since 2010 and are at an all-time high.

That story, of sluggish investment de-
spite low interest rates, and huge share re-
purchases, is broadly true of all of cor-
porate America. The companies in the s&p

500 index bought $500 billion of their own
shares in 2013, close to the high reached in
the bubble year of 2007, and eating up 33
cents of every dollar of cashflow. The great-
est of America's 19th-century tycoons,
John Rockefeller, once said his sole plea-
sure was “to see my dividends coming in”,
but buy-backs have usurped dividends as
the main way listed American firms give
money back to their owners, accounting
for 60% of cash returns last year.

Even in Europe and Asia, where divi-
dends tend to be venerated, buy-backs
have become more common in the past de-
cade. Tencent, a Chinese internet giant
whose billionaire boss, Ma Huateng, has a
seat in the National People’s Congress,
now regularly repurchases its stock. The
conservative champions of Japan, includ-
ing Toyota, Mitsubishi and NTT DoCoMo,
are buying their own shares at a record
rate. Today no chief executive can ignore
buy-backs. They are an idea that has con-
quered the world.

In a way, this is a victory for share-
holders. Firms cannot now hoard cash or
investitsloppily. Instead they face a contest
for resources with their owners, particular-
ly those that are activist investors, says Mi-
chael Mauboussin of Credit Suisse, a bank.
Even the haughtiest firms must dance to
the piper’s tune. Apple, with the largest
cash pile of any firm in the world, has faced
heat from two feisty fund managers, Carl
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Icahn and David Einhorn. It now plans to
buy back $130 billion-worth of shares be-
tween 2012 and 2015.

Yet share repurchases also have many
critics. They fall into two camps. Some
view buy-backs as a form of financial sor-
cery, on a par with all those abstruse credit
derivatives that helped cause the financial
crisis. Others accept thatbuy-backs are ale-
gitimate way to return cash to share-
holders but worry about their extent. They
fear they have become a kind of corporate
cocaine that induces a temporary feeling
of invincibility but masks weakness and
vacuity. They worry the boom will dam-
age firms and the economy. “You have to
save shareholders from themselves,” says
the finance chief of one of the world’s big-
gest multinationals, who thinks there may
be a buy-back bubble. Jim Chanos, a short-
seller who helped expose the Enron scan-
dal, says the rate at which firms are repur-
chasing their shares is reckless.

Eye of newt and toe of frog
The “sorcery” gibe has rich antecedents.
Repurchases by firms in the open market,
the main type of buy-backs today, used to
be banned. America loosened its rules in
1982, Japan in 1994 and Germany in 1998.
But the criticism seems excessive, given
how similar buy-backs are to dividends.
The theory goes like this. When it buys
itsshares or pays a dividend, a firm is trans-
ferring cash to its owners. In neither case
does this alter the underlying value of the
firm, which is determined by its expected
cash flows and their riskiness. Instead all
that happens is that the financial instru-
ments with a claim on those cash flows are
reshuffled: the value of the firm’s equity
declines, its cash falls (or debt rises) and
investors’ cash holdingsrise, all by aniden-
tical sum. In both cases, owners’ wealth is »»
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» also unaffected: those who sell shares in a
buy-back end up with more cash and few-
er shares; those who do not end up with a
bigger slice of a smaller pie.

The real world varies from what the
textbooks say. Since interest paid on debt is
tax-deductible, whereas interest earned on
cash is taxable;by increasingits net debt to
finance buy-backs or dividends, a firm cuts
its tax bill. And of course, increasing the
firm’s indebtedness makes it riskier. Buy-
backs and dividends can also boost per-
ceptions of a firm’s value if, say, investors
had feared it might otherwise blow its ex-
cess cash on corporate jets, lavish new
headquarters, exotic takeovers or other
monuments to executive vanity.

Where buy-backs differ from dividends
in theory and practice is that they do not
treat shareholders identically: some sell,

' some do not. Butexecutives are alarmingly

muddled about this: they imagine they are
able to time their companies’ share pur-
chases, buying them when they are cheap
to “create value” for all. Even Warren Buf-
fett alluded to thisin his1984 letter to share-
holders: “When companies with outstand-
ing businesses and comfortable financial
positions find their shares selling far below
their intrinsic value in the market place, no
alternative action can benefitshareholders
as surely as repurchases.”

Sadly, thisis a delusion. If a firm buysits
stock at a price that, with the benefit of
hindsight, is low, it transfers wealth from
the shareholders who sold too cheaply to
its continuing owners. It does not enhance
shareholder value overall. Managers' duty
is, of course, to all shareholders.

In any case, managers in aggregate are
about as good as predicting share prices as
dart-throwing simians. Admittedly, stud-
ies show a mild “signalling” benefit to
share prices when firms buy—perhaps
because investors believe executives
know more than they do. Indeed, says
Theo Vermaelen of INSEAD, a French busi-
nessschool, little-studied small companies
and technology firms with opaque pro-
duct pipelines can sometimes judge their
share prices better than the outside world.

Overall, though, executives are hope-
less. This is amply illustrated by the fact
that buy-backs last peaked in 2007, just be-
fore the crash, whereas few firms boughtin
2009 when shares were dirt-cheap. In the
six months to May 2008, as Lehman Broth-
ers faced a cash crunch that would end in
its bankruptcy, it blew $1 billion on buying
its shares. In all, America’s financial sector
repurchased $207 billion of shares be-
tween 2006 and 2008. By 2009 taxpayers
had had to inject $250 billion into the
banks to save them:.

Even if the most extravagant boast
about buy-backs—that firms can use them
to create value through market timing—is
flaky, they can still be a flexible cash-man-
agement tool. Aswath Damodaran of the
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Stern School of Business at New York Uni-
versity explains that they let firms vary
their cash returns to shareholders as their
profits oscillate. He sees dividends as a
throwback to the 19th century, when inves-
tors insisted on bond-like payments.

Most well-run firms nowadays opt for a
compromise. First, they invest cash in any
projects likely to produce positive returns.
Then they pay out a steadily growing divi-
dend, which pension funds and life insur-
ance firms tend to like. If any cashflow is
leftoverin a given year, they use this to buy
shares. What could be more sensible?

Addicted to the “pop”

However, buy-backs have a flaw: they can
create perverse incentives to pay out too
much cash, damaging firms’ balance-
sheets and their ability to invest. For a start,
both investors and managers can become
addicted to the temporary “pop” that a
buy-back can give to a share price. In a half-
hearted effort to discourage this, there are
rules to limit the rate at which firms can
buy their stock—25% of daily trading vol-
umes in America and Britain, for example.
Some firms undoubtedly attempt to prop
up their share prices in the short term.
Hewlett-Packard, a computer firm, bought
back shares heavily in 2011 even as its pro-

I Corporate cannibals
Largest buy-backs, cumulative 2004-13, $bn
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fits and prospects sank.

Pay plans can corrupt managers’ mo-
tives. By buying existing shares they can
offset the effect of new ones created for
their personal stock-option plans. Cash
leaves the firm for their pockets without
being booked as a cost or reducing earn-
ings per share (Eps). Buy-backs can also
give a superficial boost to Eps: the number
of shares falls more than the decline in pro-
fits from higher interest costs. If managers
are paid on the basis of Eps targets—as up to
half of American bosses are—they have a
temptation to go buy-back bananas.

Bad incentives have notbeen enough to
push corporate America as a whole into
reckless behaviour. Take the non-financial
firms in the s&p 500 index last year. Their
books roughly balanced: buy-backs, divi-
dends and capital investment ate up 101%
of operating cashflow. Their net debt was
modest and stable relative to gross operat-
ing profits. Most have taken advantage of
low interest rates to extend the maturity of
their debts, making them safer, notes Jeff
Meli of Barclays Bank.

Yet beneath the placid surface are nasty
undercurrents. The aggregate figures for
America are skewed by a few giant tech-
nology and pharmaceutical firms. Two-
fifths of s&p 500 firms are spending more
than their entire cashflow on dividends,
capital investment and buy-backs, thereby
increasing their net debt.

Buy-backs are weakening the balance-
sheets even of the most cash-rich firms be-
cause of an oddity in American tax laws.
Companies have to pay tax on foreign pro-
fits at the difference between America's
rate of 35% and whatever they paid in the
foreign country (often 20% or less)—but
only if they bring the proceeds back to
America. So, they hoard this cash offshore.
Microsoft, General Electric, Google, Apple,
Pfizer, Coca-Cola and Johnson & Johnson,
among others, hold the majority of their
cash overseas. Those firms in the s&p 500
that deign to disclose this have $650 billion
of cash overseas, or two-thirds of their to-
tal, says David Zion of 181, a research firm,

So, when such companies do buy-
backs, their American operations bear the
burden of borrowing to pay for them. The
corporate accounts of listed American
firms, which capture their global opera-
tions, suggest indebtedness is low. But the
national accounts, which principally cap-
ture just the domestic operations of Ameri-
can firms, painta much more alarming pic-
ture, says Andrew Smithers, an economist
(see chart).

For strong companies the resultant be-
haviour is merely quirky. Last year Apple
borrowed $12 billion at home to help fund
buy-backs despite having $132 billion of
cash sitting abroad. But weaker companies
which habitually borrow at home to fi-
nance buy-backs may risk a liquidity

crunch if debt markets dry up and they »
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» cannot rapidly get their paws on cash
stashed abroad.

Some critics’ main beef about the buy-
back boom is that it is leading firms to
skimp on long-term investment. This has
to be taken with a pinch of salt. Michael
Porter, a celebrated management thinker,
warned of America’s “failure” to invest in
1992, contrasting it with Japan, which
shortly thereafter imploded thanks to its
firms’ sloppy and excessive investment.
Relative to sales, American firms’ invest-
ment has indeed been declining. But that
could be because of a shift from manufac-
turing to services, and the rise of the digital
and internet economy, which is inherently
less capital-hungry.

Part of the frustration comes from
policymakers, who had hoped ultra-low
interest rates might stimulate corporate in-
vestment. But Jeremy Stein of Harvard
University argues that buy-backs are not to
blame: firms are unlikely to alter their long-
term investment plans just because long
term interest rates have been artificially
pushed down. Mohamed El-Erian, an ad-
viser to Allianz, an insurance firm, says
firms are being sensible by restraining in-
vestment in the face of economic uncer-
tainty, even as financial investors go wild,
fuelled by central banks’ actions.

However, among fund managers and
some executives, there is little doubt that
the pressure to boost cash returns can con-
tribute to low investment. Simon Henry,
the finance chief of Shell, which invests
more in absolute terms than any other
European firm, says that investors like ex-
ecutives to feel a creative tension between
the pull of capital investment, dividends
and buy-backs. But that can spill into an
irrational hunger for cash returns: “The
longevity of the firm is what matters...exec-
utives need to hold their nerve against
short-term pressure so that they can invest
for the long run™.

In the end it will come down to what
shareholders want. And here there are
signs the buy-back boom is peaking. A sur-
vey of fund managers in July by Bank of
America Merrill Lynch found an over-
whelming majority thought firms were
underinvesting—the strongest reading for
at least a decade—and that few wanted
even more cash returns.

There are even signs that investing may
be back in fashion. Exxon, the biggest
spender on buy-backs thus far, has recently
tempered them in favour of long-term pro-
jects. Since 2012 Amazon has poured $3-4
billion a year into its distribution network.
Its shares have soared. And on September
ath Tesla, a maker of electric cars, said it
would build a $5 billion battery factory in
Nevada. Its share price rose in response. It
was a reminder that shareholder capital-
ism is still capable of moments when acts
of creation, rather than changes to capital
structures, induce euphoria. m

Apple’s future

Reluctant reformation

CUPERTINO, CALIFORNIA

Business 73

Appleis becoming a very different company, and notjust because of its newly

unveiled products

AI’I’LE prides itself on constantly re-
imagining the future, but even the
world's leading gadget-maker likes to
dwell on the past too. Thirty years ago
Steve Jobs commanded the stage at the
Flint Centre for the Performing Arts near
Apple’s headquarters in Cupertino to
show off the new Macintosh computer. On
September 9th Mr Jobs’s successor, Tim
Cook, held a similar performance in the
same location to thunderous applause.
Those invited were given a chance to play
with the gadgets presented on stage: two
new iPhones and a wearable device, called
the Apple Watch. “This is the next chapter
in Apple’s story,” he said, sounding much
like the young Mr Jobsin1984.

It may well be true—but not for the rea-
sons most people might think. Consumers,
analysts and investors have been howling
for proof that Apple can still do the magic
tricks of the Jobs era; iPad sales have weak-
ened in recent quarters and the iPhone,
launched a tech aeon ago in 2007, still gen-
erates more than half of the firm’s rev-
enues. Yet lost in the maelstrom of snazzy
new gadgets, applause and photos was an
important shift: this week's announce-
ments showed that Apple’s future will be
less about hardware and more about its
“ecosystem”—a combination of software,
services, data and a plethora of partners.

If Apple were simply a hardware-mak-
er, there would be reason to worry. It is los-
ing market share to rivals such as Samsung

of South Korea and Xiaomi of China,
which make cheaper devices, and to Goo-
gle’s Android operating system, which
runs on 71% of the world’s smartphones.
Apple’s average selling price is $609, com-
pared with $249 for smartphones world-
wide, according to 1Dc, a market-research
firm. That is good for profits, but it makes
Apple increasingly a niche player, some-
what like a luxury-goods firm, says Colin
Gillis of BG ¢, a stockbroker.

As with Apple’s existing products,
much effort went into the watch’s design.
Its backplate contains sensors that mea-
sure the user’s vital signs; and people can
send their heartbeat to other watch-wear-
ers—as a new sort of expressive message.
Butstarting at $349, and only usable in con-
junction with an iPhone, it looks unlikely
to be a serious competitor to other expen-
sive watches (see box on next page).

Still, many are likely to stick with their
iPhones and even plunk down the money
for an Apple Watch, because of the firm’s
ecosystem. Apple is considered alaggard in
online offerings, especially since it bun-
gled the launch of its map service. Its ser-
vices and apps can be maddening. But
iTunes, Apple’s media store, now boasts
more than 8oom active users, three times
as many as Amazon's. Apple’s software
and services category, which includes
iTunes, its Apps Store, revenue from war-
ranties and other businesses, brought in
sales of more than $16 billion in 2013 and is »



