
 

 

 

 

 

 

 
 

 

 

 

Hérens Quality AM is a specialized provider of systematic Quality Investment Solutions and one of the few providers of 
Quality equity investment strategies worldwide. Corporate Excellence Insight is our monthly publication that includes a 
brief update on markets and our thoughts about major trends that are impacting the investment management industry.  

Contrary to common perception that 

buybacks are especially heavy among IT 

stocks, these are actually Consumer 

Discretionary, Healthcare and Industrials 

that have the biggest positive cumulative 

effect on EPS growth from capital 

repurchases over long term. 

2018 was a year of the ultimate shopping spree for S&P 500 companies, which spent a mind-

blowing $1 trillion plus in cash on share buybacks - the biggest amount yet over the course of the 

last decade. However, studies have also shown that managers often use repurchases of own 

capital as a tool to meet earnings forecasts (aka manage market expectations) or sell their own 

shares. They are also a great manifestation of shareholder primacy and short-term profits, as 

companies are neither putting this money into business through CAPEX or R&D, nor retaining it as 

a financial cushion for when economic downturn strikes. 

 

MONTHLY TOPIC:  SHARE BUYBACKS 
 

MARKET UPDATE: MUTED GROWTH IN MARCH 
Global equity markets finished the first quarter with modest gains in March, completing their best quarter since 2010. Volatility continued to 

decline as the Fed signaled no rate changes are coming in 2019 and optimism over a US–China trade provided sufficient fuel for the markets’ gains.   

 

CORPORATE EXCELLENCE INSIGHTS 

Lyft Inc was valued at $24.3 billion in the 

first IPO of a ride-hailing startup, raising 

more than it had set off to do as investors 

overlooked uncertainty over its path to 

becoming a profitable company. 

$24.3bn 
LYFT INC’S VALUATION IN FIRST RIDE-
HAILING IPO 

IKEA, which had global sales of 39 billion 

euros ($44 billion) last year, will test a range 

of subscription-based leasing offers in all 30 

of its markets by 2020 so products are 

reused as often as possible before being 

recycled. 

30 
IKEA TO TEST FURNITURE RENTAL IN  
30 COUNTRIES  

U.S. GDP in fourth quarter increased at a 

2.2% annualized rate, down from the 2.6% 

pace estimated in February. For all of 2018, 

the economy grew 2.9% as previously 

reported, missing the White House’s 3% 

target despite the massive fiscal stimulus. 

2.2% 
FOURTH QUARTER GDP GROWTH IN 
U.S. 

April 2019 

 

Read full Article on Page 2  
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In our research we have looked at S&P 500 to 

see how much buybacks have actually 

boosted EPS growth for the companies over 

the period of last ten years. The variance 

appeared to be substantial and kicked off in 

2013, when firms stepped up their buy-back 

game. Perhaps, this has something to do with 

the fact that regulation on buybacks in US has 

been profoundly weak for decades. 
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An Enemy or a Friend? 

2018 was a year of the ultimate shopping spree for S&P 500 companies, which 

spent a mind-blowing $1 trillion plus in cash on share buybacks - the biggest 

amount yet over the course of the last decade. Inherently weak regulatory 

framework (SEC rule 10B-18) that reduces liability when company buys back 

common stock and extra funds from Trump’s tax cuts drove own capital 

repurchases sky high. And as long as the practice of capital repurchase existed, 

people could never stop arguing if this is a good thing or rather something 

inherently evil.  

The supporters argue that buybacks are the ultimate manifestation of corporate 

responsibility – when managers do not see profitable investment opportunity, 

when it is hard to increase revenue or push efficiencies further, to buy back stock 

is a responsible thing to do both for own shareholders and the economy in 

general. For the opponents, buying back own shares is an outrageously unethical 

maneuver that favors shareholders at the expense of all other stakeholders (1). 

From the strategic point of view, it also means that companies are neither putting 

this money into business through CAPEX or R&D, nor retaining it as a financial 

cushion for when economic downturn strikes. 

Mathematical wizardry  

But perhaps for an investor, moral dilemmas aside, the right question to ask is 

whether and how buybacks affect the value of the company. Purely 

mathematically, when a company reduces the number of shares outstanding, 

each of your share becomes more valuable (reverse dilution effect) and 

represents a greater percentage of equity in the business. What also happens is 

that buybacks artificially increase Earnings per Share (EPS), thus making 

company cheaper according to Price-to-Earnings (PE) ratio. And both outcomes 

are beneficial for shareholders. 

Fig. 1: Growth in reported and adjusted quarterly EPS, Median S&P 500 (2008-2018) 

 

 Source: Hérens Quality Asset Management, Reuters 

However, studies have also shown (2) that managers often use repurchases of 

own capital as a tool to meet earnings forecasts (aka manage market 

expectations) or cash out of their stock holdings, reaping solid profits. To wit, 

absolute growth in quarterly reported EPS of S&P 500 over the last decade was 

452%; adjusted for share capital changes (buybacks or capital issue), this figure 

stands substantially lower at 401% . The variance kicked off in 2012, when 

companies stepped up their buy-back game (Fig.1).  

Fig. 2: Difference in absolute growth of reported and adjusted EPS for sectors in S&P 

500 (2008-2018) 
Reported EPS 

Growth

Adjusted EPS 

Growth
Delta

Information Technology 508% 523% -16%

Consumer Discretionary 627% 523% 104%

Communication Services 432% 446% -14%

Financials 392% 397% -5%

Health Care 469% 408% 61%

Energy 521% 569% -48%

Industrials 426% 375% 51%

Materials 320% 318% 3%

Real Estate 511% 760% -249%

Utilities 129% 203% -74%

Consumer Staples 246% 238% 8%

 

       Source: Hérens Quality Asset Management, Reuters 

And contrary to common perception that buybacks are especially heavy among IT 

stocks (ask anyone and they will give you Apple as an ultimate example), over 

longer term of ten years (Fig.2), these are actually Consumer Discretionary, 
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Healthcare and Industrials that have the biggest positive cumulative effect on EPS 

growth from capital repurchases.  

Curiously enough, if one looks across the Atlantics, the situation is completely 

opposite there. European companies in Stoxx 600 issued significantly more stock 

than they bought back over the same period, thus growth in their adjusted 

earnings per share actually is better than that of the reported ones (177% vs 166% 

over 2008-2018 time frame). This striking difference might in part have something 

to do with the fact that regulation on buybacks in US has been profoundly weak for 

decades. Back in 1980’s, SEC introduced a “safe harbor” for companies in stock 

buy-backs and as long as they stick to certain parameters (like not buying more 

than 25 percent of the Co’s average daily trading volume in a single day), no 

charges on stock price manipulation could be pressed. 

Shareholder primacy 

Good news for investors is that buy-backs in US did not come at the expense of the 

growth in dividend payments: annual payments and payout have steadily increased 

over time (Fig.3). Therefore, shareholders are eligible for a double bonus – they 

receive earnings distribution as dividends and end up with a bigger chunk of the 

company. In 2018 alone, companies in S&P 500 have returned 90% of their net 

income to the share owners – 41% as dividends and the rest through buybacks.  

Fig. 3: Total annual dividend payments ($, bn) and median dividend payout in S&P 

500  
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Source: Hérens Quality Asset Management, Reuters 

 

Quality not without a vice, but it still knows better 

Given that a bit over a half of American quality companies come from Consumer 

Discretionary, Healthcare and Industrial sectors – ones that have shown especial 

love for buybacks, it is not really a surprise they have also enjoyed EPS boost 

because of that. However, what differentiates quality from the broader market is 

that despite taking part in popular ‘capital repurchase movement’, they never miss 

an opportunity to step up their investments in future proprietary growth.  

Fig. 4: YoY median change in characteristics of S&P500 and quality companies,          

FY 2018 

 

Source: Hérens Quality Asset Management, Reuters 

As such, in 2018, when the wave of buybacks hit records, quality companies not 

only significantly increased their absolute R&D and CAPEX spending, which was 

way ahead of the general market, but also relative to sales (Fig.4), while broader 

market actually saw this indicator being squeezed.  
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S&P 500
USA quality 

universe

EPS (reported) 10.7% 17.2%

EPS (adjusted) 9.5% 15.51%

R&D 11.7% 14.1%

CAPEX 5.0% 15.8%

Sales Yoy 7.20% 7.7%

R&D to Sales (54 bps) 25 bps

CAPEX to Sales (14 bps) 44 bps


