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On Wall
Street, the more
popular some-
thing is, the
mare skeptical
= you should be.

5[\&.]& hu.}bﬁL‘xS in which’
companies take their own
shaves off the market by buy-
ing out the investing public,
suddenly are sexy, But they
don’t atways pay off for share-
haldars.

How sexy are buybacks
now? Even Berkshira Hatha-
way Chairman Warren Bulfett,
who has never done a share re-
yurchase, is getting in on the
act This week, Berkshire an-
nounced it would buy back an
wnlirnited nunber of its shares
whenevar, in Mr. Buffett's eyes,
they trade below their true

value, All told, buybacks by

companies in the Standard &
Poor's 500-steel-index jumped
2% iy the second quarter to~
$109 billion, accardiug to Stan-
dard & Poor’s.

Companies rmst find ways
to put their excess cash to use.
When the market price of a
company’s stock is lower than
the “ntrinsic value” of its busi-
ness—the present worth of the
cash it will generate m the fu-
ture—then the company should
buy back all the shares it can,

As Mr. Buffett wrote in his
1984 letter to shareholders,
when the stock of a growing
business with plenty of cash
sells “far below” Intrinsic
value, then “no alternative ac-
tion can benefit shareholders
as surely as repurchases.”

But buybacks are far from

take a position on what the
intrinsic value of the company
is and buy stock only below
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analyst at Behind the Numbers

an investment-research firm in

Dallas. “If they don’t keep re- -

that number,” says Richard purchasing stock, thelr earn-
Reesa, ¢hief executive of data-  ings will take a hit. So it can
mauagement company Iron turn into a sort of an addlc-
Mountain, which has repur- Hon”

chased about $120 million Hewlett-Packard has Spent
worth of its shares since early  $57.6 billion repimrchasing its

2010. Mr. Reese pauses, then
adds, “I hope we get it cor-
rect”

At their worst, buybacks can
be a form of corporate canni--
balism. Often the unspoken
motive is to use exira cash to

.boost earnings per share by re-

ducing the number of shares
among which the company’s
profits are divided. But that
can be a slippery slope.

“If companies use buybacks

own stock since 2004, accord-
ing to S&P. The total valae of
H-P’s outstanding stock, after
years of management hrnover
and strategic change, is only
$47 bollion.

- According to H-P’s quarterly
and annoal repoits, the com-
pany spert $7.6 billion to buy
back nearly 200 million shares
over the first seven months of
2011, at an average price of
around $38. In 2010, H-P spent

to try to increase earnings per  $113 billion to repurchase
share, they can almost become  more than 250 million shares
Pleaseturntothenextpage

trapped,” says Kevin Beech, an

an exact science. “You have to

Chrislophe Varlet

chased 14% of its stock since

Tnwvestor, Don’ t Buy Buybacks

. Contirmed from the priorpage The imdervalued company
at an average price of more gets to buy back two shares at
than $44 The shares traded $5 each, leaving $90 in assets
this week around $24. spread across. eight:shares”
Declining to elaborate, an H-P  That raises the intrinsic value .
spokesinan cited a remark from  of each share to $11,25 *
incoming CEC Meg Whitman on The overvalued company Use_s
a recent conference call: “In the  $10 to buy back half a share,
near term, there is a need to leaving the same $90 in assets
moderate our share buybacks spread across 9% shares. That
and investments so that we can ~ lowers the intrinsic value of
rebuild the balance sheet™ each remaining share to $347.
H-P isn’t alone. Yahoo also With a buyback at a cheap
paid more for many of its company, “the continuing hold-
shares than they are worth to-  ers benefit to the detriment of .
day. A spakeswoman says that  the sellers,” says Michael
as the company has repur- Manboussin, chief investment

strategist at Legg Mason Capi-

2009, its return on invested tal Management, while in an
capital, a measure of profitabil- overvalued repurchase “the -
ity, bas more than doubled But sellers gain at the expense of
are investors better off? Yahoo, the ongoing holders.™
which was above $33.50 in late So how can you spot a bad
2008, traded below $1350 this buyback? Here’s a red flag If
week after years of uncertainty  cash is dwindling as buybacks
about the company’s future are growing, the firm may be
wore on the share price. starving future growth to pay
Imagine two companies, off present shareholders. That
each with $100 in cash and 10 is fine if you sell into the buy-
shares ‘of stock. The intrinsic back. But it is bad if you hang
valne of each is $10 a share. onto your shares. Owmning a
But the stock market underval- bigger piece of a corporate
ues one company’s shares at $§5 cannibal may leave you homgry

apiece and overvalues the
other at $20. Each company
deddes to buy back $10 worth
of stock. .

in the long run.
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