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Share buybacks have become a major focus of conversation within the investment industry—most recently due to
speculation that if the U.S. government were to institute some sort of “repatriation holiday,” profits currently being held
overseas to avoid taxation would be utilized largely for share repurchases to thereby “goose” earnings-per-share (EPS)
growth by reducing the number of shares outstanding.

 

However, in a broader sense, do firms that implement share buyback programs actually lead to stronger returns?

 

The Importance of Net Issuance

 

When judging a firm’s share buyback behavior, it’s critical to think in terms of the net change in the number of shares
outstanding, as opposed to any gross level of share buybacks. Firms issue shares to raise capital that they cannot
otherwise access, as they wouldn’t want to give away ownership in future profits lightly. Therefore, we look at four

distinct groups of stocks based on net share issuance behavior:1

 

Share Reducers: These are firms that were implementing more share buybacks than share issuance and therefore
saw their number of shares outstanding decrease each year.

No Change in Issuance: These are firms that might have been buying back shares and might have been issuing
shares, but overall there was no change in the number of shares outstanding each year.

Low Share Issuers: These are firms that ranked in the lowest 20% of share issuers—in other words, their shares
outstanding did increase, but on the lower end of the spectrum.

High Share Issuers: These are firms that ranked in the highest 20% of share issuers—in other words, these
companies needed capital, and share issuance was a heavily utilized avenue by which to raise it.

 

How Net Issuance Led to Differentiated Equity Returns in U.S. Equities

(Cumulative Growth of $1,000 Based on Share Issuance Groupings)
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Share Reducers, No Change in Issuance and Low Share Issuers Outperformed the Market: Not only did
these three groups of stocks outperform the market, they did so with lower risk.

High Share Issuers Dramatically Underperformed: The High Share Issuers underperformed to such an extent
that it makes sense to think that avoiding these firms was one of the strongest contributors to relative
outperformance of the other groups against the broad market.

At WisdomTree, Which U.S. Equity Index Had the Greatest Exposure to Share Reducers?

 

There are two reasons to ask this question today, in our opinion:

 

1.  Share Reducers indicate a strong signal of quality, given that they have access to capital to such an extent that
they can utilize a portion of it to actually reduce the number of shares that they have outstanding. This combines
with how Share Reducers were shown earlier to have stronger long-term returns than the broad market.

2. Investors may currently be thinking about the potential of a repatriation holiday and could be seeking to position
themselves in stocks that are already indicating a strong tendency toward buybacks.

Net Buyback Ratio + Dividend Yield = Total Shareholder Yield

 

For much of history, if U.S. corporations wanted to return profits to their shareholders, dividends were seen as the only
option. It wasn’t until 1982 that the Securities and Exchange Commission adopted Rule 10b-18, which gives corporations
a “safe harbor” against charges of stock-market manipulation if buybacks are below a certain level relative to average da

ily volume.2 For those looking at historical payout ratios, after that point it becomes important to consider both
dividends and buybacks as opposed to solely looking at dividends.

 

In our view, total shareholder yield is the measure that currently best represents the return of capital to shareholders in
U.S. equities.

 

WisdomTree’s U.S. Indexes Ranked by Total Shareholder Yield
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For definitions of indexes in the chart, visit our glossary.

 

WisdomTree U.S. Quality Dividend Growth Index: With a net buyback ratio that is almost 50% higher than that
of the MSCI USA Index, this Index had the highest total shareholder yield for any of WisdomTree’s U.S. equity
Indexes.

WisdomTree U.S. SmallCap Quality Dividend Growth Index: What might be even more interesting is how the
WisdomTree U.S. SmallCap Quality Dividend Growth Index had a net buyback ratio of 2.26%—greater than that of
the MSCI USA Index. This is impressive since share buybacks that actually reduce shares outstanding are largely a
large-cap phenomenon. We believe it speaks to the alignment of WisdomTree’s Quality Dividend Growth
methodology with characteristics that are common to companies that reduce their shares outstanding.

 

Does either of the WisdomTree U.S. Quality Dividend Growth Indexes shown above actually focus on buybacks directly
as a component of Index methodology? In a word, no—buybacks are not a specified selection or weighting criterion.
However, it’s clear that these methodologies have consistently provided exposure to share-reducing firms. Why? Firms
that have high levels of profitability—return on equity (ROE) and return on assets (ROA)—are able to return cash to
shareholders, whether through dividends or buybacks, and many choose to do so with buybacks.

 

While many firms are not responsible in their conduct of buybacks and buy at levels above their fair values, by and large
we have found that buybacks have provided a return advantage over the market. This is one of the reasons we believe
our Quality Dividend Growth Indexes—both for the U.S. large-cap and small-cap markets—are attractively positioned
today.  

 

 

 

1These groupings of stocks are accessible through the Kenneth French Data Library for the period from 6/30/1963 to
12/31/2016 as of this writing.

2 Source: William Lazonick, “To Boost Investment, End S.E.C. Rule that Spurs Stock Buybacks,” The New York Times,
3/6/15.

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

Dividends are not guaranteed, and a company currently paying dividends may cease paying dividends at any time.
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For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2017/04/17/why-buybacks-matter


IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Share buybacks  : Firms using cash to purchase their own outstanding shares; may positively impact the share price.

Earnings per share  : Total earnings divided by the number of shares outstanding. Measured as a percentage change as
of the annual Index screening date compared to the prior 12 months. Higher values indicate greater growth orientation.

Shares outstanding  : all the shares of a corporation or financial asset that have been authorized, issued and purchased
by investors.

Buyback ratio  : The ratio of the amount of a company’s buybacks to its market capitalization.

Dividend yield  : A financial ratio that shows how much a company pays out in dividends each year relative to its share
price.

Shareholder Yield  : A data point that references the combination of dividend yield and buyback yield.

Dividend  : A portion of corporate profits paid out to shareholders.

Average daily volume  : Average dollar amount traded over the course of a single trading day.

Payout ratio  : The percentage of earnings paid to shareholders in dividends. Calculated as yearly dividends per share
over earnings per share.

Return on Equity (ROE)  : Measures a corporation’s profitability by revealing how much profit a company generates with
the money shareholders have invested.

Return on assets (ROA)  : Firm profits (after accounting for all expenses) divided by the firm’s total assets. Higher
numbers indicate greater profits relative to the level of assets utilized to generate them.
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