
Share Repurchases

Full text available at: http://dx.doi.org/10.1561/0500000007



Share Repurchases

Theo Vermaelen

INSEAD
Boulevard de Constance

77305 Fontainebleau, France

theo.vermaelen@insead.edu

Boston – Delft

Full text available at: http://dx.doi.org/10.1561/0500000007



Foundations and Trends R© in
Finance

Published, sold and distributed by:
now Publishers Inc.
PO Box 1024
Hanover, MA 02339
USA
Tel. +1 781 871 0245
www.nowpublishers.com
sales@nowpublishers.com

Outside North America:
now Publishers Inc.
PO Box 179
2600 AD Delft
The Netherlands
Tel. +31-6-51115274

A Cataloging-in-Publication record is available from the Library of Congress

Printed on acid-free paper

ISBN: 1-933019-16-6; ISSNs: Paper version 1567-2395;
Electronic version 1567-2409
c© 2005 T. Vermaelen

All rights reserved. No part of this publication may be reproduced,
stored in a retrieval system, or transmitted in any form or by any
means, mechanical, photocopying, recording or otherwise, without prior
written permission of the publishers.

now Publishers Inc. has an exclusive license to publish this mate-
rial worldwide. Permission to use this content must be obtained from
the copyright license holder. Please apply to now Publishers, PO Box
179, 2600 AD Delft, The Netherlands, www.nowpublishers.com; e-mail:
sales@nowpublishers.com

Full text available at: http://dx.doi.org/10.1561/0500000007



Contents

1 Introduction 1

2 Repurchase Methods 3

2.1 Fixed price tender offer 3
2.2 Dutch auction tender offer 5
2.3 Private or targeted share repurchases 7
2.4 Open market share repurchase 7
2.5 Synthetic repurchases or repurchases

“enhanced with derivatives” 9

3 Share Repurchase: Regulatory, Tax and
Other Drivers 13

3.1 The importance of share buybacks around the world 13
3.2 Regulation 19
3.3 Taxation 44
3.4 Attitudes toward shareholder value maximization 46
3.5 The use of executive stock options 47

4 The Economic Consequences of Share Repurchases:
The Short Run 49

v

Full text available at: http://dx.doi.org/10.1561/0500000007



vi Contents

4.1 The effect of share repurchases on stock prices 49
4.2 International evidence 59
4.3 Anomalous price behavior around tender offers 62

5 Why Do Stock Prices Increase Around Buyback
Announcements? 67

5.1 Corporate tax benefits 68
5.2 Personal tax benefits 69
5.3 Bondholder expropriation 70
5.4 Reducing agency costs of free cash flow 70
5.5 Signaling 72
5.6 Option to take advantage of the uninformed 77

6 When Do Companies Repurchase Shares? 79

6.1 US evidence 80
6.2 International evidence 84
6.3 The bottom line 85

7 Dividends Versus Share Repurchase 87

8 Conclusion and Implications 91

References 97

Full text available at: http://dx.doi.org/10.1561/0500000007



1
Introduction

What makes share repurchases interesting? In some ways, a share repur-
chase is a microcosm of corporate finance. First, it is an investment
decision, an investment in itself, as opposed to investing in capital goods
or buying another company. Second, it is a payout decision, as an alter-
native to paying a dividend. Third, it is a capital structure decision as
it increases the company’s financial leverage. Fourth, it is a decision
to change the ownership structure of the company, in particular con-
sidering that managers and insiders don’t sell their shares back to the
company. The all encompassing nature of a repurchase also means that
the references in this manuscript will be inevitably incomplete, as a
massive body of research in corporate finance is either directly or indi-
rectly related to share buybacks.

Share repurchases have also become an important and a global
activity in recent years, as opposed to a minor activity only relevant
in US markets. For example, when I wrote my doctoral dissertation on
share repurchases in the late seventies, I had to look back for 15 years to
collect a few hundred repurchase announcements. Today, I would only
have to look back a few months. Share repurchases were also largely
inexistent outside the US. Today, non-US buyback activity has become
as important as in the US.

1
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2 Introduction

The purpose of this text is to provide an overview of research on
stock repurchases, hopefully to encourage others to research this excit-
ing event. I also have tried to give my personal interpretation of the
numerous research results published during the last 25 years. The text
starts with a description of the various methods to repurchase stock and
the growing importance of buybacks around the world. Section 3 dis-
cusses the importance of the institutional environment, i.e. regulation
and taxes, for the emergence of share repurchase activity. Section 4
provides an overview of short-term event-studies around repurchase
announcements. The general conclusion is that, regardless of the repur-
chase method, stock prices increase significantly. Section 5 discusses to
what extent various theories can explain this price increase. Section 6
shows that managers are able to time the market buy buying back
stock when the shares are undervalued. Section 7 compares dividends
and repurchases. Finally Section 8 summarizes the main findings and
implications for corporate financial policy.
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