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Last year, Larry Fink, CEO of BlackRock, the world’s largest asset management firm, famously challenged 
corporate boards in the S&P 500 Index to act as “the first line of defense” on behalf of long-term share 
owners against short-term pressures.  
In February, Fink again wrote to CEOs and accused “many companies” of continuing “to engage in practices 
that may undermine their ability to invest for the future.” He blamed dividends and buybacks as the picks and 
shovels most often used for the undermining. “We certainly support returning excess cash to shareholders 
but not at the expense of value-creating investment,” Fink explained. 
Fink’s musings inspired Agenda to take a look at why boards’ decisions to approve buybacks might contribute 
to the destruction of shareholder value.  
Buybacks do boost stock prices temporarily. The reduced number of shares mathematically dresses up 
earnings on a per-share basis. Yet there probably are more ways in which buybacks do not create value for 
investors. For instance, as numerous critics, including New York Times columnist Gretchen Morgenson, point 
out, buybacks don’t improve overall profit growth. They also reward investors who sell a company’s stock 
long before they reward long-term holders — if they ever do. While buyback proponents may see those as 
minor issues, one indisputable way that a buyback destroys shareholder value is when a firm overpays for its 
stock on the open market. 
Overpaying for Your Own Shares 
Analyst Charlie Tian, who is CEO of GuruFocus.com, a website that provides screens and instruction for value 
investors, recently analyzed the S&P 500 Index for Agenda. Tian identified 21 companies that overpaid to buy 
back their shares last year as measured by the price/sales ratio and price/earnings ratio. Those companies 
include L Brands, Northrop Grumman, Sherwin-Williams, Lockheed Martin and Walt Disney. 
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To be fair, Tian, a scientist whose inventions have led to more than 30 U.S. patents, doesn’t know whether 
the companies were or were not giving in to short-term pressures. However, he is certain that they did 
destroy value. He also notes that in 2013 and 2014 some of those 21 companies bought back shares when 
their prices were considered low. In other words, they paid low price-to-sales multiples and price-to-earnings 
ratios to repurchase their shares.  
But none of that mattered — and that’s Tian’s point. No matter the valuation, some companies constantly 
buy back their stock. Tian says the companies suffer from what he calls “buyback blindness.”  
He contrasts their actions to the strategy used by Warren Buffett, the ultimate value investor. 
“Warren Buffett has said that when you repurchase shares at a price below the intrinsic value you’re creating 
value for shareholders. If you buy back above the intrinsic value, you’re destroying shareholder value,” Tian 
says. 
Buffett has a buyback threshold on Berkshire Hathaway stock of 1.2 times its book value. As chairman, he 
and other Berkshire directors will approve a buyback only if the share price falls below that. The Oracle of 
Omaha nudged the buyback floor up to 1.2 times book from 1.1 in 2012. At that time, Berkshire had not 
repurchased its stock in 40 years. “But most companies don’t set [any] threshold,” Tian explains.  
Michelle Edkins agrees. Edkins is global head of corporate governance and responsible investment at 
BlackRock.  



“I have never met a management team that didn’t think their share price was undervalued,” Edkins allows. 
“And that’s natural.  
“But not all companies are as clear as Warren Buffett [is to shareholders] about what the capital allocation 
strategy is and why it’s appropriate for that company.” 
Edkins, who discusses governance and proxy voting with boards and executives of BlackRock portfolio 
companies on behalf of clients, emphasizes there is no single “right” capital strategy. “But we do think it’s 
important for every company to articulate what the appropriate capital management strategy is given its 
long-term business strategy, cash flows, capital spending needs and the nature of the industry.” 
In April, an article, “The Risk in No-Risk Stock Buybacks,” in Institutional Investor magazine reported that the 
median return on investment in buybacks at S&P 500 companies currently lags corporate returns by 5 
percentage points. Worse, buyback ROI has fallen for the past seven straight quarters. It’s now only 4% 
compared to nearly 30% two years ago. 
“So they’re buying back for only 3% or 4% return on investment, which is too low. They could have saved 
their money to wait for a better opportunity. That’s how they destroy money in buybacks,” says Tian. 
Overreaction or Appropriate Caution? 
Many board and management veterans disagree that buybacks harm value. 
Harry Kraemer, a former chairman and CEO of Baxter International, a $12 billion health care company, often 
teaches about the benefits of buybacks in his classes as a clinical professor of strategy at the Kellogg School 
of Management at Northwestern University. He thinks Fink may be overstating their impact. 
“I think Larry Fink is a very bright guy who has his own opinion. But in my mind, the level of buybacks for 
most companies has not been short-term oriented,” Kraemer says. 
Kraemer, who’s a director at four public companies and executive partner at private equity firm Madison 
Dearborn Partners, explains that when firms are generating more cash flow than they can profitably invest 
it’s prudent for their CFOs and CEOs to figure out a path to optimal capital structure — that is, the right mix 
of debt and equity. 
“It’s in the best interest of shareholders to receive that cash in the form of a dividend or a share repurchase,” 
he says. 
“The flaw is that you don’t know what’s going to happen in the overall market. You [don’t] know where the 
stock price [will] go. But you [do] know you [have] excess cash beyond what you could invest.” 
One investment analyst strongly disagrees with that position. 
“Executives should not buy stock just because they have a lot of cash lying around or to boost earnings per 
share,” says David Trainer, CEO of forensic accounting firm New Constructs. “If your valuation implies your 
return on capital is going to increase, then that investment is overpriced. You only want to engage in a 
buyback when you’re confident that the stock price is cheap.” 
Trainer says he prefers that companies with poor prospects for beating their capital costs just return the cash 
to shareholders in the form of a large dividend. Or they can leave the cash on their balance sheets. “There’s 
no reason to buy overvalued stock just because it’s yours. You wouldn’t go out and buy Netflix ’s overpriced 
stock, would you?” 
Three Criteria for Buybacks 
Trainer’s colleague, analyst Sam McBride, recommends three criteria for when a company can buy back stock 
without destroying value. First is when there’s no higher growth expected in the market valuation. Next is 
when the company’s strong balance sheet and cash flows will support the repurchase. Then, a board can 
approve a buyback when its executives can’t find enough other profitable opportunities to deploy capital.  
John Nackel faults buybacks for being more destructive than positive. Nackel is a former Ernst & 
Young managing director and currently an audit committee member at The Ensign Group. 
“Almost all industries had growth potential [above the rate of inflation] last year,” he writes in an e-mail. 
“[But] if you focused on revenue instead of free cash flow, you [got] limited return on your capital. Likewise, 
if you don’t focus on costs and infrastructure, it eventually catches up with you and then is a heavy burden on 
the company.  
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“A buyback says…our best company strategy is not working or has limited growth or profitability opportunity. 
If [so], maybe it is time for a new strategy or…management.” 
Nackel complains that executives announce buybacks mostly to show market participants they have 
confidence in the stock.  
Mark Sickles, CEO of SuperOrg, a management effectiveness and board consulting firm, says sometimes the 
best alternative to not destroy value is no action at all. 
Sickles, a board member of the Silicon Valley chapter of the National Association of Corporate Directors, 
says the decision boards need to keep foremost is that they should invest only in projects whose net present 
value exceeds the cost of capital. “You don’t have to invest in the best of a bad lot. If you look at all 
alternatives for capital investment and don’t find anything, just show investors how you reached that 
decision.” 
Sickles cites the example of Wal-Mart’s board recently holding off on finishing its announced $20 billion 
buyback program. Company officers noticed a negative return on investment when the stock price slipped. 
By not completing the buyback, Sickles says, they saved shareholders destruction in value.  
“A board should sometimes say, ‘We decided just to sit on the cash because there was no opportunity to 
earn more than the cost of capital,’” he says. “Sometimes, you’re better off keeping the money under the 
mattress. Not losing money is better than losing it.”  
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