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Buybacks: The Rationale and the Evidence 
By Tobias Carlisle 
 

one other than Warren Buffett described Henry Singleton as a 
“managerial superstar,” saying that he had “the best operating and 
capital deployment record in American business.” High praise indeed 

coming from the world’s greatest capital allocator. Singleton founded Teledyne 
in 1960, and adapted his capital management strategy to the prevailing climate 
on Wall Street. In the conglomerate era, he used Teledyne’s soaring stock to 
make cheap acquisitions and raise earnings per share. In the 1970s, when the 
stock slumped, Singleton bought back Teledyne’s undervalued stock. Said 
Singleton in a 1979 Forbes article, “The Singular Henry Singleton:” 
 

In October 1972 we tendered for 1 million shares and 8.9 million came in. We took them 
all at $20 and figured that was a fluke and that we couldn’t do it again. But instead of 
going up, our stock went down. So we kept tendering, first at $14 and then doing two 
bonds-for-stock swaps. Every time one tender was over the stock would go down and 
we’d tender again and we’d get a new deluge. Then two more tenders at $18 and $40. 

… 

I don’t believe all the nonsense about market timing. Just buy very good value and when 
the market is ready that value will be recognized. 

 

What was the secret to Singleton’s masterful handling of Teledyne’s capital 
structure? He kept a weather eye on the stock’s discount or premium to its 
intrinsic value. When he judged the stock undervalued, he bought it back hand 
over fist, concentrating the intrinsic value in the remaining shares. When he 
thought it looked expensive, he raised low-cost capital through judicious stock 
sales, which is the practical effect of a scrip-for-scrip acquisition of another 
company. Over time, that combination of opportunistic, cheap capital and well-
timed buybacks boosted Teledyne’s already spectacular operating performance 
into the stratosphere on a per share basis.  

Investors in Teledyne during Singleton’s tenure made out like bandits. Teledyne 
stock, which had sold for less than $14 in 1972, the year of Singleton’s first 
buyback, was by 1987, when adjusted for splits and distributions, worth well 
over $930 a share, representing a cumulative return of more than 6,500 percent, 
or a compound yearly return of more than 32 percent. Buybacks are a very 
powerful means for generating returns on the stock market. 

The measure to identify companies buying back stock is known as buyback 
yield. We calculate buyback yield by examining the dollar value of shares 
repurchased in comparison with the market capitalization. The higher the 
buyback yield, the more stock has been bought back. Crucially, we examine 
buybacks net of any shares issued. Where shares are issued, say, to employees 
exercising options, some managers undertake buybacks to keep outstanding 
stock from ballooning up. Real capital is spent acquiring the shares, but, when 
the smoke clears, the share count is not reduced because the number of shares 
repurchased equals the number of shares issued from exercising options. Thus 
we are interested in the net buyback yield. 

On his blog Millennial Invest Patrick O’Shaughnessy examined the performance 
of stocks ranked on net buyback yield over the period from January 1987 
through to July 2014. O’Shaughnessy found that the decile of stocks that 
repurchase the most shares in a year outperformed the market by 3.87 percent in 

N



 

Value-oriented Equity Investment Ideas for Sophisticated Investors 

 

 © 2008-2014 by BeyondProxy LLC. All rights reserved. JOIN TODAY!   www.manualofideas.com October 2014 – Page 7 of 118 

the following year. O’Shaughnessy also found that stocks in the decile of stocks 
with the lowest buyback yield (those that actually issued the most shares) 
underperformed the market return by 7.42 percent per year on average. The 
difference between the two portfolios is 11.29 percent per year, which is an 
enormous advantage for the repurchasers. Investors should clearly be wary of 
companies issuing lots of stock. 

While that is a very impressive outperformance, it turns out the we can do 
significantly better if we also include in our buyback yield examination an 
assessment of intrinsic value. In the same post, O’Shaughnessy examined the 
returns to 25 portfolios ranked on net buyback yield and valuation (assessed on a 
variety of fundamental metrics like price-to-earnings and price-to-book value). 
Exhibit 1 has the results. 
 

EXHIBIT 1: ANNUAL RETURNS BY BUYBACK YIELD AND VALUATION 

 
Source: Patrick O’Shaughnessy, The Power of Share Repurchases, June 23, 2014 

 

Exhibit 1 shows the best performance was to be found in the portfolios with the 
highest net buyback yield and the lowest valuations (bottom left-hand corner), 
and the worst performance found in the most expensive companies with lowest 
net buyback yield; they were in fact issuing stock (top right-hand corner). 

Capital management is a little understood, yet critical, issue for shareholder 
value creation. The research is clear: Investors should seek the rare companies 
with a manager like Singleton at the helm, who only buy back shares at trough 
valuations, are miserly with options, and only issue shares when the share price 
exceeds intrinsic value. A manager who buys back stock at a peak valuation 
destroys value as surely as the manager who issues shares at a trough valuation. 

It is a perplexing statistic, but, in aggregate, managers tend to buy back more 
stock at market peaks than at market troughs. It seems the average manager 
prefers to goose an already overvalued stock with a buyback at shareholder’s 
cost. In one of his recent commentaries, John Hussman noted that buybacks ebb 
and flow with the equity markets: when the markets are up, so are buybacks, and 
vice versa: 
 

Notice that heavy equity buybacks (negative values on the red line below) are regularly 
financed by the issuance of corporate debt (a mirror image of positive values on the 
black line). Those debt-financed equity buybacks have been heaviest at market peaks like 
1999-2000, 2007, and today. Put simply, the history of corporate stock buybacks is a 
chronicle of corporations buying stock with borrowed money at market tops, and 
retreating from buybacks at the very points that stocks are most reasonably valued. 
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He shares the chart in Exhibit 2 below to illustrate his point: 
 

EXHIBIT 2: ANNUAL RETURNS BY BUYBACK YIELD AND VALUATION 

 
Source: John Hussman, The Two Pillars of Full-Cycle Investing, September 8, 2014  

 

This behavior turns the stomachs of value investors, but it’s par for the course 
for most managers. The Henry Singletons are few and far between. No manager 
focused on intrinsic value could behave this way.  

These are sins of commission. Less visible, but equally impoverishing, are sins 
of omission: When undervalued, overcapitalized companies fail to grab a rare 
opportunity to buy back stock at a wide discount from intrinsic value. Where 
such unexploited opportunities exist, activists are incentivized to establish a 
position in the company and agitate to have management undertake a buyback. 
In Deep Value: Why Activist Investors and Other Contrarians Battle for Control 
of Losing Corporations (Wiley Finance, 2014), I examined one such example of 
an undervalued, overcapitalized company that failed to take its opportunity until 
two activists stepped up the pressure, and the outstanding returns that followed.  

In early 2013 Carl Icahn began agitating to have Apple use its enormous cash 
holding to buy back its very undervalued stock. Icahn would propose in an open 
letter to Tim Cook, Apple’s CEO, that Apple undertake a $150 billion buyback: 
 

When we met, you agreed with us that the shares are undervalued. In our view, irrational 
undervaluation as dramatic as this is often a short-term anomaly. The timing for a larger 
buyback is still ripe, but the opportunity will not last forever. While the board’s actions to 
date ($60 billion share repurchase over three years) may seem like a large buyback, it is 
simply not large enough given that Apple currently holds $147 billion of cash on its 
balance sheet, and that it will generate $51 billion of EBIT next year (Wall Street 
consensus forecast). 

… 

With such an enormous valuation gap and such a massive amount of cash on the balance 
sheet, we find it difficult to imagine why the board would not move more aggressively to 
buy back stock by immediately announcing a $150 billion tender offer (financed with debt 
or a mix of debt and cash on the balance sheet). 

 

Icahn believed that if Apple decided to borrow the full $150 billion at a 3 
percent interest rate to undertake a tender at $525 per share, the result would be 
an immediate 33 percent boost to earnings per share and, assuming no multiple 
expansion, a commensurate 33 percent increase in the value of the shares. He 
saw the shares appreciating over the following three years from $525 to $1,250, 
assuming sustained 7.5 percent annual growth in Apple’s EBIT and an EBIT 
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multiple of 11 from Apple’s 2013 EBIT multiple of 7. Icahn wasn’t the only 
activist to complain about Apple squandering an opportunity to buy back stock.  

Around the same time Icahn sent his open letter to Cook, David Einhorn, 
speaking at the Ira W. Sohn Conference, also made an argument for Apple 
undertaking a buyback. Einhorn’s proposal was half the size of Icahn’s and 
didn’t require the company to take on debt. He noted that with close to $137 
billion in cash on its balance sheet, Apple held more cash than “the market 
capitalization of all but 17 companies in the S&P 500,” the size of which 
“reveal[ed] a basic flaw in Apple’s capital allocation.” The problem with 
holding so much cash, according to Einhorn, was its opportunity cost. It earned 
only a small amount of interest, which meant a return below the rate of inflation. 
He likened it to “decaying inventory,” arguing that the real value of it declined a 
little bit every day: 
 

Even worse, the return is far below the cost of capital. For companies with all-equity 
balance sheets, the cost of capital is particularly high, because expensive equity capital 
supports both the business and the foreign cash. 

Finance theory suggests that an unlevered or net cash balance sheet should be rewarded 
with higher P/E multiples. In practice, the market assigns a discount for this level of 
overly conservative long-term capital management. 

Not only does the cash earn a return below the cost of capital, it is evident that future 
profits will probably also be reinvested at a low return. As a result, the market not only 
discounts the cash sitting on the balance sheet, it also drives down the P/E multiple due 
to the anticipated suboptimal re-investment rate for future cash flows. 

 

Einhorn argued that, at a 10 percent cost of capital, the cash represented an 
opportunity cost of close to $13.7 billion per year, or $14 in earnings per share.  

Cook and Apple listened to Einhorn’s and Icahn’s pleas, and the returns that 
followed demonstrate the power of the idea. After both had prodded Apple for 6 
months, writing letters and meeting with Apple chief executive Cook, Apple 
initiated a buyback in 2013. By February 2014 it had repurchased $40 billion of 
stock, a record amount for any company over a 12-month span. Shortly 
afterward Icahn withdrew his plan to have the company undertake the bigger 
buyback he had proposed, writing in an open letter to Apple shareholders, “We 
see no reason to persist with our nonbinding proposal, especially when the 
company is already so close to fulfilling our requested repurchase target.” After 
Icahn withdrew his plan, Apple announced in April that it would in fact return 
$130 billion in capital through an increased buyback, and a hike in its dividend. 
The stock price, which had already begun moving, leapt. After trading as low as 
$388 in May 2013, the April 2014 announcement of the return of capital pushed 
the shares to trade as high as $604, a 56 percent gain in one of the largest 
companies on the stock market in a little under a year. (At the time of writing 
the stock is up more than 80 percent from its low.) The Wall Street Journal 
noted in an article, “Carl Icahn has proved once again that even in defeat he can 
turn a tidy profit.” 

The takeaways for investors are clear: Shareholders should pay attention to the 
capital management practices of managers. Buybacks should only ever be 
undertaken at a discount to intrinsic value. Stock sales should be rarer, and, if 
done, only conducted at nosebleed prices. Managers should also seize those 
typically rare opportunities to execute buybacks at deep discounts. And where 
they fail to do so, shareholders should raise the issue with management.

Extracted from Deep Value: Why Activist 
Investors and Other Contrarians Battle for 
Control of Losing Corporations (Wiley Finance, 
2014) and Gray and Carlisle, Quantitative 
Value: A Practitioner’s Guide to Automating 
Intelligent Investment and Eliminating 
Behavioral Errors (Wiley Finance, 2012). 
 

Tobias Carlisle is managing member of Eyquem 
Investment Management LLC, and serves as 
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Investors and Other Contrarians Battle for 
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Automating Intelligent Investment and 
Eliminating Behavioral Errors. He has 
experience in activist investment, company 
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Prior to founding Eyquem, Tobias was an 
analyst at an activist hedge fund, general counsel 
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lawyer specializing in mergers and acquisitions 
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Bermuda, Papua New Guinea, New Zealand, 
and Guam, ranging in value from $50 million to 
$2.5 billion. He is a graduate of the University 
of Queensland in Australia with degrees in law 
and business (management). 
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