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Abstract

Publicly traded companies distribute cash to shareholders primarily in two-weéher through
dividends or through anonymous repurchases of the comp#&biga stock on the open market.
Companies must announce @purchase authorization, but do not actually have to repurchase any
stock, and until recently did not have to disclose whether or not they were in fact repurchasing an
stock. Scholars and regulators noticed that companies frequently announced repuschaséhen
appearednot to complete them.Scholars and regulators became concerned that such announcem:
might be used by insiders to exploit public investors. increase transparency and reduce opportunit
for exploitive behavior, the SEC requithdt companies disclose their repurchase activity for the pas
quarter in their 16Q and 1€K filings beginning in January 2004. This paper tracks the 365 repurche
programs announced in 2004 and finds that since the SEC disclosure requirement weffectio e
companies are more likely to complete their announced repurchases and do so within a shorter tir
period after the repurchase announcement.
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l. Introduction
The primary organizing principté United StatesSecurities regulations disclosure. As the

Securities and Exchange Commission explains on its website:

The laws and rules that govern the securities industry in the United States derive from a

simple and straightforward concept: all investors, whether large institutions or private

individuals, should have access to certain basic facts about an investment prior to buying it,

and so long as they hold it. To achieve this, the SEC requires public companies to disclose
meaningful financial and other information to the public. This provides a common pool of

knowledge for all investors to use to judge for themselves whether to buy, sell, or hold a

particular security. Only through the steady flow of timely, compr ehensive, and accurate
information can people make sound investment decisions.

The result of this information flow is a far more active, efficient, and transparent capital
market that facilitates the capital formation so important to our nation's economy.

The SEC has sought, through greater disclosure, to amelimmaibdemns rangindgrom deceptive

proxy solicitation$to excessive executive compensatibn
The SEC recently promulgated a new disclosure rule intended to stamp out suspected abuses

associatd withcompanyrepurchase®f their own stock This study examines whether the new
SEC disclosure rule has had the intended effébe repurchase disclosure regulatisra specific
test case for the broader question of whethetroactive disclosureequirements carchange the
behavior of market participants.

Stock repurchases, like dividends, are used by publicly traded corporations to distribute cash to
shareholders.Most stock repurchases are Opbtarket Repurchases (OMRS), repurchases in which

a wrporation uses a broker to purchase its own stock in the public market over an extended period

2 http://www.sec.gov/about/whatwedo.shtml#intro

% See SEC Py Rules available dittp://www.sec.gov/about/forms/regl4a.ifd Schedule 14A available at
http://www.sec.gov/about/forms/sched14a.pdf

* SEC Release No. 38732A, "Executive Compensation and Related Person Disclosure (conforming amendments),"
August B, 2006, available dtttp://www.sec.gov/rules/final/2006/38732a.pdf



of time.> OMRs may have advantages over dividends in terms of tax treatment and distribution
costs. OMRs may also be preferable because they can supplyf@teckployee incentive
compensation plans and increase liquiditiHowever, OMRs also have features that may facilitate
seltdealing by managers at the expense of investors: first, OMRs are less transparent than
dividends; second, OMRs, unlike dividerm® redistribute value between shareholders who sell
and shareholders who hold the stock.

Legal and financial scholars argue that managers opportunistically enrich themselves through
OMRs. Repurchase announcements are usually followed by atehwrstock price spike,
presumably because repurchassignalmanager 6 ®t theScmpany is undervalued.

According to the false signaling hypothesis, managers announce a repurcivagesh they secretly
do not intend to complete in order to exploit this shid-term price spike.

According to the bargain repurchases hypothesis, managers seeking to repurchase stock when it
is undervalued will sometimes announce repurchases that they do not intend to complete for the
same reason that good poker players sometinifufft to make themselves harder to read. If the
market cannot readily tell which repurchase announcements will be followed by actual repurchases,
then the market must discount the signal from repurchase announcements, leaving the stock
somewhat undervaled when the company actually wishes to repurchase stock.

In response to concerns about potential managerial opportunism, the SEC promulgated a new
repurchase disclosure requirement that took effect on December 17, 2008der the new rule,

companiesyuarterly statements must disclose the number of shares purchased each month, the

® SeeGustavo Grullon & David L. Ikenberry, What Do We Know About Stock Repurchases?, 13 J. Applied Corp.
Fin. 31, 3334 (200) (reporting that OMRs accounted for over 90% of annoumtsrard over 90% of the value of
actual repurchases between 1980 and 1999).

® See, e.g.Jesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323,
133640 (2005);

" SeePurchases of Certain Equity Securitigsissuer and Others, Exchange Act Release N8333, 68 Fed. Rec.

64,952 (Nov. 17, 2003) available at http://www.sec.gov/rules/fins8@3.htm



average price per share, and the maximum number (or approximate dollar value) of shares that
may yet be purchased under the progrdmA recent paper by Jesse Fried argtids it G KS {9/ Q&
disclosurerequirement still leaves room for managerial opportunism because the disclosure is
limited and expost? Fried argues for a more thorough, pide disclosure rulé’

¢2 SEFYAYS GKS yS¢ {9/ RAaOin@easiayife tiddSpaezic NS Y Sy i ¢
and reliability of repurchase announcements, this study tr&88&repurchase programs announced
in 2004 and compares the completion rateésring the 20 months after the announcemetot
completion rates reported in two previowtudies of repurchase programs announced before the
disclosure rule. This study improves on the methodology of previous studies: this study uses actual
repurchase data from mandatory disclosures, whereas previous studies either estimated
repurchases (andere thereforepotentiallyinaccurate) or used repurchase data voluntarily
suppled by companies (and therefosaiffered from selection bias). This mettaogical
improvementenhanceghe accuracy of the data but complicates cressdy comparisons.

Thisd G dzR& Qa 1 S 2afteF theydRologure rule venfitelffact, repurchase completion
rates substantially and significantly increased. Whereas before the disclosure rule, repurchases
tracked for 20 months after the announcement were on averag®% complete, after the
disclosure rule went into effect, repurchases were on ave&®8% complete

This dramatic difference in repurchase completion suggests that the new disclosure
requirement had the desired effectrepurchase announcements today arere transparent and
reliable than they were before the SEC disclosure requirement. This paper also considers and

rejects alternatenterpretations of these results

8
Id.
® Jesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. 322R&B411, 1384
85
191d. at 137485



1. Background on Repurchases

A. Growing Use of Repurchases as Substitutes for Dividends

Stok repurchases were relatively rare until the 1980s, but have since gdoamatically
and today account for roughly half of cash distributions to shareholfte8hare repurchases grew
from $6.6 billion in 1980 to almost $200 billion in 2080 his increas in stock repurchases over
the last three decades was accompanied by a corresponding decline in dividend payouts as a share
of annual earnings, while aggregate payout levedse constant at 2628% of annual earnings.

The profile of corporations thaiay dividends larger, more profitable firms with more
constant return on assetsis the same as the profile of firms that distribute cash through
repurchases? They are, in fact, generally the same firmisetween 1980 and 2000, 87.9% of
repurchase expenditres came from firms that also paid divideridsin other words, corporations
that distributed cash to shareholders merely shifted their mode of distribution fpoedominantly

dividends to halflividends, half repurchases.

! SeeWilliam W. Bratton, The New Dividend Puzzle, 93 Geo. L.J. 845, 851, note 23 (2li05)Gustavo Grullon &

Roni Michaely, Dividends, Share Repurchases, and the Substitution Hypothesis, 57 J. Fin. 1649, 1549 (2002

12 Jesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323, 1341,
1326, note iting Gustavo Grullon & Roni Michaely, Dividends, Share Repurchases, and the Substitution Hypothesis, 57
J. Fin. 1649, 1649 (212)

¥ SeeWilliam W. Bratton, The New Dividend Puzzle, 93 Geo. L.J. 845, 851, not€8 22005)citing Gustavo Grullon

& Roni Michaely, Dividends, Share Repurchases, and the Substitution Hypothesis, 57 J. Fin. 1649, 1649, 16&6d(2002)
Murali Jagannathaet al., Financial Flexibility and the Choice Between Dividends and Stock Repurchases, 57 J. Fin.
Econ. 355, 356 (2000).

! SeeWilliam W. Bratton, The New Dividend Puzzle, 93 Geo. L.J. 845, 852, not&8 28005)citing Eugene Fama &

Kenneth R. French, iBappearing Dividends: Changing Firm Characteristics or Lower Propensity to Pay?, 60 J. Fin. Econ.
3, 6 (2001)and Gustavo Grullon & Roni Michaely, Dividends, Share Repurchases, and the Substitution Hypothesis, 57 J.
Fin. 1649, 1658 (2002).

> William W. Bratton, The New Dividend Puzzle, 93 Geo. L.J. 845, 852, notes 25 (&i€i6f)Gustavo Grullon & Roni
Michaely, Dividends, Share Repurchases, and the Substitution Hypothesis, 57 J. Fin. 1649, 1659 (2002).



Furthermore, the trend towardepurchases will likely accelerate. A recent survey of CFOs
suggests that ifirms that do not currently distributeash to shareholders begin thistribute cash,
two-thirds will do so exclusively through repurchas8s.

Scholars and commentators have shtitp explain the shift to repurchases in terms of
either benefits to investors or opportunistic behavior by managers that harms investors. As the
amount of cash channeled through repurchases increases, so does the potential harm to investors
and the needor regulatory scrutiny.

B. Possible Benefits of Repurchases to Shareholders/Investors

Themost common form of repurchasgs and te focus of this paper, is Opétarket
Repurchases (OMRs)n which a corporation uses a broker to purchase its own stockeiptiblic
market over an extended period of time. A corporation conducting an OMR essentially has a free
hand to anonymously buy as much or as little stock as it wants, when it wants, at markeprice.

Commentators have described four possible benefit®ObIRs: (1) tax advantages over
dividends (2) lower distribution costs than dividend8) supplying stock for employee incentive
compensation plansand (4) increasing liquidity. Of these four, the most significant driver of

repurchases is probably supplyg stock for employee incentive compensation plans.

16 SeeWilliam W. Bratton, The New Dividend PuzzI@3 Geo. L.J. 845, 852, note 29 (2005) citing Alon Brav et al.,
Payout Policy in the 21st Century-112 ( Nat 6 | Bureau of Econ Research, Working
J. Fin. Econ).

" SeeGustavo Grullon & David L. Ikenberry, What Do We Knéwout Stock Repurchases?, 13 J. Applied Corp. Fin.
31, 3334 (200) (reporting that OMRs accounted for over 90% of announcements and over 90% of the value of actual
repurchases between 1980 and 1999).

8 Regulation of OMRs is discussed below in part Il.c.



1. Tax Advantages of OMRs over Dividends

Historically, repurchases offered significant tax advantages over dividends, mainly because

longterm capital gains were taxed at advantageous rateklowever, the2003 dividend tax cut

dzy RSNJ ¢ KS wW2o6a YR DNRgGK ¢l E wldéquaizadd dvidedz y OAf A |
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somewhat advantageous because sharekaddvho sell are taxed only on gains above their basis in

the stock, whereas dividends are fully taxédRepurchases also better facilitate tax planning,

because shareholders can decide whether (and when) to sell depending on their particular

circumstancs, whereas dividends accrue to all shareholders regardless of theitaaring

preferences

A 7

9 YLIA NR O f
payoutpolicy decisions, possibly because many large sharehcddersix exempt?

2. Distribution Costs: OMRs vs. Dividends

OMRs may be more efficient than dividends for distributing smaltnecarring cash

GARSYyOS adza3asSaida GKFEG G E

flows to investor$® However, for larger and/or recurring cash flows, dividends are generally more

efficient?® Given the substantial size of repurchases, and their parity with dividends, it seems

unlikely that firms use repurchases primarily to distribute small-rerurring cash flows.

¥ SeeJesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323, 1336

38. See alsWilliam W. Bratton, The New Dividend Puzzle, 93 Geo. L.J. 845-8522005).
2 pyb. L. No. 1087, 117 Stat. 752 (2003).

L SeeJesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323, 1336

38. See alsdWilliam W. Bratton, The New Dividend Puzzle, 93 Geo. L.J. 845;8522005).

2 seeJesse M. Fried, Informed Trading and False Siggavith Open Market Repurchases, 93 Cal. L. Rev. 1323, 1337.

23

Id.
%t SeeWilliam W. Bratton, The New Dividend Puzzle, 93 Geo. L.J. 845-8522005). See alsdesse M. Fried,
Informed Trading and False Signaling with Open Market Repurchases, 93 Ralv.L1323, 13338.

% SeeJesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323, 1338.

26|d



3. OMRs and Employee Stock Option Plans

Unlike dividends, repurchases provide shdmsemployee incentive compensation
programs. A substantial portion of executive compensation comes in the form of stock options,
and many firms also use stock options to compensate lower ranking employees. Such
compensation is thought to reduce aggnoosts by tying compensation to the performance of the
firm, measured by the share price at the time the options vest.

There is strong empirical support for a link between stock repurchases and exercisable
employee optiong® Firms are more likely to amuince repurchases when executives have large
numbers of options outstanding and when employees have large numbers of options currently
exercisablé® The size of repurchases correlates with total employee options currently exercisable,
but is not related 6 executive optiond’ This suggests that firms calibrate the size and timing of
their repurchases to serve the needs of their incentive compensation progtams.

Instead of repurchasing existing shares, boards could issue new Shatesvever, issuing
new shares would dilute earnings per share, lower the value of each share, and therefore lower the
value of stock options held by employees and executi¥éaurthermore, some corporate charters
may require the board to obtain shareholder approval beforeifggmew shared? Such approval
may be desirable for corporate governance reasons, but would entail additional delay and

transaction costs.

" seeJesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. R&239323

note 41 citing Lucian Bebcuk & Jesse Fried, Pay without performance: The Unfulfilled Promise of Executive

Compensation 137 (2004).

®Seekat hl een M. Kahle, When a Buyback isnét a Buyback: Oper
Journal ofFinancial Economics 235 (2002).

#|d. at 238.

30@

d.

¥ seeJesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323, 1339.
#®SeeWi | | i am W. Bratton, AThe New Bivi dend Puzzle, 93 Geo. L

% SeeJesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323, 1339.



4. Liquidity
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the bid-ask spread, which lowers transaction costs for investors seeking to buy or sell thé>stock.
There is in fact empirical evidence that repurchases lower thebidspred.*®
C. Possible Harm to Investors: False Signaling and Bargain Repurchases
OMRs are not transparent because firms that announce repurchases do not commit
themselves to buy, they merely give themselves the option to buy. Until 2004, it was difficult to
ascetain the extent to which firms carried through on their repurchases, because firms were not
obligated to disclose any repurchase dateOne influential study estimated that within 3 years of
announcing a repurchase, 43 percent of firms repurchased felvares than their announced
targets, 10 percent of firms bought less than 5 percent of the number of shares announced, and a
significant number of firms did not repurchase any shares &t ailccording to another study, 27%
of announcing firms did not repchase any shares within four yedrs.
According to the falssignaling hypothesis, firms announce repurchases that they do not

intend to carry through because magers hope to exploit the pricgpike that typically follows a

*|d. at 133940.

% SeeDouglas O. Cook et al., On Timing and Execution of Open Market Repurchases, 17 Rev. Fin. Stud-863, 485

(2004).

*"In December of 2003, the SEC revised its disclosure rule. Under the new rule, coftpeariesly statements must

disclose the number of shares purchased each month, the average price per share, and the maximum number (or
approximate dollar value) ohares that may yet be purchased under the program. Purchases of Certain Equity Securities
by Issuer and Others, Exchange Act Release N&3335, 68 Fed. Rec. 64,952 (Nov. 17, 2003) available at
http://www.sec.gov/rules/final/38335.htm

% Clifford P. Stephens and Michael S. Weisbach, Actual Share Reacquisitions irNgmeet Repurchase Programs, 53

J. Fin. 313, 314 (1998). The sample of this study was the 944 open market repurchase programs announced from 1981 to
1990 inThe Wall Street Journal Indegxcluding the 995 announcements made during the fourth quarter of 188t

317.

% Uptal Bhattacharya and Amy Dittmar, Costless Versus Costly Signaling: Theory and Evidence (May 2004)

(Unpublished working paper), available at http://ssrn.com/absta@64®. The sample for this study was all 2,297 firms
announcing open market repurchases between 1985 and 1995
Acquisitions database, excluding announcements in the last quarter of 1987.

1C



repurchase announcemefif. Fdlowing repurchase announcements, studies report sterm

abnormal returns averaging three percefitRepurchase announcements generatgrize spike

because thenarketviewsrepurchase announcemesitassignas that announcindirms are

undervalued’? Sane scholars theorize that managers could exploit this price spike by announcing a
repurchase when the firm is overvalued and then dumping their shares shortly after the
announcement?® Although there is empirical evidence that could be interpreted to suphis
hypothesis, it seems unlikely, for reasons that will be discussed below.

Evidence consistent with the falsggnaling hypothesis comes from a study of OMR
announcements between 1993 and 1998 which found that managers who announced that they
were repurchasing stock because the stock was uratered, and who therefore might have been
attempting to boost the stock price, tended to manipulate earnings upward around the time of the
announcement” The study also found a shetérm price spike of appromiately 3%, followed by
negative mediurterm abnormal returns of almost 11%%.This suggests that the firms were
2POSNDI £ dzSR 4 GKS GAYS 2F (KS |yy2dzyO0OSYSy iz o6dzi

market and boosted the stock pri¢&.

“° SeeJese M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323, 1351
55.
* See e.g.David L. Ikenberry et al., Market Underreaction to Open Market Share Repurchases, 39 J. Fin. Econ. 181, 183
(1995); William W. Bratta |, AThe New Dividend Pu ziinh @ustavd Grulléhe&droni L. J . 845,
Michaely, The Information Content of Share Repurchase Programs (Nov. 2002) (unpublished working paper), at http://
ssrn.com/abstract=206328dDavid L. Ikenberry & Thed/ermaelen, The Option to Repurchase Stock, 25 Fin. Mgmt. 9,
17-18 (1996).
*2See, e.gDavid L. Ikenberry et al., Market Underreaction to Open Market Share Repurchases, 39 J. Fin. Econ. 181, 183
(1995); Murali Jagannathan & Clifford Stephens, 32 Fin. Mgit(2003). lkenberry and Jagannathan first describe the
traditional signaling hypothesis, and then posit refineme
undervaluation from other possible motivations for repurchase announcements.
a3 Seelesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1:323, 1352
53.
* See DeWai Chou & Jand&Ruang Philip Lin, False Signals from Opklarket Repurchase Announcements: Evidence
from Earnings Managementad Anal yst 6s Forecast Revisions (Nov. 20, 200
http://ssrn.com/abstract=471122
45

Id.
“% Although the market may be fooled in some instances, recent studies find that the market reacts less positively to
repurchase announcements that are Ikslylto signal undervaluationSeeMurali Jagannathan & Clifford Stephens, 32

11



There is also edence that, during market crashes, managers may announce repurchases
that they do not intend to carry out in order to reassure the market and stabilize (or boost) the
stock price’’ However, such marketrash repurchase announcements are generally vieasd
exceptional by both scholdfsand the SE.In fact, the SEC sought to encourage repurchases after
the October 1987 and September 2001 market crashes by relaxing isantpulation rules?’

The SEC viewed repurchases as a way to reassure investidicrestall a panic:

Fin. Mgmt. 71 (2003) (noting that #Ait is unlikelyr that a
basiso and finding trheatgrieientferde gnuuecnht mmoerpeu rfcahvaosreasb lay t han mc
abnormal returns averaging 3.4% for the first repurchase in five years falling to 2% for the spoociibse and 1.1% for

the third ; Kat hl een M. Kahl e, \@pea NMarket RBpurghbsesakd Emplayde Optians,B31 y b a ¢ k :
Journal of Financial Economics 235, 239 (2002) (noting that a repurchase initiated to provide stock for employee options
programs is less likely to signal undervaluation, and finding that the announcetoants@egatively related to nen

executive options outstanding).

But SeeDavid L. Ikenberry et al., Market Underreaction to Open Market Share Repurchases, 39 J. Fin. Econ. 181, 191

(1995) (finding a very similar shbterm market reaction to glamostocks and value stocks, at 3.36% and 3.56%

respectively).

There are r@sons to doubtrude pumpanddump stock price manipulation by managers. Insider trading is heavily

regulated and policed, and the penalties for violations are heavy. There is s&ravditence of managers personally

enriching themselves by manipulating the stock price through repurchase announcements. For an example of the indirect
evidence offered to support this argum&eeNikos Vafeas, Determinants of Choice Between DiffeRepurchase

Methods, 12 J. Acct. Auditing and Fin. 101, 112 Table 1(1997) (reporting a very slight decline in ins@enership

after open market repurchases; mean imsiaership fell from 15.7% to 15%).

*" See, e.g. Beverly Kracher & Robert R. Joban, Repurchase Announcements, Lies and False Signals, 16 J. Bus. Ethics

1677, 1678 (1997) (following the 1987 market crash, many companies announced large repurchases and then reassured

credit rating agencies that they did not intend to carry throughtlgthepurchases).

Repurchase announcements that occurred during the two weeks after the October 19, 1987 market crash generated positive
excess returns, and announcing firms outperformed the market over the forty days that followed the announcement day.

Elias Raad and H. K. Wu, Insider Trading Effects on Stock Returns Around@get Stock Repurchase

Announcements: An Empirical Study, 18 J. Fin. Res. 45, 47 (1995), mitiachJ.M. Netter and M.L. Mitchell, Stock

repurchase announcements and insidmsactions after the October 1987 stock market crash, Financial Management 18,

84-96 (1989).

“8 Many empirical studies exclude repurchase announcements made during the fourth quarter of 1987 because such
announcements are regarded as atypical and wsepative of normal repurchase activiBee e.q.Clifford P. Stephens

and Michael S. Weisbach, Actual Share Reacquisitions in-®zket Repurchase Programs, 53 J. Fin. 313, 317 (1998);

Uptal Bhattacharya and Amy Dittmar, Costless Versus Costly Signdlheory and Evidence (May 2004) (Unpublished

working paper), available at http://ssrn.com/abstract=250049; Elias Raad and H. K. Wu, Insider Trading Effects on Stock
Returns Around OpeMarket Stock Repurchase Announcements: An Empirical Study, 18.R€%. 45, 47 (1995).

9 SeeBeverly Kracher & Robert R. Johnson, Repurchase Announcements, Lies and False Signals, 16 J. Bus. Ethics 1677,
1679 (1997) (ADuring the stock market crash of 1987 SEC c
Under severe market conditions, the SEC felt it necessary
regulatory response by the SEC to the terrorist attacks on Adebichthe issuer repurchase relief make a difference?,
34RutgersL. 564, (2003) (AOn September 14, 2001 the SEC relaxed
that repurchased their own shares. 0) .

*Supra Note ___ (immediately above this one)

*1 Missy Piccioni, A regulatory response by the SEC to the terroriskkatan Americé Did the issuer repurchase relief

make a difference?, 34 Rutgers L.J. 564,-58% (2003)iting Chairman Harvery L. Pitt, U.S. Securities and Exchange
Commission, Testimony Concerning the Condition of the U.S. Financial Markets FollowiRgtkat Terrorist Attacks

12



The bargain repurchases hypothesis suggests thatcoompleted repurchase
announcements are functionally equivalent to bluffing in pakérey cast doubt on the meaning of
an action that would otherwise provide a clear signal to ogheln poker, a raised bet signals to the
other players that the betting player either believes he has a winning hand, or is trying to bluff
because his hand is weak. If other players misinterpret his actions, he can profit from their
miscalculations. Biilarly when managers announce a repurchase, the announcement either signals
that the company believes its stock is undervalued and will therefore seek to repurchase it at a
bargain price, or that the company is simply blowing smoke and will not compieteepurchase.
If the market cannot readily tell which repurchase announcements will be followed by actual
repurchases, then the market must discount the signal from repurchase announcements, leaving
the stock somewhat undervalued when the company adyualshes to repurchase stock.The
resulting bargain repurchases transfer value from shareholders who sell to shareholders who retain
their stock and to insiders who own stock options. Managers can increase their stake in the
company and indirectly capte insidertrading-like gains by simply holding onto their shares and
options >

Empircal support for market mispricingpmes from David Ikenberry et. al. wfaund
significant abnormal positive returns during the four yedtsrarepurchase announcemésnand
02y Of dZRSR GKFG GdGKS YIN]SG GNBFG&a NBLHZNOKFE&AS |y
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Before the Committee on Banking, Housing, and Urban Affairs, United States Senate (September 20, 2001), at
http://www.sec.gov/news/testiminy/092001tship.htm
2 SeeJesse M. Fried, Informed Trading and False Signaling with OpekeViRepurchases, 93 Cal. L. Rev. 1323, 1356

57 (2005).
%3 SeeJesse M. Fried, Informed Trading and False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323, 1344
47 (2005) . Fried refers to this bykgaiii nformed tradingo an

** David Ikenberry et. al., Market Underreaction to Open Market Share Repurchases, 39 J. Fin. Econ. 181, 183 (1995).
But SeeKonan Chan, et. al., Do Managers time the market? Evidence frammugiet share repurchases, flublished
Working Pape)(November 2005)(arguing that pseudo matket mi ng i s not fa viable explanat
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from Raad & Wu, who found that higher level oinsiderstock purchases in the month
immediately before a repurchase announcement, a biglercentage of insider ownership, and a
higher percent of shares outstanding authorized for repurchases all predhutgtersignificant
abnormal positive stock returnsithin 10 days after the repurchase announcemeht

At least one of theséheories of managerial opportunisseems to have resonated with the
Securities and Exchange Commission. In adopting their new repurchases disclosure requirement,
the SEC explained:

We believe information about how much common stock the issuer has repurchased is

important to investors. Studies have shown that the public announcement by an issuer of

a repurchase program is often followed by a rise in the issuer's stock price. Studies hav e
also shown that some issuers publicly announce repurchase programs, but do not

purchase any shares or purchase only a small portion of the publicly disclosed amount.

Thus, disclosure of an issuer's actual repurchases will inform investors whether, and to

what extent, the issuer had followed through on its original plan. Investors also will have

information regarding an issuer's repurchase activity in order to assess its possible

impact on the issuer's stock price, similar to periodic disclosure of issuer earnings and
dividend payouts. *°

D. Regulation
SEC regulations seekreducethe extent to which company insiders can profit at the expense
of other market participants from their insider access to fpublic information. Repurchases
create opportunitiedor abuse beause companiesananonymously repurchase their own share
on the open marketisingnon-publicly available information thatisrefel y i (2 GKS O2Y LI y

valuation SEC regulations of repurchases seakdnicethe potential for abuse, but bably fall

horizon stock return drift obseraneéDdWai Chos&Jgndreiang Philipp r epur c h
Lin, False Signals from OpearketRepu c has e Announcement s: Evidence from Earn
Forecast Revisions (Unpublished Working Paper) (Jan 6, 2004) availditip:Assrn.com/abstract=4711¢ghding no

evidence of the market underreaction phenomenon and negative abretomes in the three to twelve month period

following the repurchase announcement).

*° Elias Raad and H. K. Wu, Insider Trading Effects on Stock Returns Around \@gmdtet Stock Repurchase

Announcements: An Empiric&8tudy, 18 J. Fin. Res. 45 (1995eealsoNikos Vafeas, et. al., Earnings Management

Around Share Repurchases. (Unpublished Working Paper)(February 2003)(reporting evidence weakly consistent with the
hypothesis that preepurchase earnings are managed downward to induce shareholderattsug®br prices, while post

repurchase announcements prices are higher than expected as the earnings management is reversed).

%% purchases of Certain Equity Securities by Issuer and Others, Exchange Act Releas8385, 88 Fed. Rec. 64,952

(Nov. 17, D03) available at http://www.sec.gov/rules/finak8335.htm
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short of completely eliminating it. There are three elements to regulation of repurchases: (1)
insider trading liability under rule 16%; (2) antimanipulation rules and; (3) disclosure
requirements.

1. Insider Trading and Rule 18b

Rule 10K5 requires insiders including the firm and its officetsto refrain from trading in the
FANNVQA aKFNBa ¢gKAf S Aplblitigidmiaton eedaivig tieifvaldeY This S NA | f ¢
prohibition applies to stock repurchases. However, the bar for mdtekiai @ A& KAIKEZ az 7F.
Oy O2yRdzOG NBLIHZNDOKF &aSad 6KAES F6FNB 2F AyF2NXNI 0
valuable®” Furthermore, using insider information to refrain from trading (i.e., deciding not to
purchase shares) generally doeot trigger 10kb liability. 10B5 therefore leaves the door open for
companies to repurchase their own shares at advantageous prices.

2. Stock Manipulation and the 10b8 Safe Harbor

Under Section 9(a)(2) of the Securities and Exchange Act of 193#egakfor an individual or
corporation to conduct a series of transactions in a security to induce others to buy or sell the
security. A repurchase program would violate 9(a)(2) if it was conducted with the intent of driving
up the stock price and malgnt appear as if there is heavy demand for the stock.

However, SEC rule 148 provides repurchasing firms with a safe harbor if the firm: (1)
limits its daily open market purchases to 25% of the average daily trading volume of the previous
month; (2) dees not offer a price which exceeds the highest independent bid or the last
independent transactionfice, whichever is higher; (3pds not repurchase any shares at the start
or during the last half hour of trading; and @nducts all purchases on a givday through the

same brokerage firm.

5 1d. at 1343.
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Neither Section 9(a)(2) nor rule 18 apply to repurchase announcementthey only apply to
actual repurchases. The false signaling hypothesis postulates that firms seek to drive up the price of
their stock by annoucing repurchases they do not intend to complete. The bargain repurchases
hypothesis suggests that firms announce some repurchases they do not intend to complete in order
to confuse the market and minimize the price spike that follows repurchase annoumtgme
thereby facilitating repurchases at favorable prices. Such manipulation is not covered under
Section 9(a)(2)° Firms that announce repurchase targets protect themselves by indicating that
actual repurchases will depend on market conditidh@nnourting firms are not obligated to
repurchase any sharés.

3. Disclosure

All major U.S. stock exchanges require listed firms to announce board authorization of an
OMR program. However, at the time of announcement the firm does not have to disclose the
target (n dollars or shares) or the expiration date of the authorization.

The December 2003 SEC disclosure requirement that is the subject of this paper requires
firms to disclose the number of shares purchased each month, the average price per share, and the
maximum number (or approximate dollar value) of shares that may yet be purchased under the
repurchase program® These disclosures are made aftee-fact, in quarterly financial statements.
Such retroactive disclosures increase transparency in the langout recent repurchases and

future plans remain veiled.

%8 Although Kracher and Johnson argue that such manipulation should be covered under the gefratal antivision

Rule 10b5, which prohibits false or misleading statementsannection with the sale or purchase of security, the SEC

has not taken this viewSeeBeverly Kracher & Robert R. Johnson, Repurchase Announcements, Lies and False Signals,
16 J. Bus. Ethics 1677, 1680 (1997).

* SeeJesse M. Fried, Informed Tradiagd False Signaling with Open Market Repurchases, 93 Cal. L. Rev. 1323, 1341
(2005)

01d. at 134142

¢ SeePurchases of Certain Equity Securities by Issuer and Others, Exchange Act Releas8385, 88 Fed. Rec.

64,952 (Nov. 17, 2003) available at hitpww.sec.gov/rules/final/38335.htm
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Il Methods, Results & Discussion

Scholars and regulators became concerned that some repurchase programs might benefit
insiders at the expense of public investors because of the suspicious frequehayhigh firms
announcing repurchase programs failed to complete those repurchases. Repurchase non
completionisthought to bean observable indicatasf exploitive behaviors such as false signaling
and bargain repurchases that are difficult to measurediy. Previous studies suggest that before
the 2003 SEC disclosure requirement, as many as a quarter of firms announcing repurchases did not
repurchase asingleshate¢ KA a addzRée Sglfdzad 1S58 GKS STFFSOGADSY:
measuring whethemore stringent disclosure requirements since 2004 hacecased average
repurchase completion rates armait down on the proportion of announcing firms that repurchase
no shares or only a small percent of their announced target. Because this studycesdasure
the impact ofa regulation on repurchassompletion rates, itd necessary to both measure
completion rates after the regulation went into effect and tangpare those measurements to
completion rates before the regulation.

To measureompletionrates after the SEC disclosure requirement went into effect, this
study looks aB65 repurchases announced during 20Q#e first yearduring which the disclosure

requirement was in effeat and tracks actual repurchases for 20 months. This study is gtefir

its kind to use actual repurchase data from mandatory disclostr&efore the SEC disclosure

%2 See supra Section 1I.C.1 False signaling.

8 As of January 2004, publicly traded firms must disclose this information in SEC Fe@ritéth 2(e) and in Form 10

K item 5(c). As far as | am aware, no commercial daalt@mpiles and tracks thigenmatiord it had to be gathered by
searching 18Qs and 1€Ks on EDGAR and manually entering data into a spreadsheet.

In a few instances, monthly repurchases (in shares and dollars) were tracked based on another figure eocenpanie

required to disclose the number of shares (or the dollar value) remaining to be repurchased under the existing
authorization. Companies were assumed to have repurchased an amount equal to the decline in the remaining repurchase
authorization, takingnto account any new authorizations and/or cancellations of old authorizations.
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requirement went into effect, studies could either estimate repurch$esuse repurchase data
voluntarily supplied by companies (and thereby introduclkeston bias). This study is therefore
more accurate than previous studies. However, this improvement in accuracy comes at the price of
more complicated crosstudy comparison. A detailed description of the sample, data source,
analyses, and results tife original empirical portion of this study appsdrelow in subsections A
through D.

Completion rates before the disclosure requirement were reported in two previous
empirical studies, each of which examined repurchases announced ovetyadeperiod. The first
is a seminal study by Stephens and WeisB4ttat analyzed almost a thousand repurchases
announced between 1981 and 1990. The second is a more recent unpublished working paper by
Bhattacharya and Dittm&tthat examined over two thousand repurases announced between
1985 and 1995. Both studiesported substantially lowecompletion rates than found in this
study, suggesting that the SEC disclosure rule had the intended effect of making repurchase

announcements a more reliable indicator of a@twepurchases.

54 For a detailed discussion of the limitations of various methodstohating actual repurchaseseKathleen Kahle, et

al ., AMeasuring Shar e Rrgpaper)dAugust 28095 avdilableptu bl i shed wor k
http://ssrn.com/abstract=726284.

% Clifford P. Stephens and Michael S. Weisbach, Actual Share Reacquisitions isMapest Repurchase Programs, 53

J. Fin. 313, 314 (1998). The sample of this study was the 944 opketmepurchase programs announced from 1981 to

1990 inThe Wall Street Journal Indegxcluding the 995 announcements made during the fourth quarter of 198

317.

% Uptal Bhattacharya and Amy Dittmar, Costless Versus Costly Signaling: TheoBvatehce (May 2004)

(Unpublished working paper), available at http://ssrn.com/abstract=250049. The sample for this study was all 2,297 firms
announcing open market repurchases between 1985 dand 1995
Acquisitions database, excluding announcements in the last quarter of 1987.
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A. Sample and Data

The initial sample was drawn from the Securities Data Corporation Platinum Mergers and
Acquisitions database (SDC Platinum), which was used to identify publicly traded U.S. cdthpanies
announcing opemarket repurchasebetween January 1, 2004 and DecemBé&r 2004.There
were initially 510 repurchase announcements, which were pruned toir3@% final ample.

Thirty-eight of the repurchase announcements were excluded because they were not
actually announcements ofenv repurchase programs, but instead announced completion or other
updatesto existing repurchase programs\inety-one repurchaseannouncementsvere excluded
becausedata was missing the companmest10-Ks orl0-Qsfor the relevant time paod were not
avalable on EDGAR tre 10-Ks or 18Qs did not ontain the relevant disclosuresSixteen
repurchase announcements were excludegtause inclusion would create problems of double
counting becausghe repurchase announcement wése second repurchase announoent of a
companyalready in the sampleand theO 2 Y LJI- fiysBrépérchase was still being tracked at the
time of the second announcementThese exclusiorieft 365repurchase announcementis the

final sample.

®Listed on the NYSE, ASE, or NASDAQ.
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B. Descriptive Statistics
Of the365repurchases included in the sample, the first repurchase was announced by
Chattem Inc. (CHTT) on January 1, 2004; the last was annountémtildyac CorgMPAC) on
December 312004.A breakdown of the numbeand proportionof repurchase announcement

each monh appears below.

Table 1: Sample Composition Figure 1: Repurchases announced

Repurchase announcements each month
each month as a percent of total
sample

Month: Repurchases | % of total December Jaglfry February
January 13 3.6% November 8% ’ 10%
February 36 9.9% 6% March
March 23 6.3% October 6%
April 23 6.3% 79,
May 43 11.8% April
June 35 9.6% September 6%
July 40 11.0% 9%
August 43 11.8%
September 34 9.3%
October 24 6.6%
November 23 6.3%
December 28 7.7%
Total: 365 100.0%

The average target size announced W% of shares outstandirfy. This is in line with
previous studies reporting an average announced target of approxima{édg 6f total shres

outstanding®® The average dollar value of targeted shares was approximaidiillion. The

% SDC provided this data for 181 out of the 38purchases in the sampl&he median value was 5.6% of shares

outstanding; the maximum weé was38.1% and the minimum was 0.4%.

% See, e.g.David L. Ikenberry et al., Market Underreaction to Open Market Share Repurchases, 39 J. Fin. Econ. 181, 185
(1995) (reporting that publicly traded firms announcing OMRs between 1980 and 1990 soughtdbase, on average,

6.6% of outstanding shares); Clifford P. Stephens and Michael S. Weisbach, Actual Share Reacquisitionslarkepen
Repurchase Programs, 53 J. Fin. 313, 318 (1998) (reporting an average announced size of approximately 7&tadf firms t

shares outstanding, with a median of approximately 5% of total shares outstanding for repurchases between 1981 and
1990) ; Kat hl een M. Kahl e, When a Buyback isnd6t a Buyback:

2C



targeted values ranged from a minimum valuebdfmillion to a maximunof $15 billion. The
combined dollar value of all 365 repurchase targets was judeu188 billion.C2 NJ G KA & & (i dzR & ¢
sample, the size of the repurchase authorization had a very slight negative correlation with
repurchase completiof’ In other words, larger repurchase programs were completed slightly
more slowly than smaller repurchapeograms.
C. Measuring Repurchase Program Completfimares vs. Dollars

Repurchase announcements include a maximum authtiaa, sometimes called a target.
This target is eithea maximum number of shares that may be repurchased, or a maximum dollar
amount that may be spent on repurchas€sFor the sake of simplicity, this study measures all
repurchase announcements and actual repurchases in ddflavéeasuring in dollars avoids
complications from stock splits and facilitates comparison across companies

The unit of measurement can affect the reported percent completion when the stock price
at announcement is different from the price at which shares are actually repurchased. If the stock
price goes up after the announcement, and shares are repurchasztiigher price, then the
reported percent completion will be higher when repurchases are measured in dollars than when

they are measured in shares. On the other hand, if shares are repurchased at a lower price than the

Journal of Financial Econons@35, 245 (2002) (reporting an average announced target of 6.4% for repurchases

announced between January 1991and December 1996).

" The size of the repurchase authorization was correlated with percent completion at 12 months after the announcement.
With percent completiortruncated at 100%, the strengththe correlation wa€).039. The correlationwasstatistically

significant (P value for 2 tailedtest < 0.01).

" Onehundredandeighty of the 365epurchase announcements in the sample were dhjgiteominaed in shares,

while 185were originally denominated in dollars. When repurchase announcements are denominated in shares, SDC
automatically converts the target to a dollar value based on the closing stock price on the last full tradiog ety eri
announcement of the board's approval. Firmsé subsequent
of shares repurchased or in dollars spent, because firms must report both the number of shares repurchased each month and
the average price paid per share.

“Although the fAmaximum authorizationd is sometimes referre
relationship between the denomination of the maximum authorization (in either shares or dollars) and thefconduct
subsequent repurchase activity. Repurchase announcements generally include disclaimers that the amount of actual
repurchases will depend on market conditions (i.e., price, liquidity, etc.). Actual repurchases presumably take such factors
into accountwhether the repurchase target is denominated in dollars or in shares.
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price at announcement, then repatl percent completion will be lower when shares are measured
in dollars than when they are measured in shares.

For the sample used in this study, the use of dollars instead of shares did not significantly
affect the reported percentage completion of reghases’ Frms that announced repurchases in
shares paid an average a2&91per share.The average price at the time of the repurchase
announcement’ was $29.6® about 2% more. This difference between the mean repurchase price
and mean announcement @e was not statistically sigigéint ¢wo tailed Pvalue = 0.1k

D. Results an€Comparison with Previous Studies

1. Central Tendency: The disclosure rule increased repurchase completion rates

Since the 2003 SEC disclosure requirement, announced targetbbavme more reliable
indicators of actual repurchase$Vhereas before the disclosure rul) months after the
announcementrepurchasesvere on average 62.6% complete, after the disclosure rule went into
effect, repurchases were 80.3% completégure Zbelowillustrates that after the disclosure rule,
announced repurchases were completed more rapidly and to a greater extent. Thedeapicts

the average percent completion over time, before and after the disclosure rule.

" To the extent that there is a very small effect, reported repurchase completion will be slightly lower in this study than it
would have been had percent completion been measusédiies for firms that announced repurchase targets in shares.
Any bias to the data is therefore in a conservative direction; reversing the bias would yield even stronger results than
reported.

" The closing price on the last full day of trading beforeatheouncement, used by SDC to convert the announcement
from shares to dollars.
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