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Few topics generate as much debate as share repurchases. Skeptics of buybacks argue this

form of returning capital can be:

 

Done for the wrong reasons    —critics argue managements are too near-sighted when

they use buybacks to support share price, offset option dilution and share issuance,

or as the only way to boost quarterly earnings per share (EPS).

Mistimed—critics claim companies only repurchase their shares at high prices and

stop during market downturns.

Capital mismanagement—some investors believe excess cash should be reinvested for

growth, and that a company lacking investment opportunities is not worth investing

in.

Inferior to  dividends—share repurchases are viewed by some as low-commitment in

comparison to regular dividends, and that they can be considered less indicative of

a company’s expectations for consistent profitability.

 

While these buyback downsides exist, we believe it is unwise to paint all share

repurchase programs with so broad a negative brush.

 

In fact, we have found that shareholder yield, the ratio of the sum of dividends and

buybacks to market capitalization, has been among the best measures of relative value

over the past 10 years—a period during which many have claimed value investing is dead!

 

As seen in the chart below, stocks in the highest quintile of total shareholder yields

in the S&P 500 have outperformed the index by 300 basis points (bps) per year for the

last 10 years. The lowest shareholder yield quintile has underperformed by 342 bps. This

means the relative outperformance by the highest versus the lowest quintiles of

shareholder-yielding companies has been almost 650 bps annually—for a decade.

 

If we remove buybacks from the shareholder yield equation and only look at dividend

yield, we give up some return but still find that a higher dividend yield outperforms.

Returns for the highest quintile of dividend-yielding companies outpaced the S&P 500 and

the lowest quintile of dividend-yielding companies by 12 bps and 300 bps per year,

respectively. In this case, inserting share repurchases into the equation adds about 300

bps in annual return, and is far from valueless.

 

We believe shareholder yield is a more effective measure of value than price-to-earnings

o r price-to-book. The least expensive quintile of stocks based on these metrics has

underperformed the most expensive quintile in the last 10 years, while their

outperformance versus the S&P 500 Index benchmark has lagged behind shareholder yield as
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a value factor.

 

Attribution of S&P 500 Returns by Valuation Factor 

 

 

It’s also worth noting the relative outperformance by companies with zero or negative

dividend/shareholder yield. This can be attributed to stronger returns over this period

from growth sectors, such as technology, that typically hold a higher percentage of

companies that do not pay dividends or repurchase their shares, and sometimes issue

stock to finance growth.

 

Are the high returns to negative- and zero-yield stocks evidence that companies should

retain their earnings and reinvest for growth rather than buying back shares?

 

We would counter that reinvesting and returning capital to shareholders are not mutually

exclusive.

 

Well-run companies may allocate a percentage of their excess capital across internal

investments, share repurchases, dividends, debt reduction, M&A and other opportunities,

based on their strategic priorities and expected rates of return. Managements typically

want to deploy capital first toward the priority with the highest return on investment.

 

Share repurchases are not an all-or-nothing decision, but timing is everything. For

buybacks to create value for shareholders, the return on investment must exceed the cost

of capital. One of the benefits of share repurchases is that they can be lower-

commitment and more flexible than dividends. 

 

When timed competently, share repurchases can be a tool for management to

opportunistically take advantage of undervaluation in their share price. A large and

unexpected buyback may also send a positive signal to investors that management is

confident in future prospects and views their shares as undervalued.

 

Gaining Exposure to Shareholder Yield as a Value Factor
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The WisdomTree Quality U.S. Shareholder Yield Fund (QSY) recognizes that combining a

well-executed and opportunistic buyback with the consistency of a regular cash dividend

program can create value for shareholders.

 

QSY invests in mid- to large-market capitalization companies in the U.S. that exhibit

strong relative quality characteristics, and that return a significant amount of capital

to shareholders through share repurchases and dividends.

 

As a quantitative active strategy, QSY combines a methodical approach to ranking stocks

on their combined quality and shareholder yield scores with the added ability to apply

discretion where risks or opportunities to the quantitative model are present. We just

re-balanced this portfolio in December and think the characteristics may make this

basket particularly attractive.

 

In future blog posts, we will describe the process for combining quality metrics with

buybacks and dividends and how the stocks in QSY bought back, on average, 7% of their

shares over the last 12 months.

 

QSY may be a solution for investors seeking exposure to shareholder yield as a value

factor.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Funds

focusing their investments on certain sectors increase their vulnerability to any single

economic or regulatory development. This may result in greater share price volatility.

While the Fund is actively managed, the Fund’s investment process is expected to be

heavily dependent on quantitative models and the models may not perform as intended.

Please read the Fund’s prospectus for specific details regarding the Fund’s risk

profile.

For the top 10 holdings of WTV please visit the Fund's fund detail page at https://www.w

isdomtree.com/investments/etfs/equity/wtv

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.
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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 Repurchase : A transaction in which a company purchases its own shares from the

marketplace.

Buyback : When a company uses its own cash to purchase its own outstanding shares; may

positively impact the share price.

Option Dilution   : An increase in the number of diluted shares outstanding resulting

from the exercise of employee stock options.

Share Issuance   : A transaction in which a company sells its own shares to the

marketplace.

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.

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

Profitability metrics : financial identities and ratios that assess how effectively a

company is able generate revenue in excess of its expenses.

Market Capitalization   : Market cap = share prices x number of shares outstanding.

Firms with the highest values receive the highest weights in approaches designed to

weight firms by market cap.

Value : Characterized by lower price levels relative to fundamentals, such as earnings

or dividends. Prices are lower because investors are less certain of the performance of

these fundamentals in the future. This term is also related to the Value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Basis point : 1/100th of 1 percent.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

Price-to-book ratio   : Share price divided by book value per share. Lower numbers

indicate an ability to access greater amounts of earnings per dollar invested.

Return on Invested Capital (ROIC) : Measures the efficiency of invested capital and

how it relates to generated returns.

Capital expenditures   : Spending by a company typically made to enhance longer-term

productive capacity.
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