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Invest in companies that invest in themselves

S&P 500 Index companies spent a record $349 billion on buybacks in 2005, up from
$197 billion in 2004 and $131 billion in 2003. The 2005 buybacks represented about
3.1% of the index’s market capitalization, the highest percentage in at least 15 years.
Spending on buybacks rose sharply in each of the last three years, after two years of
declines. Despite the 77% increase in spending on buybacks in 2005, the average
number of shares for S&P 500 companies rose 1.8%. Why the increase?

Because over time, companies tend to issue more stock than they buy back. While
corporate cash balances remain at historically high levels, many companies continue
to issue stock to fund acquisitions or cover expenses, especially those related to
expansion. Companies also issue shares for stock-based compensation plans.
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Small and medium-size companies are less likely to repurchase shares than large
companies, as illustrated by the above chart. But in recent quarters, even smaller
companies have gotten in on the action. About 30% of the roughly 5,000 stocks in the
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expects higher earnings going forward. Studies show that stocks announcing buybacks
tend to outperform the market in the short run. But not every company that buys back
shares represents an attractive investment, particularly for investors looking ahead a
year or more. Here are two potential trouble spots with buyback stocks:

Growth concerns: Some companies repurchase stock to divert attention away from
slowing profit growth. Buybacks reduce the number of shares with a claim on each
dollar of net income, potentially causing per-share earnings to rise at a faster rate than
operating profits. To avoid such traps, consider a company’s growth rate for total sales
and profits, not just per share results.

All talk, no action: Not all companies that announce buybacks actually repurchase
the stock. Other companies make tiny purchases that have little practical effect.
Investors should not take companies at their word. Instead, consider whether the
company has a history of buybacks, and whether it generates enough cash to keep
repurchasing stock.
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