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The Other Bubble: BUYBACKS

Buyback Bubble
Earnings forecasts continue to fall but few seem to truly care. Why?

There are a number of reasons, but one is that investors anticipate that  cash rich corporations  will continue
their stock repurchase programs and likely soon accelerate them as stocks show any sign of weakness.
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Since September 2011 earnings have been stagnant - when a multitude of indicators (macro and market)
began to decouple from stocks . Only recently have earnings forecasts finally started to be taken down
significantly.

What the public doesn't generally appreciate is that flat earnings have been hiding the degree to which
corporate stock repurchase programs have been hiding the steadily degrading earnings.

S&P 500 Quarterly Earnings
(Adjusted for buybacks)
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S&P 500 Quarterly Earnings
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What we have had is a stealth buyback bubble occurring , with little public recognition of it.

Money is Cheap - Corporations Borrow ing a Boat Load

It is no secret that with money so cheap, corporation shave been borrowing a boatload of it through bond
offerings. By historical measures they have loaded up on cash.

Exhibit 1: S&P 500 cash/assets is 10.8% after reaching all-time highs of 11.2%
as of January 10, 2013
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But W hat to do with it???

However, corporations don't seem to know what to do with  all this cheap cash ? Nor do the banks either, who
can'tfind lenders with sufficient quality collateral to lend it to.
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No Top Line Investment

Corporations simply can't find new internal investments that merit the investment risk. Organic growth
potential is shrinking and as a consequence Capital Expenditures have collapsed by any historical measures.

Capital Spending Falls Sharply

U.S. Capital Formation (Net), % GDP
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Source: OECD Quarterly National Accounts, Bureau of Economic Analysis ~ As of 6/30/12

This has resulted in ~ continues employm ent cuts with no new hi ring and limited Research & Developm ent
expenditures  (in addition to CAPEX reductons) .
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Shrinking EBIT Cash Growth

G4 non-financial corporate
capex and cash flow as % of GDP

% of GDP, G4 includes the US, the UK, the Euro area and Japan. Last
observation as of Q4 2012.
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Dividends a Big Investor  Attraction Today’s equity premium has reached a historic high

Percentage annualized

Corporations have quickly realized that yield hungry
investors are willing to pay -up for dividend stock

As a consequence corporations have readily used

their cash to offer excessively rich dividends. 4
The ERP (Equity Risk Premiums) have become d
obscenely attractive for stock investors (shown to

the right). 2
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Sources: Authors’ calculations; Barclays; Deutsche Bank; Duke/CFO Business Outiook survey;

Federal Reserve Board; Federal Reserve Bank of New York; Goldman Sachs; J.P. Morgan;

Nomura; the Center for Research in Security Prices; Federal Reserve Economic Data;

Thomson Reuters; the websites of NYU's Aswath Damodaran; Dartmouth’s Kenneth French,

University of Lausanne’s Amit Goyal, University of California at Berkeley's Martin Lettau,

Yale’s Robert Shiller.
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Over the last few weeks however, due to  the bond market scare , this has challenged the ERP differential.

Exhibit 3: Stocks Have Recently Lost a Big Advantage
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As a Zero Hedge analysis  recently identified

While it should be no surprise to anyone that buybacks have been a major support of the market for

the last few years (as we explicitly showed here and here in terms of earnings manipulation

and here in terms of ill __-timing ), the following  chart may give some pause for thought as to whether

that is now a good thing or not. Not only is the credit market 'atlas' starting to shrug at its own

‘frothiness', asitis used  -and-abused by every poor -performing company to borrow -and -lever give -
backs t o shareholders, but the amount of ‘outperformance’ of the Buyback 'achievers'

index (A gauge of companies that repurchased at least 5% of their shares in the previous 12

months) over the market is eerily similar now to the size of the outperformance at the top in
2007 ...
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What Will Corporations Do?
We can expect corporations to soon do two things:
1. ACCELERATE their buyback programs on any stock price weakness

2. ACCELERATE M&A programs in the crushed Emerging Markets , where assets are now 'on sale'. This
will help alleviate the deepening top line growth problem s that corporate boards are grappling with
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Gordon T Long is not a registered advisor and does not give investment advice. His comments are an expression of opinion only and should
not be construed in any manner whatsoever as recommendations to buy or sell a stock, option, future, bond, commodity or any other
financial instrument at any time. While he believes his statements to be true, they always depend on the reliability of his own credible
sources. Of course, he recommends that you consult with a qualified investment advisor, one licensed by appropriate regulatory agencies in
your legal jurisdiction, before making any investment decisions, and barring that you are encouraged to confirm the facts on your own before
making important investment commitments.
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guarantee its accuracy. None of the information, advertisements, website links, or any opinions expressed constitutes a solicitation of the
purchase or sale of any securities or commodities. Please note that Mr. Long may already have invested or may from time to time invest in
securities that are recommended or otherwise covered on this website. Mr. Long does not intend to disclose the extent of any current
holdings or future transactions with respect to any particular security. You should consider this possibility before investing in any security
based upon statements and information contained in any report, post, comment or suggestions you receive from him.
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