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Abstract

In this research paper, we examined the conditions of the recent development of share
buybacks in France, focusing on open-market repurchases. We showed that share buybacks
have become a common practice for the largest French companies, and found a positive
correlation between the relative amount spent on buyback programs and the long-run share
price performance, tending to suggest a positive impact of buybacks on shareholders’ value,
in conformity with corporate governance principles. However, we found that immediate effect
of buyback announcements is much smaller than in other countries, with an average abnormal
return of 0.32% only, which we found can be explained by the quasi-universal and optional
character of buyback programs announced in France, and by the ability of the market to make
distinctions between buyback announcements, according to their objective and context,

beyond the mechanically accretive impact of the operation.
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Introduction

Share buyback programs have been a common practice for a long time in the United
States and the United Kingdom, before being authorized in France in 1998. This technique,
promoted by the principle of shareholders’ value creation, has developed at a very high pace
in Anglo-Saxon economies, in a very flexible legislative framework on open market
interventions. With this dramatic development, the concept of shareholders’ value creation
has also developed in continental Europe, and several countries, including France and
Germany, have launched a debate on open market shares repurchases, many companies

expressing their will to buyback their own shares, for different reasons.

Before September 1998, the general principle applied in France was the prohibition of
shares buybacks, for the reason that a company should not be its own shareholder, with only a
few exceptions. That situation did not allow companies to launch buyback programs as part of
an efficient financial management policy. The 1976 Second Company Law Directive of the
EEC, which regulates the basics of corporate finance in Europe, has given a large flexibility to
European Member States in the legislation of capital markets, opening the possibility of share
buyback programs on European stock exchanges. In 1998, general debates launched in
France, Germany and other European companies have lead European countries to review their
legislation on share buybacks, and notably to declare the general principle of authorization. In
France, this principle has been set up by the 2 July 1998 Act and applied on 6 September 1998
by the Rules 98-02 and 98-03 of the French stock exchange watchdog, the COB
(“Commission des Opérations de Bourse™), now replaced by the AMF (““Autorité des Marchés

Financiers”). Since then, the general principle is now the authorization of shares buybacks.

In 1998, only a few large French companies, which had been lobbying for a general
authorization of share buybacks, have immediately launched buyback programs, e.g. allowing
them to unwind important cross-shareholdings. But this practice has become more and more
common among French companies, and a few large buyback programs have known important
media coverage, leading to the widespread feeling that French companies did not have
profitable investment projects any more, and that share buybacks was the only use of cash
they found in order to avoid destroying shareholder’s value. Whereas the primary role of

capital markets was initially the financing of companies by investment capabilities of public



investors, expected shareholder’s returns would be so high that they would restrain companies
from investing, thus forcing them to return always more cash to their shareholders.

Beyond this media coverage of the phenomenon, what is the statistical reality of
French buyback programs since their authorization in 19987 To what purpose are buyback

programs launched by French companies, and what is their impact on shareholders’ value?

Before studying the reality of buyback programs in France, we will first briefly review
in our first two sections the economic research on share buybacks, in order to establish the
different reasons, which could lead a public company to launch such a program on its own
shares, and to determine which market reaction should be expected following these buyback
announcements. We will see that, despite an average positive abnormal return following
announcements experienced by economic research, there are good and bad motivations, i.e.
some which can be value-creating for shareholders, but also some which can only hide a lack
of prospect for the company, trying to hide a deterioration of the profitability of the company,
or even others that can be value-destroying for shareholders, e.g. if they are used as takeover

deterrent.

As a first step of our empirical study on French buybacks, we will then analyze the
general evolution of share buybacks in France, in order to better apprehend this phenomenon
as a whole. We examine the evolution of the national legislation, from the prohibition to the
general authorization and the recent European harmonization policy, and compare it to other
legislations, in order to understand how this national legislation affects the development of
share buybacks in France, but also the market reaction to buyback announcements. We will
then consider an economic viewpoint, to apprehend the general evolution of buybacks,
focusing especially on their size, motivations, on the way companies communicate about
them and on the general market reaction to share buybacks. We show that share buybacks
have become a common practice for the largest market capitalizations, and that there is a
positive correlation between the relative amounts spent on share buyback programs and the
long-run performance of the stocks, tending to suggest a positive impact of buybacks on

shareholders’ value, in conformity with corporate governance principles.

Finally, our last section focuses on buyback announcements, in order to understand

their true motivation, the reaction of market participants and the impact of the buyback on



shareholder’s value. We will determine if an average positive abnormal return can be
experienced for French buybacks, which could be an indicator of the validity of these
programs. Our two most important results are derived from this event study: we show that the
particularly small abnormal return experienced in France may be explained by specificities of
French buyback announcements (quasi-universal and optional character of the mandatory
AMF filing), which tend to lower the signaling power of such announcements, and by the
ability of the market to make distinctions between buyback announcements, according to their

announced objective and context, beyond the mechanically accretive impact of the operation.



1- Motivations for share buyback programs

a. Share repurchases and dividends

Considered as an alternative way to dividends to return excess cash to shareholders,
share repurchases are essentially equivalent to dividends, if taxes and transaction costs are not
taken into account. Both should convey the same message, revealing to investors that the firm
has generated a sizeable cash flow. To illustrate this, DANN (1981) and VERMAELEN
(1981) have studied share price responses to share repurchase announcements. Focusing on
tender offers launched by companies on their own shares, they showed an average 16% return
on announcement date, much more than the reaction to significant dividend payout decisions.
For smaller repurchases, generally performed through open market repurchases, and thus at
market price and in the absence of any premium, they also found that the reaction, although of
a lower amplitude (at about 3%), was similar to the reaction to the initiation of a new
dividend. These results suggest that buyback and dividend payout announcements convey the
same message to investors: both indicate that the firm has generated a sizeable cash flow and

is able to distribute it to shareholders without placing itself in financial distress.

However, in the signaling theory, dividends increases and share repurchases cannot
substitute for each other. A dividend payout policy is considered as a long-term strategy,
which should indicate the managers’ confidence in their ability to generate profit on the
following years. Indeed, a dividend cut will be considered as a dramatic signal given to the
market that the management is not confident in the profitability of the company, since they
will not be able to maintain payout ratio (dividends paid / total earnings) to a similar level as
over the previous years. Thus an increase in dividend provides the market with an important
signal, since it is considered by the market as a “commitment” to pay a comparable dividend
over the following years, which requires a good certainty on free cash flow generation
through the company businesses. Alternatively, a share repurchase program will more often
be considered as a one-off action, a punctual way to return cash to shareholders, without any
indication given to the market that the company will distribute more cash in the future.
Therefore, the signaling theory would rather recommend share repurchases for a company
having temporary excess cash (for instance due to asset disposals, or unwinding of cross-

shareholdings), limiting the payment of higher dividends to companies knowing with a



sufficient certainty that their businesses will allow them to pay a higher dividend on a

recurring basis.

Finally, on tax efficiency purposes, we will see later that dividends and share
repurchases do not have the same effect for shareholders, since many national legislations
impose a higher tax rate to investors’ income (to which cash dividends belong) than to capital
gains, under which come gains realized after the sale of a share in a share repurchase
program. Then, for tax efficiency purposes, share repurchases can be an alternative to
dividends payment, although both operations do not convey the same signal to capital

markets.

b. Motivations guided by good corporate governance principles

Economic literature is abundant on managers’ motivations to launch buyback
programs. Most are aimed at shareholders’ value creation, justified by right corporate
governance principles. Those principles are those, which have lead national stock exchange
authorities to legalize share buyback programs, in order to leave more flexibility in the
financial management of the equity capital of public companies, and thus to make national
exchanges more competitive compared to others, in order to increase the attractiveness of

public quotation.

A first positive reason quoted for share repurchases aimed at shareholders’ value
creation is the distribution of excess cash to shareholders. A company should indeed not have
on its balance sheet a large amount of unused cash, largely exceeding the financing needs of
its ordinary business. Such a situation may incur following asset disposals, capital increases,
or through a large generation of free cash flow from operations. Shareholders’ value creation
principle implies that every currency unit invested in a company must be invested and earn a
return exceeding the weighted average cost of capital, so that the return obtained by
shareholders correspond to business risks. Agency theory explains that large amount of cash
should not be left to managers, in order to keep them out of making it easy, for example by
building empires with cash that should be paid back to shareholders, or by investing in value-
destroying projects, i.e. projects whose return is below the cost of capital, or simply if the

company is running out of value-adding investments. JENSEN (1986) has stressed the dark



side of financial slacks, resulting in agency conflicts: “The problem is how to motivate
managers to disgorge the cash rather than investing it below the cost of capital or wasting it in
organizational inefficiencies”. According to this theory, companies should always avoid
bearing cash surplus on their balance sheet, in order to discipline managers and avoid value-
destroying investments, and should even be indebted, in order to force the firm to pay out
cash, optimally leaving just enough cash to finance all positive-NPV projects. In a dynamic
and flexible market, investors should be able to reallocate distributed cash and make better
investment choices with it, diversifying their investments across businesses and countries,
while the company should stay focused on value-creating projects in its expertise areas,
instead of trying to grow always bigger, even if this growth means a destruction of value for

shareholders.

But, as we will see later, buyback announcements may also be negatively interpreted
by investors if they spread the feeling that a profitable and growing company is running out of
value-adding prospects. A share buyback program has to be proportionate, reasonable, and
accompanied by confident statements on planned investments, value-adding projects and
future earnings and cash flows, so that the market does not fear that the buyback may hide

difficulties to develop new profitable projects.

Thus, if a proportionate share buyback program is announced by a company known
for its good corporate governance, and motivated by the distribution of cash surplus to
shareholders, the market reaction to such an announcement should not be so strong, since it
would be considered as a normal action, part of a good corporate governance policy and not a
surprise for shareholders. A stronger reaction may arise when firms traditionally holding large
cash surplus on their balance sheet announce a share repurchase program for the first time. In
such a circumstance, the market often applies a discount, justified by an inefficient use of
funds invested by shareholders. The announcement, generally expected by analysts and
investors (in the form of extraordinary dividend or share buyback), can induce a re-rating of
the stock, and thus an important rise of the share price, far beyond the strictly mechanical
accretive effect of repurchasing stocks and reducing the number of outstanding shares. Thus,
we should expect a much stronger positive market reaction at announcements made by
companies where managers’ and shareholders’ interests are less aligned, or where investors

express skepticism on investment decisions made by managers.



The opportunity of such a buyback to return excess cash to shareholders is even more
justified in periods of low interest rates, when keeping cash at bank does not yield a sufficient
return to companies. Share repurchases are then an accretive action for the company, resulting

from the difference in returns of cash at bank and company’s investments.

Another main quoted reason, developed as an important part of the signaling theory, is
the undervaluation of the company’s shares, compared to inside valuation made by managers.
Due to asymmetric availability of information, managers have a better knowledge of the true
value of the company’s shares, and if they act in line with shareholders’ interests, they should
make efforts to maximize shareholders’ value, and thus the company should repurchase its
own shares on the market if and only if they estimate the true value of the share exceeds its

prevailing market value.

Studies made on open market share repurchases announcements in the USA have
shown that such announcements are often an appropriate and efficient way of signaling such
an undervaluation to the market. Indeed, it can seem obvious that managers have a better
knowledge of the true value of the equity claims of their company than outsiders. But it is
more difficult to convince the market that this true value is not reflected by the market
without giving it private information on strategic actions planned by the company. According
to the hypothesis of semi-strong market efficiency, only the public disclosure of new
information can affect the price of an asset, and consequently managers could not make their
stock price increase without making new information public. A straight claim that the stock is
undervalued shall not convince market agents of an undervaluation. But if the company’s
managers are aligned with shareholders’ interests, the company should not buy any of its own
shares if they were not undervalued, i.e. if it bought them at a lower price than its true value.
Otherwise, if they repurchase overvalued stocks, managers anticipate a decline in the share
price to the intrinsic value, and thus expect a loss from such a transaction. By the way,
through public announcement of the buyback program, it can also help placing a stock
neglected (or forgotten) by investors in the limelight, making it more popular and increasing
its trading volume. Thus, if managers act following good corporate governance principles,
share repurchases should give a strong signal to the market, and be followed by an increase in

the stock price.
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Finally, share buybacks might be aimed at an optimization of a company’s capital
structure. Although the question of the existence of an optimal capital structure still does not
make a clear consensus among economists, most of them tend to conclude that such an
optimal capital structure does not exist, because the size of a cake does not depend on the way
it is cut. But if it is unclear, whether one can “optimize” a capital structure, an important share
buyback may significantly increase the company’s gearing (i.e. its debt-to-equity ratio), thus
resulting in an important wealth transfer from debt holders to shareholders, making debt much

more important and less secure.

In order to avoid such a wealth transfer, most European countries, including France,
have limited to 10% the maximum proportion of its total shares that a company can
repurchase on the market over a certain period of time (generally fixed at 18 months). The
number of shares cancellable is also often limited, thus reducing the possibilities to reduce
capital and increase the gearing. This only allows companies to make small adjustments
(“fine-tuning”) to their capital structure, for instance in order to avoid dilutive effect of new
small share issues reserved to employees for instance, or of securities giving access to capital
(e.g. convertible bonds, or stock options incentive plans). Following such an operation, a
share buyback may allow a company to leave its number of shares unchanged, to avoid a
decrease in earnings per share, or maintain a reference shareholder at a certain level of its

capital, for instance at majority or one third of capital.

As a consequence, we should expect moderate or marginal buybacks by companies
with significant employee stock options incentive plans, in order to avoid dilutive effect of
these plans. Such buybacks, aimed at marginally optimizing a firm’s capital structure, do not
provide any new information on the company’s prospects, and aimed at leaving the capital

structure unchanged, should not result in high reaction of the share price at announcement.

¢. Other motivations justifying a share buyback

Share repurchases have proved to be a powerful arm to fend off a takeover attempt.
Reducing the number of free floating shares, a share buyback can make it more difficult for a

raider to obtain a majority of shares on the market. BAGWELL (1991) has examined their use
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as a takeover deterrent, and showed that the cost of a takeover tend to be greater for the
acquirer “if the target company distributes cash through share repurchase rather than if it
chooses either to pay cash dividend or to do nothing”. Such a relation between the takeover
cost and share repurchases is not obvious, since a cash distribution reduces both the cost of
the takeover, but also its benefits by the same amount, since the company has reduced its cash
at bank. The reason is due to the heterogeneity of valuation estimates among shareholders,
which will segregate shareholders in the event of a share buyback. BAGWELL showed that
shareholders willing to tender their shares through share repurchases are generally those with
the lowest valuation estimates on the share, thus leaving the company with a pool of
shareholders with higher valuation estimates, which consequently increases the takeover cost.
If her model was primarily based on the assumption of a proactive share buyback, when
managers fear a possible takeover, the first-mover advantage does not seem vital for this
strategy. BAGWELL showed indeed that share repurchases can also constitute an efficient
defensive action in response to a takeover bid, if the management succeeds in repurchasing
shares of investors with low valuations estimates before they tender their shares to the raider.
They do not need to buy back half of the capital to fend off the takeover, it is sufficient that
the median shareholder (on the demand curve for shares modeled by BAGWELL) has a

valuation estimate sufficiently high, so that the takeover price is not profitable.

However, if the interest of reducing floating shares and leaving the raider face
shareholders with higher valuation estimates seems logic, legislations limiting the maximum
number of shares bought back through open market transactions to 10% of total shares reduce
the probability of such a strategy succeeding in fending off a takeover. And the length of the
process of a public tender offer on own shares generally makes it inappropriate in anti-raid
defenses. But even if restricted to 10% of total shares, a share repurchase may still constitute
one part of a whole defensive strategy decided by the incumbent management, and make it

more difficult for a raider to gain a majority of the company’s capital.

A share repurchase motivated by takeover deterrence does not contribute to
shareholder’s value creation, since takeover bids generally allow shareholders to get a higher
value by tendering their shares to the raider, thanks to the control premium offered.
Consequently, share repurchases announced as a defensive action against a takeover bid

should not be welcome by the market, which will see them as a source of value destruction.
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The same reasoning should cancel all positive effects of buyback announcements if investors

believe a share buyback is aimed at fending off a takeover bid.

Finally, in the absence of any of the previously quoted motivations, share buybacks
can also be conducted in order to serve the interests of certain shareholders. Managers might
indeed choose share repurchases in situations where they have interest in increasing or
diluting holdings of those shareholders, to whom they can belong. An important shareholder
not tendering his shares to the buyback would see its control on the company increased,
thanks to the dilution effect on shareholders tendering their shares. Thus, this could be a mean
of gaining “passively” more control over the company, i.e. without having to acquire more

shares or to launch a public offer on the whole capital.

Since such a buyback would not reveal any information on the company’s future cash
flows, it would have no significant impact on the value of the share, or maybe even a negative
impact, given the effective cost of such a buyback (transaction costs, potential loss on the

transaction...).

We have thus seen that there are several different motivations for managers to
announce a share buyback program. Some of them are clearly dictated by good corporate
governance principles, such as the signaling of an undervaluation of the stock, the distribution
of excess cash or small adjustments to the capital structure to avoid dilution effect of
employee incentive plans. We should thus expect a positive market reaction to their
announcement, since they are directly or indirectly aimed at enhancing shareholders’ value
creation. In these situations, share repurchases are an efficient way to achieve their goal, and
are an especially strong signal of the managers’ confidence in the future cash flows of the
company, if they are well calibrated, in order to leave the company just enough cash to invest
in value-adding projects, without compromising its future. It is indeed important that the
market interprets them as parts of good corporate governance policy, and not as signs of a

lack of profitable prospects.

But in other cases, these buybacks can also have negative impact if they are not aimed

at enhancing shareholders’ value creation, for instance if they are used as takeover deterrent,
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or to facilitate control gain for incumbent large shareholders or managers. Thus, according to
corporate finance theory, there is no systematic reaction to share repurchase announcements,
and reactions depend on the managers’ intentions and on investors’ interpretation and beliefs
on these intentions. We will see in the following sections that empirical studies made in many

countries confirm these theories, before analyzing French buybacks announcements.
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2- Empirical studies made on buyback announcements

a. Open market repurchases vs. tender offers

National legislations generally offer two possibilities for companies to conduct a share
buyback: open market repurchases and tender offer on their own shares (called “OPRA”, for
“Offre Publique de Rachat d’Actions” in France, similarly to the well-known “OPA” and
“OPE” for public offers on other companies’ shares). The purpose of this section is not to go
into detail on national legislations, which will be tackled by the next section. But in countries
offering these two possibilities, tender offers are generally more complex and longer to
implement than open market repurchases. Indeed, in countries where open market share
buybacks are limited to 10% of the company’s outstanding shares, the tender offer provides
companies with an opportunity to repurchase a larger part of their capital. But this larger
freedom has to be regulated by stricter legal obligations, in order to give all shareholders
accurate and comprehensive information on the company and the opportunity to all tender
their shares and take advantage of the premium generally offered by the company. In France
for instance, due to a specially strong care about the equal treatment of shareholders, tender
offers on own shares were authorized under certain conditions before the general
authorization of open market repurchases, but the regulation was so strict, in order to protect
all debt holders and shareholders, that the process could last over an average of 110 days
(more details in the next section, on regulations), making share repurchases an exceptional
action in a company’s life, only punctual and inadequate for the day-to-day management of a
company’s capital. Now, tender offers have been simplified and shortened, but are still a
complex and long process, due to the special care required to protect incumbent debt holders

and give equal treatment to all shareholders.

Much economic literature has studied the impact of share repurchase announcements
on the share price of a company. Empirical literature is particularly abundant on US markets,
where share buybacks have been a common financial management operation for a long time.
Perceived as a good corporate governance action, share buyback announcements should be
immediately followed by a positive reaction of the share price, if the market considers the
announcement as credible. But since they are not employed in the same circumstances, tender
offers made by companies on their own shares and open market share repurchases have

different impacts on the share price.
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Empirical studies based on abnormal returns have showed that although
announcements of both types of share buybacks were followed in average by significant
positive abnormal return, stock price reactions to tender offers are on average at least twice as
large as reactions to open market repurchases. DANN (1981) and VERMAELEN (1981), in
their study of share price responses to share repurchase announcements, have focused on
tender offers launched on US markets by companies on their own shares, during which an
average of 15% of companies’ shares have been repurchased, the results of their study showed
an average 16% return on announcement date, much more than the reaction to significant
dividend payout decisions. This is mostly due to the premium offered by the company over
the prevailing share price, which was in average of 22%. For smaller repurchases, generally
performed through open market repurchases, and thus at market price and in the absence of
any premium, they also found a reaction similar to the reaction to the initiation of a new
dividend, but of a much lower amplitude (3.7% for VERMAELEN). These results suggest
that buyback and dividend payout announcements convey the same message to investors: both
indicate that the firm has generated a sizeable cash flow and is able to distribute it to
shareholders without placing itself in financial distress. In addition, they suggest that reactions
to buyback announcements are positive (in average) and increasing with the size of the

fraction of shares repurchased.

COMMENT and JARRELL (1991) have compared the relative signaling powers of
three forms of share repurchases: Dutch-auction and fixed-price self-tender offers, and open
market repurchases. In a traditional fixed-price self-tender offer, a fixed price is specified, as
well as the number of shares sought and the expiration date. The fixed offer price should give
the market a signal on the extent of the share price undervaluation. In Dutch-auction offers,
the number of shares is also specified, but instead of a single price, the offer specifies a range
of prices, within which each tendering shareholder chooses his or her minimum acceptable
selling price. In this auction-like process, the final offer price is the minimum price fetching
the number of shares sought. The minimum offer price is generally fixed at a few percent over
the market price prevailing before announcement of the offer, thus allowing owner-managers
to guarantee a lower price than through fixed-price offers. Consequently, the signal sent to
shareholders appears less credible, especially since Dutch-auctions offers are less informative
than fixed-price offers, in the absence of a precise estimate of share price undervaluation by

inside managers. But, in comparison, if open market share repurchases are considered as
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excellent vehicles of returning cash to shareholders, they do not seem to be the most effective
way of signaling a share price undervaluation, since they are spread over several months, if
not years. The empirical study showed that fixed-price self-tender offers result in an average
excess return of 11.9%, compared with under 7.7% for Dutch auctions, while open market
repurchase programs induce an average excess return of only 2.3%. But restricting the sample
of companies choosing open market repurchases to those offering to repurchase more than
20% of shares, the excess return following announcement reaches 6%, thus almost in-line
with Dutch-auction offers of comparable fractional size. This result shows that large open
market share repurchases, without offering any premium paid on prevailing share price, can
signal stock undervaluation almost as effectively as Dutch-auction tender offers. More
generally, they confirmed that, if managers do not tender their stocks and in absence of any
takeover threat, “the effectiveness of a repurchase as a signal would be greater i) the greater
the stockholdings of inside managers, ii) the greater the offer’s premium over the pre-offer

market price, and iii) the greater the fraction of outstanding stock sought in the offer”.

b. Empirical studies on reactions to open market repurchase announcements

in other countries

If studies quoted so far have showed a much smaller reaction to open market
repurchase announcements than to self-tender offer announcements, much empirical studies
have also focused on the signaling power of open market share repurchases, and on their

general impact on shar