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Danger Zone: Value Destroying Buybacks
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life.

In theory, share buybacks are an efficient mechanism for companies to return cash to shareholders when they
believe the stock is undervalued and have more cash than profitable investment opportunities.

In practice, companies often buyback shares when their stock is at the highest point, and they sometimes pass
up profitable investments or even go into debt to do the buybacks. The timing of buybacks can also be
influenced more by when executives exercise their stock options than fundamental opportunity.

The issue comes primarily from the poor executive compensation practices in place throughout most of
corporate America. Executives are consistently incentivized to hit targets related to non-GAAP EPS and other
metrics that are easily manipulated and have little connection to long-term shareholder value.

There’s a much better way to incentivize the right kind of behavior from executives. Return on invested capital
(RQOIC) has a proven link to shareholder value' and cannot be manipulated or gamed in the same way. That's
why we’ve created a specific model portfolio of companies that link executive compensation to ROIC.

Relatively few companies tie executive compensation to ROIC. Here’s why:

1. ROIC is difficult to accurately calculate in way that is comparable across companies, so few
shareholders can use it reliably.

2. ROIC targets are much more difficult to hit than other, easily manipulated metrics. Executives would
rather have the malleable non-GAAP EPS performance targets because they can always fudge the
numbers or buyback a bunch of shares towards the end of the year if it looks like they're going to come
up short.

3. Compensation committees, which should be holding executives to a higher standard, often lack the
independence, expertise, or engagement necessary to protect shareholder’s interests. They're too often
willing to go along with whatever top executives suggest.

Barring a drastic overhaul in corporate pay practices, companies will continue to destroy value via share
buyback. Below, we present examples of good and bad buyback programs, and how executive compensation
practices have impacted each.

Example of A Bad Buyback: CBS Corp (CBS)

CBS Corp (CBS: $57/share) has been one of the most prolific companies in terms of buying back stock in recent
years. As Figure 1 shows, the broadcaster has bought back 179 million shares (over 30% of the company) since
2014. The table also shows that all these buybacks have delivered meager gains to shareholders.

Figure 1: CBS Share Buybacks Since 2014

Shares Average Total % Return
Repurchased Purchase Buyback (to current
(mm) Price ($bb) price of $57.17)
2014 60.3 $59.88 $3.6 -5%
2015 51.7 $54.18 $2.8 6%
2016 54.3 $55.15 $3.0 4%
2017 (through Q3) 16.2 $64.70 $1.1 -12%
Cumulative/Total 182.5 $57.29 $10.5 0%

Sources: New Constructs, LLC and company filings.

' Ernst & Young’s recent white paper, “Gettin% ROIC Ri %ht”, proves the superiority of our research and analytics.
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The company has strongly signaled that buying back shares is now its primary aim. “Capital returns will continue
to be our focus and our top priority going forward,” COO Joseph R. lanniello told investors in the company’s
1Q14 conference call.

With capital return being a top priority, one would think CBS would at least buyback shares efficiently. Figure 1
shows that is not the case. Instead, the company has bought back a higher volume of shares when the stock is
more expensive and bought back fewer when the stock is cheap (as it was in 2015).

Opportunity Cost of the Buyback

CBS has earned an average ROIC of just 5% over the past three years. However, that still handily beats out the
0% gain the company has earned on the 183 million shares it's bought since 2014. Moreover, CBS’ ROIC had
grown in four consecutive years prior to it ramping up its buyback program in 2014.

It would be one thing if there were no investment opportunities available in the broadcasting/publishing fields in
which CBS operates, but we know that’s not true. CBS could be investing more heavily in new content or live
sports rights to drive immediate profitability. Long-term, it could take strategic steps such as building out a bigger
streaming platform.

Since the beginning of 2014, CBS has decreased its invested capital from $44.6 billion to $38.7 billion. Compare
this divestment with Walt Disney (DIS), which has increased its invested capital from $73.2 billion to $86.9 billion
going back to 2014, while improving ROIC from 10% to 11.4%. Disney has also engaged in limited share
buybacks, but buybacks have not stopped it from investing in profitable growth opportunities.

Overall, the companies that CBS lists as its peer group? have increased their invested capital by 9% since the
start of 2014. On a cap-weighted basis, these stocks are up an average of 27% since that date, while CBS has
fallen by 9%.

Compensation Plan Misaligns Executives’ Incentives

Part of the issue for CBS and its shareholders is that the company’s executive compensation practices have
incentivized the wrong sort of behavior. We can see several examples:

e Short-term bonuses are determined in part by Adjusted EPS, which the company can boost through
buybacks that decrease the total share count

e The company directly rewards executives for buying back shares

e Part of long-term awards are tied to free cash flow, which in theory can be a good metric to target, but in
practice for CBS has led to decreased investment (and even divestiture) to keep free cash flow higher

e CBS executives have timed the heaviest buybacks around the execution of their stock options. The
company bought back the most stock in 2014 when its executives executed 10.6 million options.
Meanwhile both buybacks and option executes decreased in 2015 and 2016.

Compare CBS’ compensation practices to Disney’s, where the company links a significant portion of annual
bonuses to ROIC targets. Disney’s compensation structure incentivizes executives to look for ROIC-enhancing
investment opportunities rather than just plowing all available cash into buybacks.

Positive Example: Lear Corp (LEA)

Lear Corp (LEA) began buying back shares heavily in 2013, when the stock was trading in the mid-50’s per
share. Since the start of 2013, Lear has retired over 30 million shares (39% of outstanding shares) with a net
spend of $2.9 billion at an average price of $90.74/share. With the stock at $174/share today, Lear has earned a
roughly 92% return on its investment in its own shares.

Buybacks have not stopped Lear from investing in its business either. Since the start of 2013 Lear has increased
its invested capital by over 70%, from $4.2 billion to $7.2 billion while maintaining an ROIC well above industry-
average.

2 Discover Communications (DISCA), Time Warner (TWX), Twenty-First Century Fox (FOXA), Viacom (VIAB), Disney (DIS) and Comcast
(CMSCA) per CBS’s most recent proxy statement.
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Lear’s strong ROIC and disciplined buyback strategy makes sense, as 2/3 of long-term executive bonuses are
tied to ROIC. By incentivizing efficient capital allocation, the board ensures that executives invest in profitable
business opportunities where available and return capital to investors when shares trade at a discount.

The combination of buying back shares and profitable investment has helped Lear increase its stock price by
275% since the start of 2013.

Current Buyback Red Flag: T-Mobile (TMUS)

Wireless carrier T-Mobile (TMUS) recently announced its first ever buyback program, a $1.5 billion authorization
that accounts for 8% of open market shares at the current price (64% of TMUS is held by Deutsche Telecom).
The announcement came after the collapse of merger talks with rival Sprint (S).

The buyback plan comes at a bad time, as TMUS has had no shortage of profitable investment opportunities in
recent years. Since 2014, the company has increased its invested capital by 25% while improving its ROIC from
2% to 5%. Over the past twelve months, TMUS has generated positive economic earnings for the first time since
2013.

Despite its improvement in profitability, TMUS does not have a great deal of cash to spend on buybacks. Since
2014, its free cash flow is negative $12 billion. The company currently has over $40 billion in debt (including $9.5
billion in off-balance sheet debt). Spending money on buybacks will further leverage the company and
undermine its ability to invest in value-creating growth opportunities.

In order to achieve long-term profitability, TMUS needs to invest more. The telecom industry is fundamentally
about scale. The four largest (by revenue) telecom companies under coverage — AT&T (T), Verizon (VZ), China
Mobile (CHL), and Nippon Telegraph and Telephone (NTTYY) — earned more than $30 billion in economic
earnings over the past twelve months. The remaining 40 companies recorded cumulative economic losses of
$6.7 billion.

The Sprint merger was T-Mobile’s effort to gain the scale necessary to profitably compete with AT&T and
Verizon. Without that merger, T-Mobile will need a significant amount of new investment to keep up with industry
leaders. It can’t afford to spend money it doesn’t have on buybacks.

On top of the strategic problems, TMUS is buying back shares at an expensive valuation. In order to justify its
current price of ~$63/share, the company must maintain 2016 margins and grow NOPAT by 10% compounded
annually for the next eight years.

TMUS seems to be falling prey to the overvaluation trap. The company plans to buy back shares to prop up an
inflated valuation rather than invest in the growth opportunities it needs to create value and justify its valuation.

Unsurprisingly, TMUS does not link executive compensation to ROIC. Instead, a significant portion of executives’
restricted share units are tied to total shareholder return from 2016 to 2019, while annual bonuses are tied to
metrics such as adjusted EBITDA and free cash flow. TMUS executives are incentivized to buy back stock to
prop up the price for the next couple years rather than make the long-term investments that could hurt their
annual metrics.

Current Buyback That Could Create Value: Walmart (WMT)

On the positive side, Walmart (WMT) recently announced a $20 billion buyback (7% of market cap) to take place
over the next two years. WMT links 50% of long-term executive bonuses to ROIC, so we have faith in the
company’s capital allocation decisions.

In addition to a track record of responsible capital allocation, WMT has ample resources to fund its buyback. The
company generated $20 billion in free cash flow in 2017, and it has generated at least $10 billion in free cash
flow for each of the past five years. WMT can easily fund its buyback program while still making the investments
necessary to continue the impressive growth of its e-commerce efforts.

WMT also has an attractive valuation. At its current price of ~$97/share, WMT has a price to economic book
value (PEBV) ratio of 1.0. That valuation implies that the market expects WMT to never grow NOPAT above its
current level. WMT is smart to take advantage of this opportunity to retire a significant portion of its outstanding
shares at a cheap price.
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With plenty of resources, a cheap stock, and the mechanisms in place to ensure management is incentivized to

be responsible stewards of shareholder capital, we like the odds for WMT’s buyback to create value for its
investors.

This article originally published on December 18, 2017.

Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, sector,
style, or theme.

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.

New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEQ, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).

Un-conflicted - Clients deserve unbiased research.

3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale

Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any
investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on
that security.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such
investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared
them and New Constructs is under no obligation to ensure that such other reports are brought to the attention of any recipient of this report.
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making
any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks,
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs.
Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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