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The Law and Economics on
Stock Repurchases

Peng Xu

{Abstract)

Strongly influenced by the U.S. corporate governance, the ban on
stock repurchases in Japan was removed in an amendment of the
commercial law. For reference, in this paper the author has attempted
to review both theoretical and empirical studies on U.S. corporations’
stock repurchase practice.

From the late 1980s to the late 1990s, one of the most significant
trends of U.S. corporate finance is the increasing popularity of stock
repurchases. It is widely accepted that there are positive returns
around stock repurchase announcements. Two potential explanations
for these positive returns are offered in the literature of corporate
finance. First, the signaling hypothesis suggests that stock repur-
chases signal favorable information about the firm’s future earnings,
since managers possess valuable information about future earnings
that is not available to the public. An alternate, although not mutu-
ally exclusive, explanation is the free cash hypothesis: cash payouts to
shareholders such as stock repurchases reduce free cash available to
managers, thereby prevent the managers investing in negative pre-
sent value project and mitigate the agency problems between manag-
ers and outside shareholders.

A vast number of studies have tested the free cash and signaling
hypotheses by examining whether the effects of the firm’s investment
opportunities or the signaling of future earnings is the primary source
of positive returns around stock repurchase announcements. The
empirical evidence is mixed: some studies provide support for the
signaling hypothesis while the others are in favor of the free cash
hypothesis. However, recent evidence sheds new light to this issue.
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First, stock repurchases are pro-cyclical. Next, firms with higher
nonrecurring excess cash flows tend to use stock repurchases than
dividends. Finally, firms-repurchase stocks following poor stock mar-

ket performance.



