Stock Repurchases in Japan

Kenji Wada®
Graduate School of Business Administration, Keio University
First Draft: June, 2002
This Draft: August 27, 2005

Abstract

This paper analyzes the stock performance of the Japanese firms listed in TSE around all
their share repurchase announcements between 1995 and 2001. Because of the stringent
regulation on stock repurchase, I was able to obtain much stronger results than those
available form previous studies on the U.S. stock repurchases. This paper shows that 1)
the average size of the program and the announcement date excess return was much
smaller than those in the U.S. 2) firms announced share repurchases for retirement
purpose following decline in excess stock returns relative to the market, while they
announced ones for stock option purpose following increase in excess returns 3) there is
an increase in excess stock returns after the repurchase announcements 4) the excess
returns were higher when the motive of the repurchase announcement was stock option,
this was the first repurchase announcement there was actual repurchas 5) the dividends
of the firms making repurchase announcements slightly increased and the total payout
(dividends plus the actual value of shares repurchased) of these firms increased so that
the growth in actual share repurchases in Japan represented an increase in total payout
instead of the substitution between dividends and the share repurchase.
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1. Introduction

This is the first empirical paper that analyzes the stock performance of all the
Japanese firms listed in TSE that made at least one repurchase announcements between
1995 and 2001. This paper investigates both the short-term and long-term excess stock
returns before and after the repurchase announcements.

Since the Japanese government revised the commercial code in October 1994 that
allowed firms to repurchase their shares, share repurchase announcements have grown to
roughly half of the total dividends by 2001. Unlike in the U.S., there were severe legal
restrictions on the share repurchase programs in Japan. Both the purpose of, and the fund
for the repurchase programs were restricted. Because of these stringent regulations, I was
able to obtain much stronger results than those available form previous studies on the U.S.
stock repurchases.

Over the past two decades, there has been a tremendous change in payout policy
in the U.S. (Fama and French (2001) and Grullon and Michaely (2000)). In 1980, share
repurchases were about ten percent of dividends for the S&P 500 companies. Since 1998,
S&P 500 corporations have paid out more cash via stock buybacks than dividends. There
is extensive literature on corporate share repurchases in the U.S. and several reasons for
repurchase has been proposed. Dittmar (2000) has an extensive survey on various
hypotheses and I summarize them below.

The first is a signaling hypothesis. Because of the informational asymmetry
between the firm and the market, firms try to signal to the market by repurchasing shares.
Under this hypothesis, a higher repurchase ratio and a higher repurchase premium have a
larger positive effect on the abnormal return and the size of the firm has a negative effect
on the abnormal return. See Vermaelen (1981), Dann (1981), Bartov (1991) and Hertzel
and Jain (1991) for detail.

The second is an agency cost of free cash flow hypothesis. Because of the agency
cost, firms with a lower growth opportunity and a larger amount of free cash flow
repurchase shares and distribute excess cash in order to mitigate the agency problem.

Thus, a lower growth rate, a lower Tobin’s Q and a large cash flow have a larger positive



effect on the abnormal return. See Perfect et al. (1995), Nohel and Tarhan (1998) and
Howe et al. (1992) for detail.

The third is a undervaluation hypothesis. Firms whose managers believe their
stock price is undervalued repurchase shares so that they can signal to the market the
undervaluation of shares. A lower book to market is a proxy for undervaluation and has a
larger positive effect on the abnormal return.

The fourth is a takeover deterrence hypothesis. Firms repurchase shares so that
they are less likely to be taken over by other firms. Here, a repurchase by firms with a
higher risk of takeover leads to a higher abnormal return. See Brown and Ryngaert (1991),
Bagwell (1992) for detail.

The empirical analysis on U.S. repurchase announcements suffer from several
problems. First, companies do not have to announce stock repurchases, so there is a self
selection bias in the public announcement of share repurchase programs. Second, even if
they announce repurchase, they do not need to disclose its purpose. Thus, there is no clear
method to differentiate between stock repurchase for cancellation purpose and stock
repurchase for stock option purpose. Many of the above studies rely on Compustat, Wall
Street Journal, or Securities Data Company as a source for repurchase announcements
and they suffer from various sample problems. As for the “Purchase of Stock™ section of
Compustat database, this includes stock conversion, as is mentioned in Dittmar (2000)
and Stephens and Weisbach (1998). As for the Wall Street Journal, companies
introducing repurchases do not have to make an announcement on it. Securities Data
Company's Worldwide Acquisitions and Mergers Database include only the corporate
transactions involving at least 5% of the ownership of a company. Thus it ignores
transactions less than 5%. By contrast to the vast theoretical and empirical wotk on the
U.S. repurchase, there is little work on share repurchases outside the U.S. A notable
exception is Ikenberry, Lakonishok, and Vermaelen (2000) who study stock repurchases
in Canada.

As the empirical work on US repurchase suffers from the above problems, I
consider the repurchase program in Japan where data on all the repurchase
announcements are available. Kan (1999) investigated the share repurchase of 138

companies listed on Tokyo Stock Exchange. He found that companies with higher EPS



and ROE have higher average cumulative abnormal returns. Makita (2002) considered
the effect of repurchase announcements on the short-term performance difference
between repurchase at the exchange and the one through the tender offer by investigating
the first time repurchase announcement of 165 firms listed on the first section of TSE
between 1996 and 1999. Kan (1999) covers repurchase announcements only for the
retirement purpose and Makita (2002) did not differentiate between repurchase for
retirement purpose and ones for stock option purpose. As the behavior of stock price
around announcement for these two purposes are different as is shown in this paper, these
two papers suffer from a inappropriate sample classification. Also, none of the two papers
above investigated the long-term performance.

The observations in this paper include all the repurchase announcements, so this
paper does not suffer from the selection bias in the empirical studies on repurchase
announcements in the U.S. This paper explicitly differentiate between the stock option
purpose and retirement purpose, it does not suffer from an inappropriate sample
classification. Finally, this paper considers both the long-term and short-term behavior of
stock price movement around the repurchase announcements. With respect to the price
reaction, this paper shows that 1) firms announced share repurchase following decline in
excess stock returns relative to the market, 2) firms announced repurchases for retirement
purpose following decline in excess stock returns, while they announced ones for stock
option purpose following increase in excess returns 3) there is an increase in excess stock
returns after the repurchase announcements 4) the excess returns were higher when the
motive of the repurchase announcement was stock option, this was the first repurchase
announcement, there was actual repurchase and the repurchase ratio was higher.
Concerning the substitution between dividends and repurchases, this paper shows that the
dividends of the firms making repurchase announcements slightly increased and the total
payout (dividends plus the actual value of shares repurchased) of these firms increased so
that the growth in actual share repurchases in Japan represented an increase in total
payout instead of the substitution between dividends and the share repurchase.

In the next section, I explain the legal framework for share repurchase programs
in Japan. In the third section, I analyze the share repurchase announcements in Japan. In

the final section, I give a conclusion.



2. Legal Framework for Share Repurchase Programs in Japan

Japan is a particularly interesting country in which to study payout policy. The
regulatory and disclosure requirements are far more stringent than those in the U.S. 1
explain about the regulation on the 1) resolution for repurchase programs, 2) purpose of,
and fund for repurchase programs and 3) disclosure requirement for repurchase programs.

First, the resolution for the repurchase programs is regulated. Firms must decide if
they are going to repurchase any shares either at a board of director’s meeting or at an
annual shareholder’s meeting. A board of director’s meeting is held once a month on
average in Japan so that firms were able to undertake multiple repurchase announcements
in any year. The resolution of repurchase programs at a board of director’s meeting was
made possible after the revision on the commercial code in June 1997. In both cases,
each repurchase program can last until the next shareholder’s meeting.

Second, both the purpose of, and the fund for stock repurchase are regulated.
Firms can repurchase shares only for the purpose of retirement of shares or granting stock
options to executives and employees and assigning stocks for employee stock ownership
plan. The retirement of shares can be decided at the shareholder’s meeting and funded
through retained earnings based on the commercial code (effective on October 1994). It
can also be decided at the board meeting and funded through the retained earnings
(effective on June 1997), the capital reserve (effective on March 1998) or the latent real
estate profits (effective on March 1999) based on the “Law Concerning Special
Exceptions to the Commercial Code Relating to the Procedures for Cancellation of
Shares of the Commercial Code”. The stock option can be decided at the shareholders’
meeting based on commercial code and maximum of 10% of the total shares outstanding
can be repurchased.

Third, there are disclosure requirements for the stock repurchase programs at
three stages. When firms first announce the share repurchase programs, they must
disclose 1) the purpose of the repurchase (whether the purpose is retirement of shares or
granting stock options), 2) the maximum number of shares they intend to buy and 3) the
maximum amount of fund they intend to spend. Then they must report to the Minister of
Finance every three month about 1) the number of shares they repurchased during this

period, 2) the amount of money they spent during this period and 3) the total number of



shares they repurchased by the end of this period and 4) the total amount of money they
spent by the end of this period. This report is required by the Securities and Exchange
Law in Japan. Finally, firms also need to disclose at the first shareholder’s meeting after
the repurchase announcement 1) what type of shares they actually repurchased 2) how
many of the shares they actually repurchased and 3) the total amount of money they
actually spent on the repurchase.

Firms can repurchase shares in the stock exchange or though the tender offer.
According to the Securities and Exchange Law, when firms undertake a tender offer, they
must disclose the following information on a daily newspaper two days before the
repurchase program starts. The content of the disclosure is 1) purpose of the repurchase
program, 2) the price per share 3) the number of shares they intend to repurchase, and 4)
the period of this tender offer. Firms undertaking tender offer also need to file the above-

mentioned report on the progress of the repurchase to the Minister of Finance.

3.1. Summary of Repurchase Programs

In this section, I summarize stock repurchase announcements in Japan between 1995 and
2001. Table 1 shows a summary of various stock exchanges and over the counter markets
(OTCs) in Japan. It shows the total trading volume and the total trading value during each
year and the total market value and the number of listed firms at the end of each year.
Tokyo Stock Exchange (TSE) is by far the largest, Osaka Stock Exchange (OSE) is the
second and Nagoya Stock Exchange (NSE) is the third in terms of the total market
capitalization at the end of 2001. The total market capitalization of OTC is smaller than
those of OSE and NSE, but its total trading volume and total trading value come between
OSE and NSE at the end of 2001.

Table 2 shows the decomposition of repurchase announcements by the purpose
and by the year. The sample covers 1631 distinct repurchase announcements by 736
distinct firms from 1995 to April 2001. The total number of repurchase announcements
was 1281 at TSE, 202 at OSE, 71 at NSE, 54 at OTC and 23 at the rest of the stock
exchanges. The total value of the announced share repurchase programs over the sample
period was 4 trillion Yen. The average repurchase value per announcement was 2.09

billion yen in 1996, 5.99 billion yen in 1997, 3.07 billion yen in 1998, 2.58 billion yen in



1999, 2.07 billion yen in 2000 and 3.82 billion yen in 2001. The average repurchase value
per announcement in the U.S was 0.12 billion dollars in Kahle (2001) or 0.15 billion
dollars in Jagannathan et al. (2000). So the average value in the U.S. is a few times larger
than that in Japan.

Both the number and the amount of announcement have increased steadily. The
total number of repurchase announcements for retirement purpose was 1260. Among
them, 931 repurchase was financed by retained earnings, 324 was financed by capital
reserve and only five was finances by redemption by profit from revaluation of land. The
total number of repurchase for stock option purpose was 372. Among them, 370
announcements were to grant stock option to executives and only two announcements
were transfers to employees.

Table 3 illustrates the frequency of repurchase announcements. In total, 379 firms
made multiple announcements and 70 firms made five or more announcements over the
sample period, with one firm making 16 distinct announcements (Yamato Kogyo) and
one firm making 15 distinct announcements (Toyota Motor). Table 4 examines the
completion of share repurchase programs. In 1995, one firm made an announcement and
it completed the repurchase. In 1996, 13 companies made an announcement and 6
completed the repurchase. In total, 17% of announcements led to no actual repurchases
and the ratio of total actual value versus total announced value of share repurchase
programs was 67%. Table 5 shows that firms on average repurchased 74% of the number
of shares they originally announced to repurchase. This ratio slightly changes depending
on the stock exchange and these percentages were 75% at TSE, 70% at OSE, 65% at NSE
and 69% at OTC, so the percentage was highest at TSE and lowest at NSE. Conditional
on repurchasing any shares, firms generally fully completed the program, with an average
of 89% of the shares in the announcement being actually repurchased. These percentages
were 89% at TSE, 90% at OSE, 91% at NSE and 97% at OTC, so the percentage was
highest at OTC and lowest at TSE.

Table 6 reports how long it takes firms to complete their repurchase program,
conditional on repurchasing any shares. Note that firms can spend at most one year by
regulation on the repurchase program. The average time to completion was 103 days,

with a median of 77 days. Two-fifths of the firms finished their repurchase program



within two months of the announcement, and over two-thirds finished their repurchase
program within 120 days of the announcement.

Table 7 depicts the characteristics of Japanese repurchase program quite distinct
from that in the U.S. The regulation in Japan limit the purpose of repurchase programs
and require firms to disclose whether the purpose is either to retire shares or to acquire
shares for stock option plans. About three quarters of the repurchase announcements was
for the purpose to retire stock, and the average size of a repurchase program conducted to
retire shares was about three times the value of a program conducted to obtain shares for
stock options.

Table 8 and Figure 1 explore whether Japanese firms substituted share repurchase
for dividends or they increased total payouts to stock holders at an aggregate level. The
736 firms that announced share repurchases through April 2001 made dividends
payments that consistently comprised one third of total dividends paid by all Japanese
firms. Among the repurchasing firms, share repurchase announcement was 80% of total
dividends paid by these firms in 2000. As share repurchases grew, dividends did not fall,
but rather remained flat over 1995-2001 for the group of firms that announce repurchases
over the same period. As shown in Figure 1, dividends were also flat over the same
period for the firms that did not announce any share repurchase programs. This suggests
that the ability of Japanese firms to repurchase stock has led to an increase in total
payouts to shareholders, as opposed to a substitution of share repurchases for dividends.

This is in contrast to the U.S. situation. Fenn and Liang (2001) report the rise in
the repurchase at the expense of decrease in dividends and Jagannathan et al. (2000)
report steady increase in dividends.

Table 9 focuses on the payout policy of the 736 firms that announced a share
repurchase program through April 2001. Over 80% of these firms paid dividends in any
given year (only three firms did not pay a dividend from 1995-2001). In 2000, 61% of
these firms announced repurchase programs. From 1995 through April 2001, on average
2.1% of outstanding shares were announced to be repurchased in a given program

(median is 1.4% of outstanding shares).



3.2. Behavior of Firms before, and Reaction of Investors after Repurchase
Announcements

In this section, I consider the relation between abnormal returns and various
aspects of the repurchase announcements. Table 10 shows the short-term and the long-
term excess rate of returns before and after the stock repurchase announcements. All the
excess returns in Table 10 are average cumulative returns relative to the TOPIX. Because
of the liquidity problem at OTC and NSE, I deleted the repurchase announced there from
the sample. I also deleted the repurchase announcements made at OSE, because the
number of announcements for stock repurchase were only 37. Thus I focus on the
announcement at TSE. The results for OSE, NSE and OTC are available from the author
upon request.

First, from the excess returns before the repurchase announcements, I can infer
the behavior of firms planning to announce stock repurchases. Consistent with the
experience in the U.S. and Canada (Ikenberry et al (1995) and Ikenberry et al. (2000)),
Japanese firms announced share repurchases following long term price declines in the
stock exchanges. The average excess return between 250 trading days prior and one day
prior to the announcement was significant at -11.3%. The short-term excess returns were
all negative but not significant half of the times.

From the excess returns after the repurchase announcements, I can infer the
reaction of investors to the repurchase announcements. The short-term and long-term
excess returns after the announcement were all positive and significant. Thus investors
react to the repurchase announcements in a positive way. The rate of return between the
announcement data and one day after was 0.8% which is much smaller than typical
values in the U.S. (5.25% for tender offers and 1.00% for open market purchases in
Vermaelen (1981)).

From Table 10, I was able to infer the behavior of firms before the repurchase
announcements and the reaction of the investors after the repurchase announcements.
However, I cannot infer whether the firms behave in a different way or investors react in
a different way depending on whether the purpose of the repurchase is stock option or

retirement, this is the first share repurchase announcement, or whether the repurchase



announcement led to actual repurchase. Hence, Table 11 investigates these points in
detail.

In Table 11, I investigate the investors’ reaction after the repurchase
announcements and the firms’ behavior before the repurchase announcements. First, |
focus on investors’ reaction after the repurchase announcements to its purpose. The
excess returns between the announcement date and 25, 50, 75 and 100 trading days after
the announcements when the purpose was stock options were significantly higher than
those when the purpose was share retirement. None of the differences were significant in
the short-term. So there is a significant difference in investor’s long-term reaction
depending on the motive of the repurchase.

Second, I consider investors’ reaction to the first announcement. The excess
returns between the first announcement date and 25, 50 and 100 trading days after the
announcements were significantly higher than the subsequent announcements. The
excess returns between the first announcement date and 5 and 10 trading days after the
announcements were also significantly higher than the subsequent announcements. So
there is significant difference in investor’s reaction to the first time announcement vs.
subsequent announcements.

Third, I consider the investors’ reaction to the actual share repurchase. There was
no significant short-term or long-term difference.

Fourth, I investigate if the behavior of firms changes depending on the purpose of
the repurchase. The long-term excess returns were negative and significant for retirement
purpose. This confirms that a firm repurchases shares for retirement purpose when its
stock price is declining relative to the market and thus is becoming cheaper. The excess
return between 20, 25, 50 and 75 trading days prior to the announcement was
significantly positive for option purpose. This confirms that a firm repurchases shares for
option purpose when its stock price is increasing relative to the market thus is becoming
more expensive. In the U.S., Weisbenner (2000) finds that the link between stock options
and share repurchases is stronger for firms that have recently had high returns. In Japan,
the repurchase for stock option purpose is usually announced on the same day of, or after
the announcement of the tock option plan. Thus, stock option plan is usually announced

following long-term stock price increase.
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Fifth, I investigate if the behavior of firms changes depending on whether this is
the first repurchase announcement or not. The excess return between 250 trading days
prior to the announcement was negative and significant when this is the first
announcement, but it was also negative and significant when this is not the first
announcement. The difference is not statistically significant. The first-time repurchases
were more likely to be announced following price declines than are subsequent
repurchase announcements, although the difference was not significant.

Table 10 and table 11 investigated the cumulative abnormal returns around the
repurchase announcement and Table 11 made a pair-wide comparison of returns for stock
option vs retirement, first time announcement vs. subsequent announcements and
announcements followed by the actual repurchase vs. ones without actual repurchase.
Table 12 considers the above category and other proxies for signaling hypothesis at the
same time by working with multiple regressions.

Tables 12 regresses excess returns following the share repurchase announcement
on the following nine variables.

R, = By + oy Xy + By X + i, X + By X + €,
where

R

s 18 the excess return from 7 to #+4,

X, =

1

1if the purpose is stock option
0 otherwise

{1 if this is the first announcement
2 =

0 otherwise

3

_|Lif the firm actually repurchased any shares
- 0 otherwise

X,, :debt/equity ratio

> " market capitalization

X, :the ratio of announced number of shares for repurchase divided by total number of

shares outstanding
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The excess returns between the announcement date and 20, 25, 50, 100, 125 and
250 trading days after the announcements were significantly higher for the option
purpose. The excess returns between the announcement date and 20, 25, 50, 100, 125 and
150 trading days after the announcements were significantly higher for the first
announcement. The excess returns between the announcement date and 50, 75, 100,
125,150 and 250 trading days after the announcements were significantly higher for the
announcement with actual repurchase. Unlike the results for U.S. companies, the firm
size which is a proxy for signaling hypothesis is not significant and it has the wrong sign,
as the excess return for smaller firms should be larger under a signaling hypothesis. The
excess return between the announcement date and 250 trading days after the
announcements was significantly higher for higher repurchase ratio.

Tables 13 regresses returns prior to the share repurchase announcement on the
same set of variables as in Table 12 except for the actual repurchase dummy variable, as
this information is not available before the announcement.

The excess returns between 20, 25, 50, 75 and 100 trading days prior to the
announcement and one day prior to the announcement were higher for stock option
purpose. The excess returns between 20, 25, 50, 75, 100, 150 and 250 trading days prior
to the announcement and one day prior to the announcement were lower for the first
announcement. Thus, firms made first announcement following sharper declines in stock
prices relative to the subsequent announcements.

Finally, Table 14 considers if the firms strategically repurchase shares after the
announcement. The time it takes firms to complete share repurchase was significantly
longer as the excess return between the announcement date and 5 trading days after was
higher. Also, it takes longer for a firm to repurchase shares, as the excess returns become
higher for other periods except for the return between 11 trading days and 25 trading days
and between 26 trading days and 50 trading days. Thus, firms seem to time the market
when they repurchase shares after the announcement.

4. Conclusion
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Over the past five years, share repurchases have grown significantly in Japan,
boosting total payouts. This paper shows that 1) firms announced share repurchases for
retirement purpose following decline in excess stock returns relative to the market, while
they announced ones for stock option purpose following increase in excess returns 2)
there was a significantly larger decline in the excess returns when firms made the first
announcements 3) there is an increase in excess returns after the repurchase
announcements 4) the excess returns were higher when the motive of the repurchase
announcement was stock option, this was the first repurchase announcement or the firm
actually repurchased any shares and 5) the dividends of the firms making repurchase
announcements slightly increased and the total payout (dividends plus the actual value of
shares repurchased) of these firms increased so that the growth in actual share
repurchases in Japan represented an increase in total payout instead of the substitution

between dividends and the share repurchase.
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Data Appendix

The share repurchase announcements data between 1995 and April 2001 is based
on Corporate Action Related Data on Stocks and Bonds (Listed) by the former Nikkei
Quick Information Technology Co., Ltd. (NQI hereafter). The database contained
information on 1) the date of the board of director’s meeting 2) Nikkei Company code 3)
the name of the company 4) the date the resolution for the share repurchase is made 4) the
type of the stock to be reacquired 5) face value of the stock 6) purpose of the repurchase
7) the scheduled number of maximum shares to be reacquired 8) the scheduled maximum
value of the shares to be reacquired 9) actual number of shares repurchased 10) the date
of the first shareholder’s meeting after the repurchase announcement 11) the date of the
company finished repurchasing shares 12) the stock exchange report in which repurchase
is recorded 13) a suspension flag and 14) the decision date of suspension. This data does
not record the total value of actual repurchased shares.

The total number of shares outstanding and dividends per share are based on
Detailed Report on Stocks (Listed/OTC) from NQI. The total dividends for each
company are calculated by multiplying the dividends per share by the total number of
shares outstanding at the time of dividends payment. The stock price data between 1995
and 2002 adjusted for 1)capital increase, 2)capital decrease and 3)change in the face

value is based on The Stock Price CD-ROM by Toyo Keizai Inc.
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