








CORPORATE BUYBACKS

forecast is false. In both cases, the disclosure may be nearly costless to the
high quality firm, and indeed may result in signalling gains if the subsequent
revelation of increased earnings strengthens the firm's reputation as a reliable
signaller.

14'

C. Inadequacy of Costless Signalling

Because costless signals may be sent at less cost than self-enforcing ones,
a firm will not emit self-enforcing signals unless first-best costless signals
are inadequate. The simplest kind of costless signal is one whose sanction
for breach is reputational. Where a reputation for honest signalling is a
valuable asset, firms will often have a sufficient incentive to signal truly.
In dealing with their investors, they are repeat players, and in efficient
stock markets their reputations will be communicated to new investors.1 42

Reputational signals are often relied upon by investors. For example,
announcements of stock splits or stock dividends are greeted with significant
stock price increases, even though the transactions are essentially paper
ones.' 43 The explanation appears to be that they are taken by investors as

141. Many signals are mixed, being neither wholly self-enforcing nor wholly costless. For
example, a self-enforcing signal has a costless component when the firm's reputation for honest
signalling bolsters the signal's strength. Similarly, costless signals may in part be self-enforcing
if the costs of disclosure assist in separating high from low quality firms.

142. Apart from the firm's reputation, managers who signal falsely might suffer a reputa-
tional loss in human capital markets. Buyback signals would indeed be unnecessary if man-
agement's wealth were entirely allied to that of the firm, whether through ex ante incentives
or ex post wealth adjustments. Investors would then expect managers to signal truly, whatever
signalling device they chose. However, perfect ex ante incentives are generally inefficient where
managers are risk averse. Rather than bargaining for all residual value, then, managers will
share risks and returns with equity holders, and their compensation scheme will shield them
from all losses attributable to a false signal. See Shavell, Risk Sharing and Incentives in the
Principal and Agent Relationship, 10 BEa J. EcoN. 55 (1979) (risk sharing as a second-best
strategy). Similarly, full ex post settling up, through a penalty for manipulative signals, will
be impossible if the sanction is inadequate to deter managers, as in cases where the possible
losses are very large.

143. Announcement returns of 5.9% were reported for pure stock dividends and 3.3% for
pure stock splits in Grinblatt, Masulis & Titman, The Valuation Effects of Stock Splits and
Stock Dividends, 13 J. FIN. EcoN. 461, 472 (1984). Such transactions are not wholly costless,
however, because stock splits require shareholder ratification and stock dividends may restrict
the firm's ability to pay out cash dividends in the future. The firm's willingness to bear these
costs may seem puzzling, for if the sanction is purely reputational the firm might find it less
costly simply to issue a press release. An explanation is therefore required for the firm's
apparent inability to replicate a stock split convention with a more direct signal of under-
valuation. One explanation may be that the signal is mixed, see supra note 141, with the costs
of the transaction operating as a non-mimicry constraint. Even if they do, however, it is likely
that the signal is in part reputational, because the magnitude of the announcement effect does
not appear closely related to the costs borne by the firm. On self-enforcing theories, a greater
announcement effect would be predicted for a cash dividend increase than a stock split or
stock dividend, but where no cash dividends had been paid for three years, Grinblatt, Masulis
and Titman reported two-day announcement returns of 4.3% for stock splits and dividends,
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signals of an unexpected earnings increase. The signal is primarily costless,
with the stock price increase resulting from a financial convention which
links the transaction with that expectation. Breach of the convention would
result in merely a reputational sanction, because no firm could be charged
with misrepresentation if the signal were misleading.'44 The survival of
significant announcement effects therefore attests to the convention's sta-
bility and to the effectiveness of reputational signalling. 45

The announcement effects of dividends and buybacks might then be
attributed to reputational signalling.'4 Under the dividend irrelevance prop-
osition, 47 dividend signals must be costless, and the same is true of buyback
signals under buyback irrelevance. In both cases, the non-mimicry constraint
would be provided by the firm's stake in its reputation for honest signalling,
with false signals punished at a later time when the representation of
undervaluation is revealed to be false. 14 On reputational theories, then,
dividends and buybacks are taken to signal different messages about firm
value. As compared to the substantial undervaluation revealed by a premium

Grinblatt, Masulis & Titman, supra, at 475, as compared to a two-day return of 3.7% where
cash dividends were initiated. See Asquith & Mullins, supra note 28. A firm might also prefer
to signal with a stock split or stock dividend rather than through press release disclosure if
the latter might subject the firm to the risk of an action for misrepresentation. Why a firm
might prefer not to assume such risks is discussed in Part III.

144. See infra text accompanying notes 179-90.
145. Reputational theories also explain the use by managers of earnings forecasts as signals.

Though liability might follow on a false forecast, managers will in many circumstances be
able to invoke the safe harbor of Rule 175, 17 C.F.R. § 230.175 (1989). If so, the signal's
power would rest principally on the reputations of management and the firm for honest
signalling. See Penman, The Predictive Content of Earnings Forecasts and Dividends, 38 J.
FIN. 1181 (1983) (finding that positive forecasts are as informative as dividend increases, and
that negative forecasts are more informative than dividend cuts).

146. See supra notes 24, 28. Evidence that dividend signals are reliable is provided by studies
showing that subsequent earnings are positively correlated with dividend initiations. See Healy
& Palepu, Earnings Information Conveyed by Dividend Initiations and Omissions, 21 J. FIN.
ECON. 149 (1988). But see Miller, supra note 18, at 48-50 (reviewing earlier evidence that
dividends lag rather than lead earnings). Dividend signals are also taken as credible by financial
analysts, who revise their earnings forecasts for a firm after an unexpected dividend change.
See Ofer & Siegel, Corporate Financial Policy, Information, and Market Expectations: An
Empirical Investigation of Dividends, 42 J. FIN. 889 (1987).

147. On dividend irrelevance, proposed first in Miller & Modigliani, Dividend Policy, Growth
and the Valuation of Shares, 34 J. Bus. 411 (1961), firms cannot alter their value through
their choice of distribution policy.

148. There is some evidence that dividend signals are backed by reputational sanctions.
Costless theories. predict that when a promise of an earnings increase is broken, the stock price
decline will exceed the initial price increase. This is because the market will discount not
merely the stock's present value, but also the firm's future signalling abilities. As predicted
by costless theories, then, the decline when earnings fail to live up to dividend signals is
asymmetric, with shareholders losing more than they gained on the dividend announcement.
Cf. Asquith & Mullins, supra note 28 (3.7% returns on dividend initiation); Dielman &
Oppenheimer, An Examination of Investor Behavior During Periods of Large Dividend
Changes, 19 J. FIN. & QUANT. ANAL.YSIS 197, 214 (1984) (7.5% decline on 25% dividend cut
and 8.5% decline when dividend omitted).
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self-tender, dividend increases indicate a more modest mispricing. In addi-
tion, dividend increases are by convention taken to promise that the higher
payout will be maintained in the future.149 Where dividend signals are
reserved for a stable, "Joseph" increase in payouts, self-tenders signal a
more drastic but one-shot, "Noah" payout.150

The ease with which reputational theories may be applied to explain
different financial policies should not be surprising. Because reputational
signals are content-independent, 5 ' there are no restrictions on the messages
which might be sent through a particular signalling device. All that is needed
is a convention linking the message to the signal. However, the gain in the
scope of reputational theories comes at the expense of explanatory power.
If buyback signals are costless, little would be lost were buybacks abolished.
Because of their Protean nature, there is no reason why, on one device's
abolition, another could not take its place. With different conventions, a
Joseph effect might thus call for an increase in regular dividends, with
Noah effects signalled by a specially designated dividend, rather than
through a buyback.152 No institution is irreplaceable on costless theories.

Reputational signalling is also unlikely to reveal all inside information.
If it were, informational asymmetries could be eliminated without antifraud
standards, for the addition of penalties for misrepresentation would not
strengthen a wholly reliable reputational signal. Because reputational signals
will not suffice, then, high quality firms will seek other costless devices to
distance themselves from low quality ones. The most obvious such method
is indeed to invoke a legal regime which penalizes false signallers, with
antifraud sanctions applied in aid of reputational ones. With its lower costs,
an antifraud strategy will always dominate a premium self-tender if one
signal is as effective as the other.

Informational asymmetries will however remain when all material infor-
mation is disclosed in an antifraud regime, and "soft information" remains
undisclosed. 5 Some evidence of soft informational advantages is provided

149. Under one of the best-known traditional analyses of the dividend decision, managers
are more concerned with dividend changes than with the absolute size of the payout. In
particular, managers are reluctant to increase dividends on a transitory earnings change if the
increase would have to be rescinded in the future. See Lintner, Distribution of Incomes of
Corporations Among Dividends, Retained Earnings, and Taxes, in Papers & Proceedings, 46
Am. EcoN. REv. 97 (May 1956); see also Woods & Brigham, supra note 78, at 22 (dividends
are "sticky" in the short run). Difficulties with permanent earnings models are however noted
in Miller, supra note 18, at 50-52.

150. See Asquith & Mullins, Signalling with Dividends, Stock Repurchases, and Equity
Issues, 15 FIN. Morr. 27, 36 (1986). For a discussion of smooth Joseph and unsmooth Noah
patterns in water levels on the Nile river, see B. MANDELBROT, THE FRACTAL GEOMETRY OF

NATuRE 248-49 (1983).
151. See supra note 139.
152. See supra note 28.
153. "Soft information" is used to describe different things. In the sense used above, for
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by the ability of insiders to outperform the market in their reported trades.1 4

This result may first be attributed to illegal insider trading. However, this
assumes that thousands of people each month commit an offense and then
report themselves. There can be few other crimes where the criminals turn
themselves in to the authorities in such massive numbers. Even if securities
commissions may find it difficult to prove a violation of insider trading
rules, the easier course for errant insiders will often be to trade offshore
without reporting the trade. The systematic profits made on reported trades
therefore appear attributable in part to the use of soft information by
insiders, with the informational advantage persisting beyond disclosure of
all material information.155

The proposition that informational asymmetries survive the disclosure of
material information cannot easily be verified, but does have a strong
intuitive appeal. A material fact is one which, if disclosed, would be likely
to affect market price of the stock. 56 Individual lumps of information whose
disclosure does not affect market price are not material, even if in the
ensemble they give insiders a privileged view of firm value. In thinking
about a firm, then, it is not difficult to imagine cases where the material
facts are whitened sepulchers, and the soft information a mass of corruption.
In such cases, trades made solely on the basis of material information
would be less profitable than insider transactions.

By itself, however, this does not explain why disclosure policies cannot
substitute for buybacks. Even if informational asymmetries persist after all
material information is disclosed, the firm might seek to extend the scope
of its disclosure to non-material facts. Though not required to reveal such

example, it may refer to matters which need not be disclosed in regimes of affirmative
disclosure. However, disclosure of this type of information in an antifraud regime might
effectively substitute for a buyback signal, because the threat of a legal penalty would ordinarily
suffice to make the statement credible. When soft information is taken to establish limits to
disclosure strategies, then, two things might be meant. Soft information might initially refer
to statements which, when disclosed, cannot be impeached as fraudulent even if the speaker
is less than honest. These may include mere "puffs" or particularly nebulous statements of
opinion. Even if such statements might be characterized as truth-functional, impacted evidential
problems suggest that extra-legal sanctions must suffice. Soft information may also refer to
statements which would attract a legal sanction if false, but which the firm would find
inefficient to disclose. At some point, the marginal benefits of disclosing information will be
exceeded by the marginal costs of revealing and processing it. Because of the likelihood of
informational overload, firms will seek alternatives to disclosure strategies.

154. See supra note 21.
155. Evidence that the level of insider trading surrounding specific events of material

importance is not significantly different from the level of insider trading at other times is also
consistent with the existence of soft informational advantages. See Elliott, Morse& Richardson,
The Association Between Insider Trading and Information Announcements, 15 RAND J. EcoN.
521 (1984).

156. This test is codified in Ontario Securities Act, ONT. REv. STAT. ch. 466, § 1(1) (1980)
('material fact'. . . means a fact that significantly affects, or would reasonably be expected
to have a significant effect on, the market price .... ").
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information, the firm may still volunteer it, staking its reputation upon it
or precommitting through liability rules. But while some soft information
may thus be revealed, much will likely resist disclosure. Private information
about senior executives may be worth more to them if kept confidential
than it is to investors if disclosed. Beyond this, the enormous volume of
soft facts in the possession of insiders would likely be highly expensive for
the firm to disclose and for investors to process. The materiality requirement
is indeed designed to discriminate between facts which are efficient to reveal
and those in which disclosure costs exceed prospective gains. 57 Faced with
these barriers to disclosure, the firm must seek alternative signalling strat-
egies, such as those provided on self-enforcing theories.

D. Self-enforcing Signalling

On self-enforcing signalling, the costs of the transaction separate low
from high quality firms. The most obvious source of such costs is the
premium payout. Signalling efficiencies apart, the difference between offer
price and anticipated post-expiration price represents money lost to the
firm.' 8 Even with a right to tender, retaining shareholders would prefer a
dividend distribution unless a stronger signal is emitted through a non-pro
rata payout. Evidence that the announcement effect is positively correlated
with the amount of the premium therefore suggests that these costs provide
the separation condition. 59

The premium payout will not separate low from high quality firms unless
the costs are differentially borne. It is therefore important to note that,
without more, the premium is equally costly for the two kinds of firms.
Suppose, for example, that the shares of a high quality firm trade at $100.

157. See id. Verrecchia notes that, as disclosure of soft information becomes more expensive,
investors will react to its non-disclosure less negatively. Where the information is clearly too
costly to reveal, no inference as to its content can be derived from management's decision to
withhold it. See Verrecchia, Discretionary Disclosure, 5 J. Acct. & EcON. 179, 181-83 (1983).

158. Signalling theories assume that the undervaluation will eventually be revealed to the
market. Even without the buyback, then, a significant stock price increase would be anticipated.
For this reason, the premium payout may be costly even if the firm anticipates stock price
increases in the months following the buyback. See supra note 27.

159. The most recent and comprehensive study of self-tenders obtained an R2 of .80 for
the following regression:

A = a + 6 (Pt - Pb)/Pb + e

where Pt was the tender offer price, Pb was the market price after the offer was made and
before expiry, and A was the abnormal return from buying shares one day before expiration
and selling the non-repurchased shares two days after expiration. The values of a and 6 were
-0.008 and 0.847, with a t-statistic of 23.8 for the latter figure. See J. Lakonishok & T.
Vermaelen, supra note 24, table IV. In addition, the earlier study of Vermaelen, supra note
121, at 176-78, defined the premium as the difference between post-offer price and stock value
five days before the offer, and explained 61% of the variance of the returns. The premium
payout was by far the most important independent variable.
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Signalling will accelerate the revelation of undervaluation, with share price
going up to $109 in period one. Without the signal, share price would have
increased to $110 in period two, so that the second period signalling costs
are $1. These costs are nevertheless exceeded by the benefits of early
disclosure. A low quality firm whose shares track at $100 might also signal
in period one, with its stock price increasing to $109. Unlike the high
quality firm, however, stock price will decline to $99 in period two when
its true value becomes known. For the non-mimicry constraint to be satisfied,
then, the high quality firm must conclude that the temporary stock price
increase is worth the period two $1 signalling cost, while the low quality
firm does not. The opportunity cost of signalling for the high quality firm
must be lower than that for the low quality firm, even though the amount
is $1 per share in both cases.

The separation condition might however be satisfied if external financing
is costly.16° When the payout exceeds surplus cash flow, it must be financed
through costly borrowing or the deferral of positive net present value
investment opportunities. A firm's supply curve for buybacks, measuring
marginal signalling costs, may then depend on firm quality. For high quality
firms, the supply curve will be relatively elastic, because their anticipated
future earnings are greater than those of low quality firms. High quality
firms may therefore be willing to borrow in period 6ne to finance a self-
tender, in the knowledge that they can repay the moneys more easily in
future periods than low quality firms can. Their buyback and dividend
distributions may thus be dissipative, exceeding those which firms would be
willing to make in a firstbest world without informational asymmetries.
Nevertheless, they may be prepared to bear these costs if doing so permits
investors to identify them as high quality firms.

One objection to this model of buyback signalling focuses on the possible
ambiguity of the signal. The separation condition assumes that repurchasing
firms will generate more free cash flow in future periods than non-repur-
chasing firms. Instead of signalling high earnings, then, the 'self-tender might
indicate fewer future investment opportunities.16

1 In that case, the signal
might be no more costly for no-growth firms than it is for high earnings

160. The costly financing hypothesis underlies the best-known model of dividend signalling.
See Bhattacharya, supra note 11. Investment signalling theories may closely resemble costly
financing explanations of dividends. In the model of Ambarish, John & Williams, Efficient
Signalling with Dividends and Investments, 42 J. FiN. 321 (1987), the dividend-paying firm
rejects some net present value investment opportunities in order to top up the payout, with
the willingness to pass up the opportunities providing the non-mimicry constraint. See also
Miller & Rock, supra note 11.

Apart from financing costs, the tax penalty on dividend and buyback distributions, see supra
note 77, might serve as a non-mimicry constraint. A high quality firm might thus distribute a
greater amount of cash in a world of taxes than in a tax-free world because of signalling
concerns. Tax signalling is suggested in Bhattacharya, supra note 11.

161. See, e.g., Brudney, supra note 9; Ellis, Repurchase Shares to Revitalize Equity, 43
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firms. However, this objection is not compelling, because the signal would
unwind if the separation condition were not satisfied. The persistence of
strong announcement effects for self-tenders is thus inconsistent with no-
growth signals. 62 In addition, insider retention of stock on a self-tender is
also inconsistent with no-growth signals. 63 If managers foresaw a dearth of
investment opportunities, they would be expected to tender their stock.

The second objection to self-enforcing theories of buyback signalling is
that dividends might substitute for repurchases.264 If the signalling costs
depend only on a dissipative distribution to shareholders, there is no reason
why the payout must take the form of a buyback, and it might as easily
be made through a pro rata dividend. However, the two methods of
distribution are manifestly not substitutes, because the announcement effects
of a self-tender are substantially greater than those of a dividend, even
when the size of the payout is similar.1 6

1 On self-enforcing theories, the
difference in announcement effects may then be attributed to insider reten-
tion and the premium price.16 Managerial stock holdings in repurchasing
firms are non-trivial, 67 and management's willingness to forego the buyback
premium magnifies the portion of the signalling costs which it bears per-
sonally. Thus, a higher premium signals greater managerial confidence in a
future revelation of high firm value.16 If managers retain their stock until
true value would have been revealed without the signal, they will bear an
increased portion of the signalling costs, while obtaining none of the benefits
of accelerated disclosure. 69 In addition, for any premium self-tender, man-
agement's temptation to tender increases with the portion of residual firm

HARv. Bus. Ray. July-Aug. 1965, at 119, 121. As Easterbrook notes, the same pathologies
may infect dividend signals. See Easterbrook, supra note 19.

162. See supra note 24.
163. See supra note 40.
164. See Brudney, supra note 9, at 1109 (firm could pay out dividends and let shareholders

sell stock to each other); R. CLAx, supra note 9, at 625-30 (free cash flow may be distributed
as easily through a cash dividend).

165. See supra notes 24, 28 (specially designated dividends compared to self-tenders).
166. This explanation of self-tender signalling is suggested in Vermaelen, supra note 121.
167. See Vermaelen, supra note 24.
168. Evidence of greater stock price increases on a premium self-tender than an open market

repurchase, see supra note 24 and accompanying text, is therefore consistent with this
explanation of signalling policies. Insider retention and a premium offer price in a self-tender
also provide the separation condition under the model of Ofer & Thakor, A Theory of Stock
Price Responses to Alternative Corporate Cash Disbursement Methods: Stock Repurchases and
Dividends, 42 J. FiN. 365 (1987). For large payouts, as on a self-tender or a specially designated
dividend, high and low quality firms might find financing equally costly. This explains why
weaker price increases are seen as a specially designated dividend rather than as a regular
dividend, even though the payout is larger in the former case. However, high quality firms
may still repurchase stock because of the signal provided through insider retention on a
premium self-tender. See supra note 28.

169. This assumes that managerial non-stock compensation is insensitive to stock perform-
ance. See supra note 48.
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value which it owns. Evidence that the size of the stock price increase on
announcement is positively correlated with both the premium and the level
of insider holdings is therefore consistent with this model, 70 and suggests
that dividends cannot substitute for self-tenders.

III. IMPLICATIONS FOR LEGAL PoLIcEs

The principal conclusion of this Article is that self-tenders and open
market repurchases should be facilitated for the signalling efficiencies they
serve. However, signalling theories of buybacks are incomplete unless atten-
tion is paid to legal rules which might strengthen the signal's power. Such
rules are of two kinds. Antiexpropriation rules seek to prevent wealth
transfers which violate the property interests of claimholders in the firm.
Though usually defended on distributional theories, these rules might more
plausibly be said to serve allocational purposes, among them signalling
efficiencies. Antifraud rules may also promote signalling efficiencies, most
obviously when a statement becomes more credible because misrepresenta-
tions are subject to a legal sanction. Where antiexpropriation rules strengthen
self-enforcing signals, antifraud rules supplement costless signalling strate-
gies.

A. Antiexpropriation Rules

Antiexpropriation rules prevent wealth transfers between classes of claim-
holders which violate their agreement on the division of firm value. Absent
such rules, the ex ante price of the claims would be discounted on efficient
markets, eliminating possible distributional effects. But if wealth transfer
effects are unlikely, the firm would still find it efficient to provide for

170. See Vermaelen, supra note 121, at 176-78. If managerial stock holdings are relatively
high, the incentive to correct market price anomalies may be lost altogether. Increasing the
level of managerial stock ownership will thus reduce the likelihood of a premium self-tender,
while strengthening the signal for those self-tenders which are made.

High levels of managerial stock ownership may themselves signal undervaluation. Because
managers may be presumed risk averse, they will ordinarily not wish to concentrate their
wealth in the firm which employs them by adding a large stock holding to their human capital
investment in the firm. On the signalling model of Leland & Pyle, supra note 11, high levels
of managerial stock ownership may then be seen as a signalling cost indicating greater firm
value. The Leland-Pyle theory is consistent with findings of a significant correlation between
stock price and changes in management's proportional holdings on an initial stock offering.
See Downes & Heinkel, Signaling and the Valuation of Unseasoned New Issues, 37 J. FiN. 1
(1982); see also Masulis & Korwar, Seasoned Equity Offerings: An Empirical Investigation, 15
J. Fsw. EcON. 91 (1986) (significantly larger negative announcement effects for combination
primary-secondary stock offerings where management holding reduced). However, insider
ownership signalling would not easily explain buyback gains, because insider retention on a
self-tender does not change management's portfolio of assets. While managers end up owning
more of the firm, their mix of investments is unchanged.
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antiexpropriation barriers, because the market for the claims would disap-
pear altogether if full expropriation were permitted. Such barriers are then
a necessary condition to the existence of securities markets. In addition,
firms which employ self-enforcing signals would adopt antiexpropriation
rules because of signalling efficiencies they serve.

Antiexpropriation rules supplement self-enforcing signals by reducing the
likelihood that the transaction is motivated by a desire for distributional
gains. On open market repurchases, for example, the prohibition of premium
prices makes it difficult for the firm to advantage insiders. But for barriers
such as those of Rule lOb-18, then, the signal on an open market repurchase
would be weaker than that of a cash dividend.' 7' For self-tenders, rights of
equal opportunity to tender under Rule 13e-4 also militate against distri-
butional explanations of the transaction. 72 Because it is difficult for the
firm to benefit an identifiable group of shareholders through the offer, it
is more likely that the premium payout is motivated by signalling concerns. 71

A relaxation of certain antiexpropriation rules, however, might serve
signalling efficiencies by facilitating non-premium self-tenders. While the
premium payout on a self-tender may constitute an effective non-mimicry
constraint, some firms might prefer to repurchase their shares at their
anticipated post-expiration value. This would not be possible under the price
and volume restrictions now governing open market repurchases. 74 As for
self-tenders, the relevant legal barrier is the requirement that the offer not
exceed twenty days. 175 With a steep supply curve for its stock, there might
not be significant tendering within this period unless a premium price is
offered. 76 In addition, if the proration requirement were relaxed, 177 the firm
might stand ready to repurchase all shares tendered during the course of

171. See supra note 5.
172. See supra note 4.
173. This leaves aside the issue whether such rules should be mandated or left to firm

choice. Mandatory rules would not be required if firms have a sufficient incentive to devise
optimal signalling policies. This likely explains why prepurchase notification requirements, see
supra note 30, might reasonably be thought unnecessary for open market repurchases. Disclosing
an intention to repurchase stock strengthens the self-enforcing signal of undervaluation, because
the disclosure increases stock price and the costs of the repurchase. Low quality firms will
then find the repurchase signal harder to mimic. High quality firms which propose to repurchase
stock for signalling reasons would thus have adequate incentives to make prepurchase notifi-
cation of their intentions.

174. The price restrictions of Rule lOb-18 are discussed supra note 5. Rule lOb-18 also
prevents the firm from repurchasing more than 25% of the average trading volume of the
stock, excluding blocks.

175. See supra note 4.
176. At an average premium of 22%, see supra note 25, the mean number of shares tendered

is only 18%, see Dann supra note 37. This suggests that on average the supply curve of stock
in repurchasing firms is inelastic. Over a greater offer period, however, the supply curve will
become flatter as more time-function shareholders come to the market. See H. MANNE, supra
note 67, at 95 (time-function trades result in part from changed investment needs).

177. See 17 C.F.R. 240.13e-4(f)(3) (1989).
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the offer, like an open-end mutual fund. With no possibility of over-
tendering, then, stock price would be less likely to experience an ex dividend
decline. 78 While there would be heightened concerns about shareholder
expropriation in such cases, these might be met through minimum offer
period requirements. If some firms might continue to signal through pre-
mium self-tenders under Rule 13e-4, then, others might prefer to make non-
premium offers under the modified rules suggested here.

B. Antifraud Rules

If antiexpropriation rules bolster self-enforcing signals, antifraud rules
strengthen conventional ones. This may be seen most clearly when antifraud
rules penalize fraudulent speech acts by the firm, because representations
in the firm's disclosure documents would be less credible without liability
for misrepresentation. However, non-speech acts may also be fraudulent,
and attract antimanipulation liability. The differences between the two kinds
of fraud are not fundamental, because misrepresentations are wrongful
because of what, not how, they signal. Uninformative speech acts cannot
ground liability and non-speech act signals have been held manipulative. 79

Certainly, both may mislead. In devising antifraud prohibitions, then, there
is little basis on distributional theories for a principled distinction between
messages sent through different mediums. Antimanipulation liability might
thus extend to every corporate action taken by the market as a signal. This
might include, for example, stock dividends, stock splits, and changes in
the firm's cash dividend payout, in addition to buybacks. 80

The extension of liability to non-speech act signals in this way will often
seem unwarranted because of reasonable doubts about the strength, or
materiality, of the signal. Where market reliance is clearly demonstrated
through event studies, however, materiality must be assumed. In the case
of buybacks, for example, the strength of the signal is undisputed. 8' There
is, moreover, no compelling reason why the misrepresentation should be

178. See supra note 26.
179. Even before the prohibition of manipulation in the Exchange Act, manipulative

transactions unaccompanied by false statements were impeached under common law antifraud
standards. See, e.g., Scott v. Brown, Doering, McNab & Co., [1892] 2 Q.B. 724 (C.A.) (action
to enforce contract unsuccessful because of common law illegality). Whether the 1934 Act
added much to common law antimanipulation barriers in the United States was the subject of
a dispute between Adolph Berle and Louis Loss. See L. Loss, FUNDAmENTALS OF SEcUIrTras
REGULATION 848-50 (2d ed. 1988) (only slender authorities on manipulation found prior to
1934); Berle, Stock Market Manipulation, 38 CoLum. L. REv. 393, 401 (1938) (stock market
manipulation likely as unlawful before as after the legislation).

180. See supra note 11.
181. See supra note 24.
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excused because effected on an anonymous market.8 2 For this reason,
antifraud prohibitions under the Exchange Act extend to non-speech act
techniques of manipulation carried out on securities markets. These prohi-
bitions are least controversial where the transaction lacks an apparent
business purpose, as in the case of wash trades.' But because the techniques
of manipulation cannot be narrowly circumscribed, the statute also contains
general antimanipulation prohibitions. 8 4

In spite of the legislative prohibition, misleading non-speech act signals
will rarely support recovery, even where the message as to undervaluation
is egregiously in error. This is because plaintiffs alleging a breach of
antimanipulation rules will seldom be able to surmount the scienter barrier.
Non-speech act signals are not manipulative unless managers are motivated
by a fraudulent purpose and do not believe that the stock is undervalued
in the manner indicated by the signal.ss Even if managers seek to advance
stock price in a self-tender, this will not amount to manipulation if they
honestly believe that stock price is undervalued.

Scienter must of course be demonstrated before false speech acts are held
fraudulent.8 6 In applying scienter standards, however, non-speech act signals
are at law another country: they do things differently there. This is not
because of intrinsic differences between the two kinds of signalling devices,
but because they are used to signal different messages about the firm.
Speech act signals are more frequently specific and unambiguously truth-
functional. Specificity, then, is more crucial than the choice of signalling
device. When the message is highly specific, a false non-speech act sigiial
may be held fraudulent,8 7 while vague speech acts as to undervaluation
may escape liability. Why specificity matters is that, as the message becomes
more general, it is easier to demonstrate a state of mind consistent with an
honest belief in its truth. Thus, it is virtually impossible to impugn mana-

182. Fraud on the market was found to be illegal as long ago as 1814, in a case where the
accused sought to raise the price of government bonds by spreading the rumor that Napoleon
had been killed. The charge of conspiracy succeeded even though it did not specify which
purchasers on the market were injured. The King v. De Berenger, 3 Maule & S. 67, 105 Eng.
Rep. 536 (K.B. 1814). A colorful account of the case is given in L. Loss, supra note 179, at
845-47.

183. Securities Exchange Act of 1934, § 9(a)(1), 15 U.S.C. § 78i(a)(1) (1988). Wash trades
are a series of fictitious transactions which leave stock holdings untouched but which give the
appearance of several actual trades.

184. See 15 U.S.C. § 78i(a)(2) (1988). Section 9(a)(2) prohibits trading which creates the
appearance of active trading or which alters stock price, if this is done to induce trading by
others. Because this kind of manipulation would amount to fraud, it would also trigger liability
under Rule lOb-5. See, e.g., Crane Co. v. Westinghouse Air Brake Co., 419 F.2d 787 (2d Cir.
1969), cert. denied, 400 U.S. 822 (1970).

185. See Vaughn v. Teledyne, Inc., 628 F.2d 1214, 1220 (9th Cir. 1980).
186. See Ernst & Ernst v. Hochfelder, 425 U.S. 185, 197-214 (1976).
187. See supra note 11.
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gerial good faith on a signal that the firm is undervalued, however the
message is sent.

The difficulty in demonstrating scienter may be seen even in the relatively
few cases which have impeached buybacks as manipulative. In Davis v.
Pennzoil Co.,18 for example, the court refused to enforce Pennzoil's contract
with a financial adviser when the advice included raising stock prices through
a buyback in order to fund subsequent mergers and exchange offers.
However, the "Davis Plan" also contemplated more benign methods of
increasing stock price, including extending distributorship and marketing
facilities and strengthening Pennzoil's board of directors. 89 In addition, the
court refused to admit evidence that Davis believed that the stock price was
undervalued because the plan did not contemplate public disclosure of the
entire purpose of the buyback.'19 Finally, Davis was not a firm insider, and
his standing to second-guess the market's valuation of the firm was therefore
suspect. Had the plan been devised by a Pennzoil manager, the presumption
of fraud would have been far more difficult to justify. In most cases,
managerial fraud will be indistinguishable from an honest, though mistaken
belief in undervaluation. 191

188. 438 Pa. 194, 264 A.2d 597 (1970).
189. Id. at 198-200, 264 A.2d at 599-600. In addition, the Davis Plan was prepared at the

request of James Breene, whose family had long been connected with the firm and who was
about to inherit stock in it. Breene believed that the firm "wasn't going any place," id. at
198, 264 A.2d at 599, and invited Davis to recommend changes to it. The new interest taken
in a stagnant firm by a major shareholder might then in itself have made it more valuable.

190. Id. at 603-04.
191. Scienter problems emerge even more vividly in the SEC's distinction between general

stock manipulation and market stabilization techniques. Share transactions made to maintain
stock price during the course of a public distribution of shares would be manipulative under
§ 9(a)(2) and Rules lOb-5 and 10b-6 but for the safe harbor of Rule lOb-7, 17 C.F.R. §
240.10b-7 (1989), which permits "stabilizing" purchases aimed at preventing price declines on
a distribution. There is of course little basis in principle for distinguishing a manipulative
purchase made to advance stock price from a stabilizing trade made to maintain current price
on a distribution. If stabilization reduces the firm's cost of capital, that was also the purpose
of the Davis Plan. Indeed, the SEC itself recognized that stabilization is a form of manipulation
in Regulation of "Pegging Fixing and Stabilizing" of Security Prices, Exchange Act Release
No. 2446 (Mar. 18, 1940). Stabilizing repurchases may even be regarded as more objectionable
than other kinds of buybacks. Because the purpose of stabilization is to groom the market
for a distribution of securities, the firm will end up with more, not less, cash on hand. If
anything, therefore, stabilization exacerbates free cash flow costs. Nevertheless, Rule lOb-7
creates a safe harbor for stabilization because of the fear that underwriters might otherwise
be unable to dispose of the stock. This in turn would restrict the access of firms to capital
markets. See id.

Negative stock price changes on an announcement of a public offering are a well-established
phenomenon, see Smith supra note 24. On the model of Myers & Majluf, supra note 59, this
result has been attributed to the informational asymmetry between issuer and investor as to
share quality. A defense for stabilizing buybacks might then be sought in signalling theories.
By repurchasing shares, the firm provides stronger evidence that, in spite of the impending
distribution, stock price is not overvalued. Such signals would have to be conventional, because
on self-enforcing theories there is no reason why a firm would prefer to repurchase stock for
$5 before issuing $100 of new stock instead of merely issuing $95 of new stock.
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The distinction between antifraud and antimanipulation liability is nev-
ertheless troubling. Whatever their degree of specificity, both speech act
and non-speech act signals may reveal material information; if false, both
may induce mistaken investor reliance. Exempting one method of signalling
from legal scrutiny might indeed divert fraudulent signals in that direction.
In addition, antimanipulation liability might be thought to serve signalling
efficiencies by making the signal more credible, in the same way that
antifraud liability bolsters speech act signals. Thus, reinforced antimanipu-
lation barriers may strengthen a buyback signal, turning a wholly self-
enforcing signal into a mixed one, 192 and reducing the premium the firm
must pay out to achieve the desired increase in stock value. An explanation
is therefore required for our present regime of speech act responsibility and
non-speech act immunity.

Why false non-speech act signals are seldom impeached becomes more
clear when the content of the liability rule is examined. At a minimum, the
rule would have to provide a benchmark against which the signal could be
compared. In the case of buybacks, then, the signal would be taken to
amount to a promise that firm value is reflected in the expiration price of
the stock. On a reinforced antimanipulation standard, liability would be
imposed if firm value subsequently declined when the firm's true value is
revealed to the market. While this would happen at different times for
different firms, in the absence of any way of verifying what management's
private information was, the liability rule would simply choose an arbitrary
date to set the limit on the release period. The rule would thus amount to
a warranty of an abnormal stock price change.

It is not difficult to understand why a firm would resist such a strength-
ening of antimanipulation barriers. Managers will rarely be able to predict
firm value with anything like certainty. Even if they have access to confi-
dential information about firm value,' 93 they will seldom be prepared to
waive a scienter defense to antimanipulation liability. The possible liability
might be enormous and amount to a non-diversifiable risk for the firm.
Evidence of such costs is provided by the failure of firms to supplement
self-enforcing signals through warranties as to future stock prices, even
though doing so would reduce the amount of the premium payout required
to support the signal.
. With reinforced antimanipulation barriers, self-enforcing signals would

not be sent unless the firm were virtually certain of the message. The
increase in signalling quality must then be balanced against the decline in
quantity.' 94 Moreover, the increase in signalling quality would not represent

192. See supra note 141.
193. See supra note 21.
194. This is then an example of the tension between the quality of promises and level of

promising discussed in Goetz & Scott, Enforcing Promises: An Examination of the Basis of
Contract, 89 YALE L.J. 1261 (1980).
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a real gain, because any warranty could more cheaply be given through a
costless speech act signal. If the non-mimicry sanction depends on antiman-
ipulation liability, there is no need to emit a costly self-enforcing signal,
because the firm will not incur signalling costs if its word is its bond. This
explains why the present regime of antimanipulation immunity gives firms
a choice as to whether to invoke antifraud sanctions when emitting a signal.
When it is certain of the message, the firm will send a costless speech act
signal, guaranteeing the signal's accuracy by the assumption of antifraud
liability. Where the firm is unwilling to warrant the signal's truth, however,
it will send a non-speech act signal. Because the signal is self-enforcing, the
firm will bear signalling costs as the price of credibility, but this may be
preferred to sending out no signal at all. The most efficient signalling regime
would therefore appear to be one of firm immunity of non-speech act
signals.

CONCLUSION

This Article has sought to defend open market repurchases and self-
tenders by public firms in two ways. First, the possibility that these buybacks
might give rise to significant wealth transfer effects was discounted. Sec-
ondly, it was suggested that buybacks serve signalling efficiencies, particu-
larly when the repurchase is made through a premium price self-tender.

Because open market repurchases are made at market price, distributional
concerns are negligible. Premium self-tenders may then seem more likely to
transfer wealth from other claimholders to tendering shareholders. Even
here, however, the buyback movement cannot be explained on distributional
theories. The requirement that the offer be made to all shareholders, with
proration on overtendering, generally guarantees distributional neutrality.
In addition, the fact that insiders do not tender on premium buybacks, is
inconsistent with expropriation theories. There is also no evidence that self-
tenders constitute a form of insider trading.

On signalling theories, the significant announcement effects of open
market repurchases and self-tenders are attributed to a message of hidden
firm value. Other efficiency explanations of buyback gains might be ad-
vanced, but none of them can account for the special features of premium
self-tenders. The signal of undervaluation serves efficiency goals by econo-
mizing on investor screening, and in promoting a better mix of investors
with high quality firms. It is unlikely that these efficiences are available
through buyback substitutes, such as pro rata dividend distributions.

Signalling theories may explain certain features of buyback legal regimes.
Thus, rules which prevent firms from effecting a wealth transfer through a
repurchase are useful in strengthening the power of the signal. In addition,
antifraud rules make the surrounding disclosure by the firm more credible.
However, it is unlikly that the parties would wish to adopt an antimani-
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pulation regime in that the firm incurs liability if it fails to maintain the
increased price which investors will infer from the buyback. Firm managers
are seldom in a position to warrant the higher price, and would therefore
refrain from repurchasing stock under antimanipulation rules. This likely
explains our present regime of antifraud liability for false speech act signals,
and antimanipulation immunity for false non-speech act signals.




