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While numerous studies on spin-off have been done in the US and
Europe, little efforts have been directed to research this area of corpo-
rate finance in Australia. This study investigates how market reacts to
corporate spin-offs in this country. We employ traditional event study
methodology and find that market reacts strongly and positively to the
announcements of spin-offs. Specifically, the cumulative average ab-
normal return over the 3-day event window is 3.58%. The cumulative
average abnormal return for spin-offs by companies that increase their
industrial focus is 4.12% and 3.33% for non-focused increasing spin-
offs. Nevertheless, the difference between these two subgroups is sta-
tistically insignificant. Multivariate regressions provide evidence that
high pre-leverage firms benefit more from spin-offs.
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1. Introduction

Corporate divestiture includes asset sale-
off, equity carve-out, corporate spin-off, and
liquidation®. While other types of divest-
ments usually involve cash transaction (i.e.
sale-off) or cease of existence of subsidiaries
(i.e. liquidation), a spin-off results in crea-
tion of a new independent company from a
subsidiary or division of the parent com-
pany. Shareholders of the parent company
will receive shares of the new company on
pro rata basis. Upon completion, they hold
shares in both the parent firms and the sub-
sidiary. In the US, distributed shares in the
subsidiary are considered tax-free divi-
dends?. In Australia, spin-off is considered

as a “demerger” for tax purpose®.

Numerous studies relating to the capital
market’s reaction to announcements of spin-
off has been done using the US and Euro-
pean data. Documented evidence shows that
spin-offs create value to its shareholders (see
for example Hite & Owners, 1983; Veld et
al., 2008). On average, spin-off announce-
ments are associated with high and signifi-
cant abnormal stock returns of about 2% to
3% or 2.62% by the US and European firms,
respectively. In the long run, shares of en-
gaging firms tend to outperform on a risk-
adjusted basis (Desai & Jain, 1999). Alt-
hough these findings have become “a broad
consensus in both the academic and the lit-
eratures” (Veld & Veld-Merkoulova, p.

1112), the rationale claimed for such posi-
tive price reaction has been still controver-
sial among researchers. They have provided
various reasons to explain the gains, namely
“information asymmetry,” “wealth trans-
fer,” and “getting back to the basics.” How-
ever, the balance of the empirical literature
seems to favor the “getting back to the ba-
sics” hypothesis. It states that restructuring
through spin-off might reduce diversifica-
tion discount from previous merger and ac-
quisition and even turn the discount into pre-
mium (Allen et al., 1995).

While numerous studies on spin-off have
been done in the US and Europe, efforts
have not been directed to research this area
of corporate finance in Australia. Probably,
it is because there were few corporate spin-
offs in Australia prior to 2002*. Since then
spin-offs have become more popular in Aus-
tralia; for instance, 14 spin-offs took place in
2004. This provides us an opportunity to un-
dertake a study of spin-offs in Australia. Par-
ticularly, this study has two fold purposes:
(i) to examine whether spin-off announce-
ments of Australian firms experience signif-
icantly positive market reactions; and (ii) to
explain the potential gains or loss to share-
holders following the spin-off events.

This paper will be organized as follows.
Section 2 begins with the examination of the
prior literature to develop testable hypothe-
ses. Section 3 outlines the data processing

1 See Ross (2011). Sell-off occurs when a company sells ei-
ther a division or a subsidiary. Equity carve-out occurs when
a company sells its stocks in a subsidiary to the public but
still retains controlling interest. It is also considered as partial
spinoff. Liquidation occurs when an insolvent company sells
its assets either voluntarily or in bankruptcy.

2 See Krishnaswami and Subramaniam (1999)

% See: Section 125-70 of the ITAA 97 — Demerger roll-over
relief, Income Tax Assessment Act 1997

4 Cooney et al. (2008) document five spin-offs in Australia
prior to 2002
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and research methodology. Section 4 pre-
sents the empirical results and discussion of
the findings. Finally, Section 5 provides a
conclusion and some suggestions for future
research in the spin-off arena in Australia.

2. Literature review

2.1. Overview of spin-off announce-
ment returns

Spin-offs usually receive positive market
reactions because it is one of value creation
techniques in corporate actions (Berger &
Ofek, 1995; Thomas & Yan, 2004; Veld &
Veld-Merkoulova, 2008). During the 1980s,

Table 1
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number of divestiture in general and spin-
offs in particular in the US increase so sub-
stantially that Schmidt (1987, p.26) pre-
dicted that “divestiture may be to the 1980s
what conglomeration was to the 1960s.”
Spin-off as one type of divestiture also re-
ceives much attention from researchers and
there have been plenty of published papers
on this area during the 1980s and 1990s. In
general, findings from those papers demon-
strate that spin-off announcements are asso-
ciated with positive abnormal stock returns.

Hite and Owners (1983) examined 123
voluntary spin-offs in the US from 1963 to
1981 and documented a general abnormal

A comparison of cumulative abnormal returns (CAR) observed in previous studies

Authors Market Methodology Event dates Size CAR (%)
Hite and Owners (-1,0)

us MAR 123 3.30%**
(1983) (1963-1981)
Schipper and Smith (-1,0)

us MM 93 2.84***
(1983) (1963-1981)
Allen et al. (-1,0)

us MM 94 2.15%***
(1995) (1962-1991)
Krishnaswami and Subrama- (-1,0) 3 15xr*
niam us MM (-1,1) 118 3'28***
(1999) (1979-1993) '
Veld-Merkoulova (-1,1)

Europe MM 156 2.62%**

(2004) (1987-2000)
Veld-Merkoulova (-1,2)

us MM 91 3.07%**
(2008) (1995-2002)
Zakaria and Arnold . (-1,1)

Malaysia MM 36 5.04**

(2012)

(1980-2008)
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return of 3.3% in the two day window. They
find a positive relationship between the size
of spin-offs and the value gains to the parent
companies. Another paper by Schipper and
Smith (1983), who investigated 93 spin-offs
during the same period, also concludes that
stockholders receive an abnormal average
return of 2.84%. Allen et al. (1995) extended
the study period from 1962 to 1991, report-
ing that market reacts positively to spin-off
announcements with an average abnormal
stock return of 2.15% in the two day event.
Krishnaswami and Subramaniam (1999)
documented significant abnormal returns of
more than 3% in their research, using the US
data. Another interesting finding is that spin-
offs also provided positive abnormal returns
in the long run, i.e. 3 year period (Cusatis et
al., 1993). More recently, Veld and Veld-
Merkoulova (2008) also confirm that spin-
off announcements by the US firms create
value to the shareholders i.e., abnormal
stock return of 3.07% during a three day
window.

Since spin-offs do create value to stock-
holders in the US markets, researchers are
keen on extending research into other mar-
kets such as European and emerging markets
(Malaysia and Singapore). Veld and Veld-
Merkoulova (2004) investigated 156 spin-
offs across 15 different European countries,
finding that spin-offs create a gain of 2.62%
over three day window; but they find no ev-
idence to support a long-term gain from
spin-offs as documented in the US. Yoon
and Ariff (2007) conducted a study with 85

sample firms in Malaysia over 23 year pe-
riod from 1980 to 2008, reporting a surpris-
ingly high level of abnormal stock returns of
the parent firms, which is 22.7% for a two
day window. This is around 5 to 6 times
higher than that of US and European mar-
kets. This surprise comes to the attention of
other researchers, namely Zakaria and Ar-
nold (2012). They performed a study of
spin-offs in Malaysia for a longer period, i.e.
28 years from 1980 to 2008 with a sample o
f only 36 transactions. They find that aver-
age abnormal stock return following the
spin-off announcements in Malaysia is only
5.06%. Thus, they suspect that the study
made by Yoon and Ariff is “not purely fo-
cused on spin-offs.”

2.2.  Sources of gains from spin-offs

Going beyond the documented excess re-
turns through spin-offs, researchers try to
explain the sources of these value gains. A
broad consensus is that a spin-off helps un-
lock hidden value of a firm’s division that is
difficult to evaluate separately. Other rea-
sons for spin-offs vary widely such as under-
valuation of stock, getting back to the basics,
merger and acquisition facilitation, and fi-
nancial flexibility. In fact, numerous hy-
potheses have been proposed to explain
these sources: the focus hypothesis, the
wealth transfer hypothesis, and the infor-
mation asymmetry hypothesis, among oth-
ers.

Getting back to the basics®: The very
well-known benefits of diversification are

® This term was used by Hite and Owner (1983) to categorize
firms spinning off their non-core business divisions. This
group of firms has the largest abnormal return of 14.5%

among the four groups which are merger facilitation, special-
ization (or getting to the basics), legal/regulatory, and
other/no reasons.
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synergies created. In some cases, however,
firms experience negative synergies and di-
versification discount would then exist. Di-
versification discounts result from ineffi-
ciency in allocation of resources among the
divisions of diversified firms. Campa et al.
(2002, p.1760) argued that “firms that refo-
cus their operations would have suffered a
significant decrease in value if they had re-
mained diversified.” The hypothesis re-
ceives the most supporting evidence from
empirical research. It seems to be a consen-
sus among researchers when explaining the
value gains through spin-offs. Hite and
Owners (1983) verify a significantly posi-
tive abnormal return of 14.5% for the group
of spin-off with refocusing-related motive.
Daley et al. (1997) find an average positive
abnormal return of 4.5% for the group of
cross-industry spin-offs. Their evidence® is
consistent with the hypothesis that spin-offs
create value when firms remove their unre-
lated businesses because this helps manage-
ment focus on what they can do best.

Wealth transfer hypothesis: Galai and
Masulis (1976, p.69) stated that there will be
a redistribution of wealth between stock-
holders and bond holders as “the stockhold-
ers have ‘stolen away’ a portion of the bond
holders’ collateral since they no longer have
any claim on the assets of the new firm.”
Thus, one possible source of gain from spin-
offs to equity holders would come at the ex-
pense of debt holders. Findings from differ-
ent research studies provide conflicting re-
sults as the parent firms might transfer the

claims to the spun-offs; therefore, cash flows
generated from the spun-off assets still have
to support the claims. While Hite and Owner
(1983) find no evidence to support the
wealth transfer hypothesis; Schipper and
Smith (1983) find very little evidence of a
wealth transfer from bond holders to stock-
holders. On the other hand, findings of Max-
well and Rao (2003), and Veld and Veld-
Merkoulova (2008) support this hypothesis.

Information  asymmetry  hypothesis:
Habib et al. (1997) presented an infor-
mation-based explanation for spin-offs.
They argued that spin-off is a way to make
information more available to the market:
information is transmitted from managers to
uninformed investors. Krishnaswami and
Subramaniam (1999) also documented that
firms engaging in spin-offs usually have
higher level of information asymmetry than
other peers in the same industries. By using
the analyst’s earnings forecast errors and
other measures of information asymmetry,
they conclude that there is a substantial re-
duction of information asymmetry after
completion of spin-offs. Their findings are
in line with the information hypothesis. The
information hypothesis maintains that man-
agers often have better and more concrete in-
formation about the company’s operations
than outsiders. It is therefore more difficult
for outsiders to evaluate and appraise the
performance of a firm. The information re-
garding individual divisions or subsidiaries
is not often provided to investors separately;
it is consolidated on the financial statements

& Their paper addressed the question whether value creation
through spinoff comes from the improvement in operating
performance or/and from bonding benefits.
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with few footnotes. The situation is getting
more difficult for investors when firms be-
come more complex in their structure and
more diversified in their businesses. When
spin-off is to create a publicly traded entity,
more information will be available to inves-
tors. As a result, the spun-off assets will be
appraised better (Krishnaswami & Subrama-
niam, 1999). Later studies on spin-offs, such
as Bergh et al. (2008), conclude that restruc-
turing through spin-offs can mitigate infor-
mation asymmetry and enhance value by
providing more information of the spun-off
assets to capital markets. They also discuss
the information content hypothesis in the
case of asset sell-offs.

Relative size of spin-offs: Existing liter-
ature shows that the bigger the portion of di-
vested asset, the higher the price apprecia-
tion to the shares of the parent firms. Miles
and Rosenfeld (1983), who examined 92
spin-offs by the US from 1963 to 1980s, find
a CAAR (cumulative adjusted abnormal re-
turn) of 24.53% for the large spin-offs and
only 12.62% for the small spin-offs’. Other
studies by Krishnaswami and Subramaniam
(1999) and Veld and Veld-Merkoulova
(2008) also support this hypothesis.

3. Research design

This study investigates how market re-
acts to the announcements of spin-offs as
well as to the record dates of the events using
Australian data. We also discuss the motiva-
tions for Australian firms to spin off their
subsidiaries during 2002 to 2011. Event

study methodology and multivariate analy-
sis will be employed to facilitate discussion
of corporate spin-offs in Australia.

3.1. Data

Announcement dates of spin-offs from
the period 2002 and 2011 were obtained
from Bloomberg Database. The restricted
criteria were set to collect data that best suits
the objectives of this study and to facilitate
the requirement of event study methodol-
ogy. Only completed deals done by Austral-
ian publicly traded firms on ASX were se-
lected. Terms of the spin-off must be speci-
fied. This process resulted in a selection of
61 spin-off announcements, along with in-
formation pertaining to the ASX codes of
parent and spun-off firms and announce-
ment dates, record dates, and payment dates.
To verify spin-off announcements, Morn-
ingstarTM DatAnlysis was used to obtain
the announcement documents. This process
eliminated 42 spin-off announcements
which happened at the same time with other
significant corporate events such as right is-
sues, share buy-back, reverse split. This pro-
cess is to facilitate the requirements of the
event study. Because spin-offs can be easily
confused with several types of return of cap-
ital (i.e. disposal of asset in exchange of
shares of another public listed firms, equal
distribution of share investment in other
firms, and equity carve-out), a thorough scan
at announcement-related documents were
performed to exclude those types of share

" Large spinoff: Ratio of market value of the spun-off division
or subsidiary to market value of the firm’s common stock is
greater or equal 10%.

Small spinoff: Ratio of market value of the spun-off division
or subsidiary to market value of the firm’s common stock is
less than 10%
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distribution. Accordingly, 40 returns of cap-
ital were then excluded, which leads to the
final sample of 61 announcements. Table 2
below summaries those steps in chronologi-
cal order.

Table 2
Summary of sample selection

Reason of exclusion Ob}; e
vations
Initial sample of AUS 188
Exclusion:
Insufficient data and information 10
Contaminated information 42
Spin-off of trust, funds or jointly 10
sponsored spin-offs
Equity carve-out 05
Asset sale in exchange of share 20
Other return of share capital 40
Total exclusions 127
Final sample 61

3.2.
turn

Cumulative average abnormal re-

This paper employs event study method-
ology used with daily stock returns proposed
by Brown and Warner (1985) to examine the
share price impacts of firm-specific events
(e.g. spin-off announcements). First, the
event windows are grouped into three cate-
gories namely pre-announcement period,
announcement period, and post-announce-
ment period, of which the announcement

date is defined as day 0 and other periods are
set relatively to this date (Table 3). Second,
it is required to compute the abnormal return
(or excess return), which, as defined by
MacKinlay (1997), is “the actual ex-post re-
turn of the security over the event window
minus the normal return of the firm over the
event window.”

Table 3
Even windows and price reactions

Effects Event window (days)
Exami- 261 days before announcement
nation date to 61 days before announce-
period ment date (day -261 to day -61)
Pre-an- 61 days before the announcement
nounce-  date (day -61)
ment
An- Announcement day (day 0)
nounce- - Announcement day to first day
ment after the announcement date (day
0 to day +1),
1 day before announcement date
and 1 day after announcement
date (day -1 to day +1)
Post-an- 2 days after announcement date
nounce-  to 60 days after announcement
ment date (day +2 to day +60)

The following formula is used to estimate
abnormal returns:

Abjt ZRjt_E(Rjt) 1)
where:
Abj:= abnormal return of event j on day t

Rj: = ex-post return of event j on day t
E(Rj)= ex-ante return of event j on day t
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Let Rj; be the actual return on share j at
day t. Designate Pj:and Pj.1 prices of share
on day t and t-1 respectively; Dj the divi-
dend, if any, paid on day t. For every share,
the actual return for each day is calculated in
continuous form as follows:

(P, +D, t)}
R, = ’ )
. { Pjt—l

Researchers opt to select mean adjusted
return and/or market model to find the ex-
pected returns for securities. However, Mar-
ket Model is chosen for this study to identify
expected returns for several reasons. First,
period of study is 10 years long from 2002
to 2011 during which market has experi-
enced dynamic changes. Second, Brown and
Warner (1985) argued that the use of market
model is itself sufficient and well specified
under variety of conditions. Third, this
method has been widely employed in the
studies of corporate divestiture and spin-off
events (see for example Brown & Warner,
1983; Krishnaswami & Subramaniam,
1999).

For each share, we calculate expected re-
turn for event day t as follows:

Rjt = +ﬂthmt+gjt (3)
where:

Rj:= observed return for security j on day t

ajt = constant term

Bit= beta coefficient of security j on day t

Rm= observed return on the market on
day t

&it = error term

By rearranging Equation (3), abnormal
returns can be estimated:

:Rjt_(ai+ﬂthmt) (4)

The consensus proxy for the market re-
turn used in Australia is the Australian All
Ordinaries Index. Estimator o; and f; (i.e.
model parameters) are calculated using an
estimation period commencing 261 days be-
fore announcement date to 61 days before
announcement date.

Daily abnormal returns (ARy) for each se-
curity with respect to specific time interval
are summed over to obtain the following:

1
AR, =) &, (5)
t=-1

Then, we derive average cumulative ab-
normal return (CAR) by taking arithmetic
mean of the summation from Equation (5)
across all observations in the sample. The
CAR represents the aggregate price reac-
tions of the firms in the sample over the se-
lected event window. For example, CAR for
the event window day -1 to day +1 is calcu-
lated (AR denotes summation of daily ab-
normal return for each security during 3
days).

CAR, =—> AR, (6)

In accordance with the use of market
model to calculate the abnormal returns, we
employ standardized residual test for the sig-
nificance of the result (see for example Pa-
tell, 1976; Brown & Warner, 1985). The ad-
vantage of this method is that it helps reduce
type | error of rejecting a null hypothesis
(e.g., mean abnormal returns are zero). The
error could happen if there are substantial in-
creases in the variance of share returns
around announcement dates. To induce type
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I error and allow for out of sample estima-
tion error, it is necessary to standardize the
abnormal returns. In this instance, abnormal
returns will be divided by the standard error
of the market model. The formula is as fol-
lows:

AR
SR, = —— (7)
S(gjt)

where:

AR ;= summation of daily abnormal re-
turn of security j during a period

S(&,) = standard error of abnormal re-

turns estimated from market model

Subsequently, the test statistic is as fol-
lows

N,
Tt :ZSRjt X(Nt)fl (8)
-1

where N; denotes the number of sample se-
curities at day t and Ts is distributed unit
normal for large number of sample securi-
ties.

3.3.  Multivariate analysis

The dependent variable is the CAR for
the event period from day -1 to day +1. The
constant term “C” is included in all models
as an intercept to validate the third assump-
tion underlying the ordinary least squared
method (OLS) (i.e. the mean value of the re-
sidual term is zero (Gujarati, 2004, p.64). To
ensure constant variance of the error terms
(i.e. forth assumption— homoscedasticity),
all regression models estimated will be
White Heteroskedasticity-Consistent Stand-
ard Errors & Covariance. All of the five

models do not suffer serious multicollinear-
ity (i.e. third assumption—non multicolline-
arity) since pair-wise correlation coefficient
between each and every two independent
variables are smaller than 0.8 (basic econo-
metrics, p.359). The final assumption of the
OLS (optional assumption) requires that the
disturbance term to be normally distributed.
Consequently, normality Jarque—Bera tests
are performed. Ramsey RESET tests are
done to ensure that models are well-speci-
fied. Table 4 presents the general definition
of independent variables.

Table 4

Definition of the variables used in the
study

Variable Description

= dependent variable, being cu-
mulative abnormal returns esti-
mated from the Market Model
for the event window (day -1 to
day +1). Number of observa-
tion (N) =61

AMMN1P1

= dummy independent varia-
ble, taking value of 1 if spun-
off firm is a listed public com-
pany, otherwise is zero.

LISTED

= dummy independent varia-
ble, taking value of 1 if the par-
ent firm and spun-off firm have
different GISC sectors, other-
wise is zero. This might indi-
cate that the parent firm operate
in multi-segments (Campa et
al., 2002)

FOCUS

= multiplicative form of
LF LISTED and FOCUS, being 1
if the parent firm spinning off
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Variable Description

its subsidiary into different in-
dustry and the spun-off firm is
listed on ASX.

= independent variable, being
the relative size of the spin-off
firms to the sum of market
value of the parent firm and the
spun-off upon the completion
of spin-offs (Krishnaswami et
al., 1999).

SIZE

= independent variable, being
the relative firm size of the par-
ent firm 30 days prior to the
spin-off announcement. It is in
natural logarithm form.

LMV

= independent variable, being
the pre-leverage ratio of the
parent firm. It is a ratio of total
debt to total assets on the latest
balance sheet prior to spin-off.

TDTOTA

= independent variable, being
cash ratio of the parent firm. It
is a ratio of total cash to total
assets on the latest balance
sheet prior to spin-off.

CASH-
TOTA

= independent variable, being
the pre-announcement cumula-
tive abnormal return from day -
260 to day -2.

RUNUP

4. Findings and discussion

4.1. Price reaction to the spin-off an-
nouncements

The event study results for the sample of
61 spin-offs in Australia are presented in Ta-
ble 5. In general, all event windows (for ex-
ample: 2 day around announcement dates —

AD -1 to AD +1) report positive abnormal
stock returns. The results show a cumulative
average abnormal return of 3.58% for the
event window from day -1 to day +1. This
abnormal return is significant at 1% level. It
is plausible that the abnormal returns for
other bigger and smaller events windows
e.g. day -2 day to day + 2 and day -1 to day
0 are also significant at 1% level. Respec-
tively, the cumulative abnormal average re-
turns for the 5 days event (day -2 to day +2)
and 2 day event (day -1 to day 0, and day 0
to day +1) are 3.96%, 2.97%, and 3.13%.
Accordingly, there is evidence to support the
hypothesis that market reacts positively to
the announcement of spin-off. Thus, this in-
fers that spin-off creates value to sharehold-
ers. This finding is consistent with existing
literature for the US and European firms,
which reports positive stock abnormal re-
turns of between 2.15% to 3.3% (Krish-
naswami & Subramaniam, 1999; Veld &
Veld-Merkoulova, 2004).

4.2. Price reaction to the record dates
of spin-offs

Australian firms engaging in spin-off, in
general, experience negative abnormal re-
turns of its stock during the period of record
dates. The result shows a cumulative aver-
age abnormal rerun of -3.03% for the three
day around record dates. This is significant
at 1% level. The other smaller event win-
dows (pre- and post-record dates) also reveal
negative stock price reaction. However, the
cumulative average abnormal return for day
-1 to O is statistically insignificant at 10%
level while significant at 1% level for the
other window, i.e., day 0 to +1. These results
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Table 5

Price reaction to the spin-off announcement and record dates

Nguyen Xuan Truong / Journal of Economic Development 24(1) 54-74

Event window Whole sample
AD -21to AD +2 Mean 3.96
Median 1.65
Size 61
SRT 7.03%**
AD -1to AD +2 Mean 3.83
Median 1.20
Size 61
SRT 6.59***
AD-1to AD +1 Mean 3.58
Announcement period Medlan 243
Size 61
SRT (6.41)***
AD-1t0 AD O Mean 2.97
Median 1.24
Size 61
SRT (4.39)***
ADO0to AD +1 Mean 3.13
Median 0.65
Size 61
SRT (5.89)***
RD -1to RD +1 Mean -3.03
Median -0.42
Size 61
SRT (-2.90)***
Record period
RD-1toRDO Mean -2.22
Median -0.46
Size 61
SRT (-1.41)
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RD 0 to RD +1

Mean -2.20
Median -0.73

Size 61

SRT (12.18)***

Notes: This table reports mean and median abnormal returns and the standardized residual t-tests
(SRT) for the period the day before the announcement date to day after (e.g. AD-1 TO AD 1), day
before the record date to day after (e.g. RD -1 TO RD 1). This table reports listed versus unlisted
spun-off firms. This table also provides t-test statistics for the difference in mean abnormal returns

across the different groupings.

*Significantly different from zero at the 10% level,

**Significantly different from zero at the 5% level, and

***Significantly different from zero at the 1% level.

support the hypothesis that market react neg-
atively to the announcement of stock distri-
bution of the spin-offs.

On the record date, stock capital of the
parent firms will be reduced by an amount
equal to the value of the spun-off assets. The
companies also determine eligible share-
holders for receiving the free spun-off stocks
on that date. Therefore, it is expected that
stock price of the parent companies will drop
after the record dates. Hite and Owners
(1983) report a drop-off of the cumulative
excess return after the announcement dates
for the sample of the US firms. Veld and
Veld-Merkoulova (2008) find a drop-off of
the cumulative excess return for a longer pe-
riod of 3 years after the spin-off announce-
ments for the European firms. The existing
literature does not examine the impact of the
announcement of share distribution during
the record dates. This study, therefore, at-
tempts to contribute to the existing literature
of corporate spin-offs by providing some in-
sights into how market reacts to the share

distribution around the record dates.

4.3.  What motivates Australian firms to
spin off its divisions?

Results from existing literature provide
evidence to support several motives why
American and European firms do spin-off,
for example, to get back to the basics, to im-
prove information transparency (see for ex-
ample Hite & Owners, 1983; Krishnaswami
& Subramaniam, 1999). In this paper, we are
about to test their hypotheses using Austral-
ian data.

Do Australian firms spin off its divisions
for the purpose of increased focused strat-
egy? Existing literature suggests two possi-
ble approaches to test the “getting back to
the basics” hypothesis. The first approach is
to examine merger and acquisition related
spin-offs in which the target was the parent
firm (Hite & Owners, 1983; Allen et al,,
1995). The second approach is to examine
cross-industry and same industry spin-offs.
Accordingly, increased industrial focus
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spin-offs are those whose spun-off firms op-
erate in different industry of the parent
firms. Non-focus increasing spin-offs are
those whose spun-off subsidiaries operate in
the same industry of the parent firms. Nu-
merous studies strongly support the hypoth-
esis that cross-industry spin-offs are associ-
ated with higher abnormal stock returns than
same-industry spin-offs (e.g., Daley et al.,
1997; Krishnaswami & Subramaniam,
1999). Specifically, Maxwell and Rao
(2003) find that cross-industry spin-offs had
an average abnormal return of 4.2% whereas
that of same-industry spin-offs is only
0.96%. This study follows the second ap-
proach. We expect that market reacts more
strongly and positively to the cross-industry
spin-offs than the same industry spin-offs.

Table 6 demonstrates that positive abnor-
mal return of 4.21%, significant at 1% level,
for the group of focused spin-offs (17 an-
nouncements). It also shows a positive ab-
normal return of 3.33%, significant at 1%
level, for the group of non-focused spin-offs
(44 announcements). However, the t statistic
value of -0.36 implies that there is no signif-
icant difference between mean abnormal cu-
mulative returns between the two groups.
The other event windows (e.g. AD -1 to AD
+2, AD-1to AD +1, AD-1to AD 0, AD 0 to
AD +1) also reveals the same patterns.
These results are not in line with the findings
on the US market. For example, Daley et al.
(1997) find that cross industry spin-offs ex-
periences an average abnormal return of
4.5%, statistically different from a group of
the same industry spin-offs.

Do spin-offs in Australia enhance infor-
mation symmetry? This study employs a

broader definition of spin-off, which states
that “spin-off is a type of divestiture, in
which shares of spun-off firms will be dis-
tributed to existing shareholders of parent
firms.” Australian firms choose to divest
their assets through spin-off either in the
form of establishing public listed firms or
unlisted firms. Both types result in forming
an independent and separate form of busi-
ness from the parent firm. However, only
pubic listed firms are subject to the strict
regulation of stock exchange on regular re-
lease of performance-related information to
the market. Such spin-offs help reduce infor-
mation asymmetry, while spin-offs into un-
listed firms do not. In addition, it is more
costly and difficult to trade unlisted stocks
(Edelman & Baker, 1990). Thus, we expect
that market reacts negatively to the spin-off
into unlisted company.

The cumulative average abnormal re-
turns generated from market model for the
sub-group of unlisted spin-off are both posi-
tive and statistically significant at 1% and
5% level for the period from day -2 to day
+2, day -1 to day +2, and day -1 to day +1,
respectively. The evidence is against the hy-
pothesis that market reacts negatively with
the spin-off in which spun-off firms are un-
listed public company. It is interesting that
there is no significant difference between
two subsample of listed and unlisted spinoff.
Thus, there is evidence to support that mar-
ket, in general react positively with spinoff
announcements regardless of the business
form of spun-off assets.
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Table 6
Price reaction to the spin-off announcement (focus vs. non-focus spun-off assets)
Event window 'ii?i-cs Z;lr:c;ﬁ Focused CNuc;r;;jFo— t-test
AD-2to AD+2  Mean 3.96 5.62 3.32 -0.62
Me-  1.65 2.35 1.52
dian 61 17 44
Size 7 0g%xx 4,09%%* 5 T74***
SRT
AD-1to AD+2  Mean 3.83 5.68 3.12 -0.77
Me-  1.20 2.44 1.18
dian 61 17 44
Size g 5grxx 3.02%%* 5 33k*x
SRT
AD-1to AD +1 Mean 3.58 4.21 3.33 -0.36
Me-  2.13 2.24 2.05
Announcement dian g1 17 44
Size  (6.41)***  (4.01)*** (5.05)***
SRT
AD-1t0 AD 0 Mean 2.97 4.64 2.33 -1.02
Me-  1.24 1.68 0.69
dian 61 17 44
Size  (43g)%**  (3.33)*** (3.10)**
SRT
AD 0 to AD +1 Mean 3.13 2.72 3.28 0.29
Me-  0.65 -0.29 1.37
dian 61 17 44
Size  (5.89y**  (2.77)**  (5.22)%**
SRT
RD -1to RD +1 Mean -3.03 1.48 -4.77 -
Me-  -0.42 1.41 -0.72 2.11%*
Record dian g1 17 44
Size  (L2.90)***  (2.64)** (-
SRT 5.06)***
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RD-1to RD 0 Mean -2.22 0.28 -3.19 -1.41
Me-  -0.46 -0.27 -0.54
dian g1 17 44
Size  (.1.41) (1.11) (-2.35)**
SRT
RDOtoRD+1  Mean -2.20 0.08 -3.08 -1.41
Me-  -0.73 0.23 -1.08
dian g1 17 44
Size  (12.18)*** (1.38) (-
SRT 3.78)xxx

Notes: This table reports mean and median abnormal returns and the standardized residual t-tests
(SRT) employing the market model for spin-off announcements for the period the day before the
announcement date to day after (e.g. AD-1 TO AD 1), day before the record date to day after (e.g. RD
-1 TORD 1), and “bigger” window — the day before announcement dates and the days after the record
dates (e.g. AD-1 to RD +1). This table reports focused versus non-focused spin-off. This table also
provides t-test statistics for the difference in mean abnormal returns across the different groupings.

*Significantly different from zero at the 10% level,
**Significantly different from zero at the 5% level, and

***Significantly different from zero at the 1% level.
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Price reaction to the spin-off announcement (listed vs. unlisted spun-off assets)
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Event window Whole sample Listed firms  Unlisted  t-test
AD -2 to AD Mean 3.96 2.98 7.96 1.21
+2 Median  1.65 1.30 6.51
Size 61 49 12
SRT 7.03*** 6.09*** 3.55***
AD -1 to AD Mean 3.83 3.29 6.05 0.70
+2 Median ~ 1.20 1.13 2.13
Size 61 49 12
SRT 6.59*** 5.76*** 3.23**
AD-1to AD +1 Mean 3.58 3.12 5.44 0.85
Announcement Median 2.13 1.17 3.10
period Size 61 49 12
SRT (6.41)*** (5.95)*** (2.43)**
AD-1to AD O Mean 2.97 2.50 4.88 0.93
Median 1.24 0.61 4,28
Size 61 49 12
SRT (4.39)*** (3.93)*** 1.95*
ADOto AD+1 Mean 3.13 2.95 3.83 0.39
Median 0.65 0.52 2.34
Size 61 49 12
SRT (5.89)*** (5.85)*** 1.47
RD-1toRD+1 Mean -3.03 -2.18 -6.51 -1.27
Median -0.42 -0.42 -1.08
Size 61 49 12
Record SRT (-2.90)*** (-2.40)** (-170)
period RD-1toRD0O Mean -2.22 -1.33 -5.87 -1.64
Median -0.46 -0.40 -1.17
Size 61 49 12
SRT (-1.41) (-0.69) (1.80)*
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RDOtoRD +1 Mean
Median
Size

SRT

-2.20 -1.85 -3.64 -0.70
-0.73 -0.76 0.32

61 49 12

(12.18)***  (2.55)** (-0.44)

Notes: This table reports mean and median abnormal returns and the standardized residual t-tests
(SRT) for the period the day before the announcement date to day after (e.g. AD-1 TO AD 1), day
before the record date to day after (e.g. RD -1 TO RD 1), and “bigger” window — the day before
announcement dates and the days after the record dates (e.g. AD-1 to RD +1). This table reports listed
versus unlisted spun-off firms. This table also provides t-test statistics for the difference in mean ab-

normal returns across the different groupings.

*Significantly different from zero at the 10% level,

**Significantly different from zero at the 5% level, and

***Significantly different from zero at the 1% level.

4.4. Regression results analysis

The dependent variables are the cumula-
tive abnormal returns generated by the three
day event window (day -1 to day 1). The hy-
potheses examined include: the “getting
back to basics” hypothesis, relative size hy-
pothesis, engaging firm size hypothesis, sol-
vency hypothesis. Model 4 and model 6 will
not be used for hypotheses testing because
they are both insignificant at the 10% level
(their p-values exceed 0.1). Therefore,
model 1, 2, 3, and 6 will be used to interpret
results of hypothesis testing. CASHTOTA is
introduced in the regression models to con-
trol the non-cash motive of the spin-off. This
variable is negative and insignificant among
all the 6 models. The regression outputs are
presented in Table 8.

This study investigates whether an-
nouncement excess returns are influenced
by the “increased focus” of the parent com-
panies. The hypothesis suggests that the
CAR will be greater for the “focus” group
than the “non-focus.” The relevant variable

is LF, which is the multiplicative form of
two dummy variables, namely FOCUSES
and LISTED. This variable is equal to 1 if
the parent spins off the subsidiary into dif-
ferent industry and also has it listed on the
ASX. Although the magnitude of the varia-
ble is positive 1.88%, it is statistically insig-
nificant at 10% level. Therefore, there is not
enough evidence to reject the null hypothe-
sis that there is no difference between CAR
attributable to the “focus” group and “non-
focus” group. This, along with the t-test pre-
sented in section 4.3.1, is not in accordance
with the evidence found in the US and Eu-
rope.

Based on the finding of Veld and
Veld-Merkoulova (2008) that a higher pre-
spin-off leverage is associated with a posi-
tive abnormal stock returns. They argue that
spin-off reduces firm size and cash flows,
which increases bankruptcy risk. Since the
negative relationship of asset value and asset
volatility reverses for very high level of lev-
erage (see also Leland & Toft, 1996), “there
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iS an increase in the probability that bank-
ruptcy is avoided” (Veld & Veld-
Merkoulova, 2008, p.106). Thus, higher pre-
spin-off leverage is expected to be positively
related with the abnormal returns to the
stockholders of the parent firms. We use the
ratio of total debt to total asset as a proxy for
leverage. Models 1, 2, 3, and 5 demonstrate
that there is evidence to support the alterna-
tive hypothesis that firms with higher level
of debts experience higher CAR. This find-
ing is consistent with the finding of Veld and
Veld-Merkoulova (2004) for the European

Table 8
OLS regression output

data. This variable is statistically significant
at 5% level in Models 2, 3, and 5 and signif-
icant at 10% level in Model 1.

Existing literature suggests that the larger
the proportion of the spun-off assets to the
assets of the parent firm, the bigger piece of
CAR (see Schipper, 1983). However, Model
6 is not reliable to make interpretation of the
estimated results. Thus, it is not possible to
test this hypothesis in this paper. The other
hypothesis is that the wealth effect is larger
when the portion of divested assets is larger
(e.g., Hite & Owners, 1983; Veld & Veld-

Independ-  Regression output
ent varia-
bles Model 1 Model 2 Model 3 Model 42 Model 5 Mode 62
LISTED 0.0302
(-0.8490)
0.0117
FOCUS
(0.4331)
0.0188
LF
(0.6822)
0.0214
SIZE
(0.5539)
-0.0059
LMV
(-1.1026)
-0.11 -0.1502 -0.1 -0.1 -0.151 -0.042
TDTOTA 0.1105 0.150 0.1598 0.1569 0.1513 0.0428
(-1.7041)*  (-2.3550)**  (-2.2378)**  (-2.2494)**  (-2.3662)**  (-0.7757)
CASH- -0.0723 -0.0658 -0.0738 -0.0666 -0.0643
TOTA (-1.6231) (-1.6342) (-1.6663) (-1.6014) (-1.5471)
RUNUP 0.0106 0.0113 0.0113 0.0110 0.0112 0.0115
(3.2584)***  (3.2026)*** (2.8754)*** (3.0009)*** (3.5971)*** (2.3137)**
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C 0.0834 0.0578 0.0850 0.0556 0.0537 0.0209
(2.0105)*  (2.5464)**  (1.8560)*  (2.4794)**  (2.3469)**  (1.2668)

R-squared 0.1449 0.1229 0.1430 0.1267 0.1313 0.1129
Adjusted R-

Juste 0.0838 0.0768 0.0818 0.0643 0.0693 0.0496
squared
F-statistic 2.3714 2.6627 2.3359 2.0310 2.1166 1.7821
Probability 0.0632* 0.0565* 0.0665* 0.1024 0.0908* 0.1652
Sample size 61 61 61 61 61 46°

Notes: a Models that are presented but not used for hypotheses testing

*** Significant at the one per cent level
**  Significant at the five per cent level

* Significant at the ten per cent level

b Only 46 out of 61 observation is available to calculate the relative size of the spin-off. 12 are
unlisted spun-off firms, 3 firms are listed in other stock exchange (i.e. NSX). The cross-sectional
regression output uses two tailed t-tests. To incorporate robustness, all regressions are White Het-
eroskedasticity-Consistent Standard Errors & Covariance.

Merkoulova, 2004). Model 1 is the only
model used to test this hypothesis. It demon-
strates that size of the parent firms have a
negative but insignificant effect on the CAR.
Accordingly, this illustrates that the bigger
the firm size of the parents, the smaller the
CAR the shareholders experiences. We con-
clude that there is little evidence to support
this hypothesis. This finding is inconsistent
with finding of Hite and Owners (1983).

Surprisingly, the controlling variable
RUNUP, which represents the possibility
that market anticipates a spin-off announce-
ment and begins to bid up prices prior to re-
flect the positive sentiment. We expect this

variable has a negative sign, i.e. the magni-
tude of price reaction on announcement
dates might be lower if share prices are bid
up prior to the announcement dates. How-
ever, the regression results illustrate the op-
posite. This finding suggests that there
might be herding effect and lagging effect of
the bidding up. This requires more in-depth
study.

5. Conclusion

This paper examines the impact of corpo-
rate spin-off announcements by Australian
firms on the shareholders’ wealth. The re-
sults from the event study show that spin-
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offs may create value to the shareholders by
means of positive abnormal returns around
announcement dates. Market reacts posi-
tively to the announcements of corporate
spin-off regardless of business forms of
spun-off entity (i.e. listed or unlisted). The
results from regression analysis suggest that
higher pre-leveraged firms benefit more
from spinning off its subsidiaries. We find
no evidence to support the other hypotheses
such as “getting back to the basics,” and
“relative size effect hypothesis,” However,
spin-off may destroy value the shareholders
by means of negative abnormal returns
around record dates.

We collect data of spin-off announce-
ments from 2002, in which the “Demerger
Tax Relief” provision was enacted in Aus-
tralia. However, time constraints preclude
the undertaking of thorough examination of
taxation consequences with respect to the
spin-offs. Due to the limited access to bond
data information and analyst coverage, we
could not test “wealth transfer” and “infor-
mation asymmetry” hypotheses. This re-
search is also limited by the small sample
size. The scope of this study is to investigate
how market responds to the spin-off event in
a short run, i.e. around announcement dates.
Since stock values depend on long run per-
formance of firms, a thorough analysis of
long run performance of the engaging firms
might provide some insight into capital mar-
ket efficiency in the context of Australiam
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