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We investigate the value created through spinoffs over the 19651988 period by measuring the stock
returns of spinoffs, their parent firms, and parent-spinoff combinations for periods of up to three
years following the spinoffs. We find significantly positive abnormal returns for spinoffs, their
parents, and the spinoff-parent combinations. Both the spinoffs and parents experience an unusually
high incidence of takeovers and the abnormal performance is limited to firms involved in takeover
activity. These findings suggest that spinoffs provide a low-cost method of transferring control of
corporate assets to bidders who will create greater value.

1. Introduction

This study examines the common stock returns of spinoffs and their parent
firms for periods of up to three years following the spinoff. This research is
motivated both by the scarcity of evidence on how this form of restructuring
creates value and by the persistent claims in the business press that spinoffs offer
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investors superior returns.! Another reason for evaluating the investment
performance of spinoffs is their similarity to initial public offerings (IPOs). Like
IPOs, spinoffs represent newly traded shares in the marketplace. Contrary to the
claims for spinoffs, however, two recent studies indicate that IPOs provide
negative abnormal returns for periods of up to three years [Aggarwal and Rivoli
(1990) and Ritter (1991)].

Previous spinoff research focuses on changes in parent firm share prices at the
time of spinoff announcements [Hite and Owers (1983), Schipper and Smith
(1983), and Miles and Rosenfeld (1983)]. These studies do not examine returns
for either the spinoffs or their parents following the distribution of shares. The
positive abnormal announcement-date stock returns reported for the parent
firms presumably reflect investors’ expectations about the prospective per-
formance of spinoffs and their parents, so, we should not expect to observe
post-spinoff abnormal returns. Our research indicates, however, that both the
spinoffs and their parents offer significantly positive abnormal returns for up to
three years beyond the spinoff announcement date. These abnormal returns are
associated with corporate restructuring activity. Both spinoffs and their parents
experience significantly more takeovers than do control groups of similar firms,
and the abnormal performance is limited to those involved in takeover activity.?

These post-spinoff findings indicate that investors have not fully anticipated
the increased takeover activity and therefore have underestimated the value
created by spinoffs. Hence, event studies that measure abnormal returns near the
spinoff announcement dates do not accurately estimate the total value spinoffs
create. To assess the value created beyond the announcement date, we form
market-value-weighted portfolios of parent firms and their spinoffs and measure
long-term portfolio performance. We observe a significantly positive abnormal
two-year mean return and attribute this abnormal performance to the returns
for spinoffs and parents taken over. We conclude that spinoffs, by dividing
a company into separate businesses and thereby effectively creating pure plays
for prospective bidders, create value by providing a relatively low-cost method
of transferring control of corporate assets to acquiring firms.

The paper is divided into four sections. Section 2 provides background on
spinoffs and descriptive statistics on our sample of spinoffs and parent firms; it
also describes our stock-performance and control-group methods. We present
empirical results in section 3 and summarize our findings in section 4.

'Peter Lynch, in his book One Up on Wall Street, recommends spinoffs as equity investments.
Articles suggesting that spinoffs offer superior investment returns have also appeared in Forbes
[Palmeri (1989)], Wall Street Journal {White (1990)], and Business Week [Segal (1990)].

2Hite and Owers also associate restructuring with spinoffs. They identify a subsample of spinoffs
in which management explicitly states that the spinoff facilitates merger activity, and they observe
a higher mean abnormal return for this subsample than for their full sample. They do not follow the
restructuring activities of their sample or the parent firms after the distribution date, however.
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2. Data and methodology

2.1. Background

We define a pure spinoff as a tax-free, pro-rata distribution of shares of
a wholly owned subsidiary to shareholders.® All distributions of other firms’
stock are considered by U.S. tax authorities to be dividends. Fully taxable
spinoffs, which represent the most frequent type of distribution, tend either to
involve a parent firm retaining a large percentage of the common shares of
a spun-off subsidiary or a firm distributing to its own share holders a large block
of shares of another publicly traded firm.* For a distribution to be tax-exempt
under the criteria set forth in Internal Revenue Code Section 355, it must
represent at least 80% of the outstanding shares of the subsidiary, and any
shares retained by the parent must not constitute ‘practical control’ of the
subsidiary.® As such, nontaxable spinoffs represent restructurings in which
a parent firm effectively removes itself from the management and ownership of
the subsidiary. These pure spinoffs represent the restructurings studied here.

Recent stock distributions by Kraft and General Mills provide examples of
pure spinoffs. In 1986, Kraft made the strategic decision to focus on food
processing and to get out of certain unrelated businesses. As part of this
restructuring the company combined four consumer product divisions (Tupper-
ware, Food Equipment Group, West Bend, and Ralph Wilson Plastics Com-
pany) and distributed shares to stockholders as Premark International, Inc.®
Likewise, in 1985, General Mills spun off two divisions (Kenner Parker Toys
and Crystal Brands) to stockholders. According to a statement issued by the
company; ‘As historically demonstrated, the toy and fashion industries are
substantially more volatile than the company’s other businesses. Because of this

3In both the academic literature and the popular press, spinoffs often consist of various types of
distributions of common stock in other companies. These alternative types of distributions include
partial as well as full distributions of stock in subsidiaries, taxable and nontaxable distributions,
court-ordered as well as voluntary stock distributions, distributions of common shares in publicly
traded companies as opposed to subsidiaries, and return of capital distributions. In some cases,
specialized stock distributions such as split offs, and even stock sales such as equity carve outs, are
referred to as spinoffs.

“Distributions by Masco Corp. and Cyprus Mines exemplify taxable spinoffs. In 1984, Masco
Corp. distributed shares in its wholly owned subsidiary, Masco Industries. The distribution was fully
taxable since Masco Corp. maintained a 58% stake. According to Masco Corp.’s CEO, the firm
wished to stay involved with the subsidiary while removing itself from the cyclicality of its industry.
The second type of taxable spinoff involves holdings in other publicly traded companies. In 1978,
Cyprus Mines Corp. distributed shares of General Electric to sharcholders. The distribution
represented shares Cyprus Mines received in an asset exchange and was fully taxable.

SOther Section 355 criteria include: (1) both the parent and the subsidiary must be engaged in an
active trade or business for at least five years before the distribution date; and (2) the transaction may
not be used as a means of distributing profits and must be done for a sound business reason.

SWall Street Journal, September 9, 1986, p. 12.
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volatility, the appropriate market value of the toy and fashion operations is not
fully realized with these businesses as part of General Mills.””

The reasons cited by management for spinning off subsidiaries vary, but often
include one of the following: (a) a lack of strategic fit or synergy between the
subsidiary and the parent, (b) legal or regulatory pressures to separate the parent
and subsidiary, (c) presumed market undervaluation of the combined entity, and
(d) excessive operating volatility of the subsidiary. The value-creating potential
of spinoffs comes from spinoff-induced organizational changes and/or corporate
control activity. Organizational changes associated with spinoffs may induce
superior parent and spinoff operating performance as a result of a reduction in
agency and overhead costs, a sharpened focus, market as opposed to adminis-
trative capital allocation, and/or incentives created by more effective compensa-
tion of management. In addition, spinoffs may create value by facilitating the
transfer of the assets of either the parent or the subsidiary to higher-valued uses.
Along these lines, Aron (1991) develops a model for a subsidiary in which the
potential for improved incentives from a spinoff competes with the economies of
scope derived from association with the parent firm. Aron suggests that changes
in the relative values of these two factors can result in an incentive-inducing
spinoff and, at a later date, a takeover of the spun-off firm to again provide
economies of scope.

2.2. Sample selection

To identify spinoffs, we consult the CCH Capital Changes Reporter to ascer-
tain the nature of firms’ distributions of common stock in other companies as
reported in Moody’s Dividend Record and the Center for Research in Security
Prices (CRSP) Monthly Master File. We identify 815 such distributions from
1965 to 1988. Each distribution is put into one of five categories: (1) fully taxable
distributions, (2) return-of-capital distributions, (3) mixed-taxation distribu-
tions, (4) nonvoluntary distributions, and (5) nontaxable distributions. Of the
815 distributions identified, 91 are not categorized because (1) the listing in the
Capital Changes Reporter lacks taxation information, (2) a description of the
distribution is not available in the Wall Street Journal, or (3) stock prices
are unavailable.® Panel A of table 1 provides a categorical breakdown of the
sample. For reasons discussed in the previous section, we exclude the 344 fuily
taxable and 21 mixed-taxation spinoffs. We also exclude the return-of-capital

"Wall Street Journal, October 30, 1985, p. 40, and General Mills Inc., 1984 Annual Report, p. 16.

8These are very small distributions. In most cases, information on the parent firm is nonexistent.
Stock prices are unavailable for the spinoff in the Wall Street Journal, the S&P Daily Stock Price
Record, the Bank and Quotation Record, the CRSP Monthly Returns File, and the COMPUSTAT
PDE Tape.
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distributions, which are primarily periodic stock distributions by closed-end
funds, and the 16 nonvoluntary distributions.

We identify 231 nontaxable, voluntary spinoffs over the 1965—1988 period.
Among this group, monthly stock prices are available for 163 spun-off firms from
at least one of the following sources: the CRSP Monthly Returns File, the Bank
and Quotation Record, the COMPUSTAT PDE Tape, Standard & Poor’s Daily
Stock Price Record, or the Wall Street Journal. Seventeen of the nontaxable,
voluntary spinoffs have shares trading in the market at the time of the spinoff and
therefore are not pure spinoffs. Panel B of table 1 provides a breakdown of the
pure spinoff sample. The final sample consists of 146 spinoffs, of which 45 are
initially listed on the New York Stock Exchange (NYSE), 12 are listed on the
American Stock Exchange (Amex), and 89 are traded over the counter.

Table 2 shows the distribution of spinoffs over time and mean equity market
values (closing share price on first trading day times the number of shares
outstanding). A recent increase in the number of spinoffs is apparent, as 75% of
the spinoffs occur in the last ten years of the sample period. In addition, there is
a trend toward larger spinoffs. Table 2 also lists the industry breakdown for the
spinoffs and parents by two-digit Standard Industrial Classification (SIC) code.

Table 1

Classification of 815 distributions of other firms’ common stock for the period 1965-1988.

Distribution type Number

Panel A: Full sample®

Taxable 344
Nontaxable 231
Mixed taxation 21
Return of capital 112
Nonvoluntary 16
Information not available 91
Full sample 815

Panel B: Nontaxable spinoffs®

Pure spinoffs 146
Previously traded 17
Not listed 68
Nontaxable spinoffs 231

*In total, 815 distributions of other firms’ common stock are identified over the 1965—1988 period
in Moody's Dividend Record and the CRSP Monthly Master File. The tax status of and other specific
information on these distributions are obtained from the CCH Capital Changes Reporter.

"The sample of fully nontaxable distributions is classified as: (1) pure spinoffs — a newly traded firm
results from the distribution; (2) previously traded — although all requirements of IRS Code Section
355 are met, shares in the subsidiary are already trading when the spinoff is announced; and (3)
not listed — stock price data are not available in the Wall Street Journal, the Bank and Quotations
Record, Standard and Poor’s Daily Stock Record, the CRSP Monthly Return File, or on the
COMPUSTAT PDE Tape.
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The spinoff sample spans 27 industries. The largest concentrations are in
wholesale and retail trade (20 firms, or 14% of the sample) and financial services
(17 firms, or 12% of the sample). At the two-digit SIC level, the parent-firm
sample closely resembles the spinoff sample.

2.3. Stock-return methodology

We evaluate the stock-return performance of spinoffs and parents for periods
ranging from ten days to three years following the spinoff. Spinoff and parent
performance is analyzed using raw and matched-firm-adjusted returns. As
described in the next section, SIC codes and market values are used to identify
matched firms for both spinoffs and parents. The matched-firm return adjust-
ment procedure accounts for both contemporaneous market returns and risk.
We compute returns presuming a buy-and-hold investment strategy to avoid the
bias and transactions costs associated with portfolio rebalancing [Roll (1983)].

Raw return performance presuming a buy-and-hold approach is examined by
computing returns (R; 1) for spinoffs and parents over alternative periods as follows:

Ri.T=[n(1+ri.r)—l‘1a (1)

where r; , is the return (price appreciation and dividends) for firm i in time ¢. The
arithmetic mean of the N individual buy-and-hold returns for T periods is

Ri, T

! . 2)
N (2)

=

ﬁ]‘=l

If a firm stops trading for any reason in the three years following the spinoff,
a buy-and-hold return is computed using the last available stock price, and this
return is used for performance measurement purposes for all subsequent intervals.

We calculate buy-and-hold returns for the matched firms (R}’;) just as in (1)
and (2) above. The matched-firm-adjusted returns (M F ARs) are computed as
the mean differences in the buy-and-hold returns:

M=

[Ri.r — R'r]

5 : 3)

MFAR,; ="

The level of significance for the adjusted returns is determined using a matched-
pairs t-statistic:

= MFAR,

Y )
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where s is the sample standard deviation of MFARs for N firms in the
sample.

To assess the overall value created through spinoffs, we compute raw and
adjusted returns for a market-value-weighted portfolio of spinoffs and their
parents. As of the spinoff distribution date, we (1) match the spinoff and parent
firms with similar firms, (2) construct spinoff—-parent portfolio returns by weight-
ing each spinoff and its parent by its respective relative market value on the
distribution date, (3) construct matched-firm portfolio returns using the same
weights as those for the spinoff-parent combinations, and (4) compute raw
returns and MFARs for the spinoff-parent portfolio. In addition, we calculate
raw and market-adjusted returns for the parent firms beginning six months
before the spinoffs so as to capture the spinoff announcement effect.

2.4. Matched-firm procedure

Firms are matched with spinoffs and parents as of the distribution date on the
basis of market value and four-digit SIC code using COMPUSTAT IL In each
case, we identify a firm with the closest market value in the same industry at the
time of the spinoff. Year-end market values for the matched firms are calculated
in the year of the spinoff. If there is no match within 25% of the market value of
the spinoff within the four-digit SIC code, we search for a match at the three-digit
level, then the two-digit level, and finally the one-digit level. If a matched firm
stops trading for any reason, a new firm is matched at that point. Allowing firms
to drop out and choosing a new matching firm avoids survivorship bias. Spinoffs
and parents are not allowed to enter the matched samples at any time.

For the spinoff sample, the mean market values for the spinoffs and matched
firms are $106 million and $104 million. The mean market values for the parents
and their matched firms (as of the ex-date) are $728 million and $723 million.
For the spinoffs, 97 firms are matched at the four-digit SIC level, 23 at the
three-digit level, 21 at the two-digit level, and 5 at the one-digit level. The
parents are matched as follows: 20 at the four-digit level, 26 at the three-digit
level, 82 at the two-digit level, and 4 at the one-digit level.

3. Empirical results

3.1. Investment performance

Short-term spinoff performance is measured for intervals of up to 40 trading
days, beginning with the closing price on the initial day of trading. The mean
raw returns and MFARs for 10, 20, and 40 trading days are 0.4%/ — 0.9%,
—0.8%/ — 1.5%, and 0.0/ — 1.6%. Although the short-term mean MFARs
are predominantly negative, none are significantly different from zero at
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Table 3

Common stock returns for 146 spinoffs for the 1965-1988 period; returns are reported from the
initial trade (1) to 6, 12, 24, and 36 months.

Holding period

(I-6) (I-12) (I-24) (I-36)

Panel A: Raw returns®

Mean return 7.7% 19.9% 52.0% 76.0%
t-statistic® 2.19%* 3.60*** 5.94%*x* 6.23%**
% positive 51% 58% 64% 64%

Panel B: Matiched-firm-adjusted returns™®

Mean return — 1.0% 4.5% 25.0% 33.6%
t-statistic® —0.19 0.58 2.43** 2.31**
% positive 46% 52% 55% 60%

*Returns are computed presuming a buy-and-hold investment strategy. If a firm is delisted or
taken over, the longest available return is used to represent the whole period.

"Matched-firm-adjusted returns are net of the contemporaneous return to a firm matched on the
basis of market value and industry classification.

“The t-statistics test the hypothesis that the mean holding-period returns equal zero: * denotes
significance at the 10% level, ** denotes significance at the 5% level, and *** denotes significance at
the 1% level; two-tailed tests.

conventional levels. As such, initial spinoff performance is similar to that of
IPOs when returns are measured from the end of the first trading day.

Table 3 provides the long-term spinoff results for subperiods corresponding to
buying at the closing price on the initial day of trading (day I) and holding for
periods of 6, 12, 24, and 36 months. The mean raw returns for months I-12, I-24,
and I-36 are 19.9%, 52.0%, and 76.0%. The mean M F ARs for months I-12, [-24,
and I-36 are 4.5%, 25.0%, and 33.6%. The mean MFARs for months I-24 and
I-36 are both significant at the 5% level. Although not reported here, we find both
mean S&P 500-adjusted returns and mean NASDAQ-adjusted returns for
months 1-24 and I-36 to be positive and significant at the 1% level. A con-
sistent finding, regardless of the adjustment procedure used, is exceptionally
good performance during the second year (months 12—24).° Overall, these returns
suggest that spinoffs provide superior long-term returns to investors. Further-
more, these findings contrast with the results reported for IPOs. Whereas IPOs
underperform the market and peers over the long term, spinoffs provide positive
long-term abnormal returns.

“We also investigate risk-adjusted performance using Ibbotson’s regression across time and secur-
ities (RATS) model. These results, not presented here, indicate positive and significant risk-adjusted
performance for spinoffs that can be attributed to superior returns during the second year following
the spinofl.
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Table 4

Common stock returns for 131 parent firms of spinoffs for the 1965-1988 period; returns are
reported from the ex-date (X) to 6, 12, 24, and 36 months.?

Holding period

(X-6) (X-12) (X-24) (X-36)

Panel A: Raw returns®

Mean return 11.3% 23.1% 54.0% 67.2%

t-statistic® 3.08%* 4.62%%* 5.42%** 6.94%**

Y positive 56% 63% 72% 73%
Panel B: Matched-firm-adjusted returns®*

Mean return 6.8% 12.5% 26.7% 18.1%

t-statistic? 1.75* 2.51%* 2.55%* 1.59

% positive 50% 56% 56% 54%

*In total, 141 parent firms distribute the 146 spinoffs, since five firms simultaneously spin off two
subsidiaries. Of the 141 parents, eight firms are merged or taken over and two are dropped by
NASDAQ on or before the distribution date. On the ex-date (X), therefore, only 131 parent firms
remain.

Returns are computed presuming a buy-and-hold investment strategy. If a firm is delisted or
taken over, the longest available return is used to represent the whole period.

‘Matched-firm-adjusted returns are net of the contemporaneous return to a firm matched on the
basis of market value and industry classification.

4The t-statistics test the hypothesis that the mean holding-period returns equal zero: * denotes
significance at the 10% level, ** denotes significance at the 5% level, and *** denotes significance at
the 1% level; two-tailed tests.

Stock returns for the parent firms are provided in table 4. The sampile size for
parent firms is only 131 because (1) five parent firms simultaneously distribute
two subsidiaries and (2) ten cease trading after the spinoff. Of these ten, eight are
taken over on or near the distribution date and two are dropped by NASDAQ.
Parent-firm returns are measured from the spinoff ex-date (X), the day that the
parent firm’s stock starts trading without ownership rights to the subsidiary.
For months X-12, X-24, and X-36, the mean raw returns are 23.1%, 54.0%,
and 67.2%, and the mean MFARs are 12.5%, 26.7%, and 18.1%. Mean MF ARs
are significant at the 10% level (t = 1.75) for months X—6 and at the 5% level for
months X-12 (t = 2.51) and X-24 (t = 2.55).

In evaluating post-spinoff investment performance, we observe the disappear-
ance of a substantial number of our sample. By the end of the third year, 29
spinoffs and 37 parents are no longer trading. From a stock-performance per-
spective, firms that are dropped by NASDAQ for failure to meet listing criteria are
not likely to be good performers. Conversely, firms dropped on account of
takeover activity are apt to be strong performers because of the takeover pre-
miums offered. The following section examines the survivorship status of spinoffs
and parents and its relationship to post-spinoff stock performance.
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Table 5

Survivorship status of 146 spinoffs and parent firms, and their matched firms, over three years.

Panel A: Spinoff survivorship status

Spinoffs Matched firms t-statistic®
Merged/taken over 21 5 3.29%*+
Dropped by NASDAQ 7 10 0.75
Other* 1 0 1.00
Survive 117 131
Total 146 146

Panel B: Parent survivorship status

Parents Matched firms t-statistic®
Merged/taken over 18 7 2.31%*
Dropped by NASDAQ 3 2 045
Other® 1 1 0.00
Survive 109 121

Total® 131 131

*The spinoff classified as ‘other’ paid a liquidating dividend, whereas the parent and parent-
matched firm in this classification transferred all assets to other firms.

bIn total, 141 parents distribute the 146 spinofls, because five parents simultaneously spin off two
subsidiaries. Of the 141 parents, eight are merged or taken over and two are dropped by NASDAQ
on or before the distribution date, so only 131 parent firms remain as of the ex-date. A grand total of
26 parent firms in our sample are merged or taken over: eight on or before the distribution date and
eighteen thereafter.

°The t-statistics test the hypothesis that the number of spinoffs—parents and matched firms are
equal: * denotes significance at the 10% level, ** denotes significance at the 5% level, and ***
denotes significance at the 1% level; two-tailed tests.

3.2. Survivorship status and takeover activity of spinoffs, parents, and
matched firms

The survivorship status of and takeover activity among the 146 spinoffs, their
parents, and the corresponding matched firms are provided in table 5. The
number of firms dropped by NASDAQ is quite similar for the spinoffs and
parents and their respective matched-firm samples. Both the spinoffs and par-
ents, however, are far more heavily involved in takeovers than their matched
firms. Twenty-one spinoffs are taken over, with a mean time between spinoff and
takeover of 24 months. Only five matched firms are involved in takeovers.
Eighteen of the parent firms are taken over, compared with seven of their
matched firms. In addition, another eight parent firms are taken over on or
before the distribution date (and therefore are never matched).

To evaluate the impact of takeovers on stock performance for our sample of
spinoffs, we divide the full sample of 146 spinoffs into the 21 that are taken over
within three years of the spinoff and the 125 that are not. In panels A and B of
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table 6, we report mean M F ARs for each subgroup for several intervals. Panel
A shows that the 21 spinoffs experiencing a takeover yield a mean MFAR of
61.3% for months [-24 and 99.3% for months I-36, both of which are signifi-
cant at the 1% level. As shown in panel B, the other 125 spinoffs provide a mean
MFAR of 18.9% for months I-24 and 22.5% for months I-36, neither of which
is significant.

In panel C, we measure mean MFARs for the 21 spinoffs taken over but
exclude the six months prior to takeover. This procedure is intended to elimin-
ate the effects of the takeover premiums.!® For these 21 spinoffs, the mean
MF ARs for months I-24 and I-36 are 26.7% and 35.6%. Although each of these
mean MFARs is larger than its counterpart for the full sample, as reported in
table 3, neither is significant at the 10% level because of the small sample size. In
panel D, we report mean MFARs for the full sample after excluding the six
months prior to takeover for the 21 firms taken over. The mean MFARs of
20.0% for months I-24 and 24.3% for months I-36 are significant at the 10%
level. In comparison with the results in panel B, these mean MF ARs are slightly
larger and marginally significant. These findings indicate that only spinoffs
involved in takeover activity offer significant abnormal performance.

In table 7 we assess the impact of takeover activity on the performance of the
parent firms. Panel A reports mean M FARs for the 18 parents taken over. The
mean MF ARs for months X—12, X-24, and X—36 are 42.8%, 56.9%, and 69.6%.
These three mean M FARs are significant at the 1% level. Panel B provides the
mean MFARs for the 113 parent firms not taken over. These mean MFARs are
much smaller than those for the firms taken over for all intervals, with only the
mean MFAR for months X-24 being significant at the 10% level. Panel C of
table 7 reports mean MF ARs for the 15 parent firms taken over after we exclude
the six months before the takeover.!! Only 15 firms are reported in this panel
because 3 of the 18 original firms are taken over within six months of the spinoff.
The mean M F AR for months X—121is 19.3% (t = 2.06) which is significant at the
10% level; the corresponding figures for months X—24 and X-36 are 25.1%
(t = 2.62) and 25.2% (t = 2.41), both of which are significant at the 5% level.
Thus, as with spinoffs, the parent firms taken over show superior performance
even after the takeover premiums are removed. In panel D, we report mean
MF ARs for the full sample of parent firms after removing the takeover pre-
miums for those firms taken over. The mean MFAR of 9.0% (t = 1.93) for
months X-12 is significant at the 10% level and the mean MFAR of 22.2%

'%There is no assurance that deleting returns for six months prior to takeover removes the entire
takeover premium, so abnormal returns excluding the six-month pre-takeover period may still
reflect actual or anticipated takeover activity. The six-month pre-takeover mean MFAR for the
spinoffs is 36.2% (¢ = 4.34), however, which is in line with the takeover premiums reported in
Bradley, Desai, and Kim (1988).

'For the six months prior to takeover, the mean MFAR for these parents is 39.9% (t = 2.24).
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Table 6

Matched-firm-adjusted stock returns for 146 spinoffs over the 1965-1988 period. Returns are

reported from the initial trade (1) to 6, 12, 24, and 36 months. Returns are reported separately for the

21 firms involved in mergers or takeovers and the 125 firms not involved in mergers or takeovers.

Also reported are the returns for the 21 spinoffs involved in mergers and takeovers adjusted for

takeover premiums by removing the six months prior to merger/takeover, and the returns for all 146
spinoffs excluding the takeover premiums.

Holding period

(I-6) (I-12) (1-24) (1-36)
Panel A: 21 firms merged or taken over?
Mean return 14.0% 11.8% 61.3% 99.3%
t-statistic® 1.46 0.72 3.16%** 3.58%%*
Takeovers 0 2 9 21

Panel B: {25 firms not merged or taken over®

Mean return —3.6% 3.3% 18.9% 22.5%

t-statistic® —0.57 0.38 1.64 1.40
Panel C: 21 firms merged or taken over — no takeover premiums®*

Mean return 1.7% 1.9% 26.7% 35.6%

t-statistic® 1.01 0.13 1.25 1.47

Panel D: All 146 firms — no takeover premiums®

Mean return —2.0% 3.1% 20.0% 24.3%
t-statistic® —0.35 0.40 1.94* 1.71*

*Returns are computed presuming a buy-and-hold investment strategy. If a firm is delisted or
taken over, the longest available return is used to represent the whole period. Matched-firm-
adjusted returns are net of the contemporaneous return to a firm matched on the basis of market
value and industry classification.

*The t-statistics test the hypothesis that the mean holding-period returns equal zero: * denotes
significance at the 10% level, ** denotes significance at the 5% level, and *** denotes significance at
the 1% level; two-tailed tests.

‘For the six months prior to takeover, the mean matched-firm-adjusted return for these 21 firms is
36.2% (t = 4.34).

(t = 2.11) for months X 24 is significant at the 5% level.'? As such, the signifi-
cance of the mean M FAR:s for the full sample is enhanced by including the returns
of those parents taken over (even after the takeover premiums are removed).
Overall, these results indicate that the abnormal performance of spinoffs and
parents is primarily attributable to post-spinoff takeover activity. For spinoffs,

12Although the mean MF ARs for spinoffs that are taken over are larger than those for the parents
that are taken over, the corresponding ¢-statistics of the parent firms are larger. This occurs for two
reasons: (1) the parent firms are taken over earlier than the spinoffs and thus show lower overall
return volatility, and (2) for firms taken over, the return up to the takeover (or six months prior when
we remove the takeover premium) is used to represent the return for all subsequent intervals. For
example, for a firm taken over in month 9, we use the nine-month MFAR as the I-12, I-24, and I-36
mean MFAR.
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Table 7

Matched-firm-adjusted stock returns for 131 parents of spinoffs over the 19651988 period. Returns

are reported from the ex-date (X) to 6, 12, 24, and 36 months. Returns are reported separately for the

18 firms involved in mergers or takeovers and the 113 firms not involved in mergers or takeovers.

Also reported are the returns for the parents involved in mergers and takeovers adjusted for

takeover premiums by removing the six months prior to merger/takeover, and the returns for all
parent firms excluding the takeover premiums.*

Holding period

(X=6) (X-12) (X-24) (X-36)

Panel A: 18 firms merged or taken over™®

Mean return 21.8% 42.8% 56.9% 69.6%
t-statistic® 1.45 2.90%** 3.78%** 4.49%**

Takeovers 3 6 13 18

Panel B: 113 firms not merged or taken over>®

Mean return 4.4% 7.7% 21.8% 9.9%

t-statistic® 1.16 1.49 1.84* 0.77
Panel C: 15 firms merged or taken over — no takeover premiums® ™4

Mean return 8.60% 19.3% 25.1% 25.2%

t-statistic® 0.90 2.06* 2.62%* 2.41%*

Panel D: All 128 firms — no takeover premiums*®

Mean return 49% 9.0% 22.2% 11.7%
t-statistic* 1.39 1.93* 2.11** 1.03

*In total, 141 parent firms distribute the 146 spinoffs, since five firms simultaneously spin off two
subsidiaries. Of these 141 parents, eight firms are merged or taken over and two are dropped by
NASDAQ on or before the distribution date, so as of the ex-date only 131 firms remain. Panels
C and D contain 15 and 128 parent firms because three parent firms are merged or taken over within
six months of the ex-date.

®Returns are computed presuming a buy-and-hold investment strategy. If a firm is detailed or
taken over, the longest available return is used to represent the whole period. Matched-firm-
adjusted returns are net of the contemporaneous return to a firm matched on the basis of market
value and industry classification.

“The t-statistics test the hypothesis that the mean holding-period returns equal zero: * denotes
significance at the 10% level, ** denotes significance at the 5% level, and *** denotes significance at
the 1% level; two-tailed tests.

dFor the six months prior to takeover, the mean matched-firm-adjusted return for these 15 firms is
39.9% (t = 2.24).

19 of the 21 takeovers occur in years 2 and 3, the years showing the largest
abnormal returns. The best parent performance occurs in the first two years
after the spinoff, when 13 of the 18 takeovers occur. In addition, we ran separate
regressions for the spinoffs and parents, with the 36-month mean MFARs as
the dependent variable and five explanatory variables, including a takeover
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indicator variable.!® For both the parents and spinoffs, the takeover indicator
variable is significant at better than the 10% level, whereas the other variables
are not significant at conventional levels.

3.3. Value creation from spinoffs: Combined parent and spinoff returns

The post-spinoff abnormal performance for both the spinoffs and the parents
indicates that the event studies by Hite and Owers, Schipper and Smith,
and Miles and Rosenfeld understate the wealth spinoffs create for share-
holders. To measure the value created through spinoffs, we estimate the
combined performance of spinoffs and their parents. Adjusted returns are
reported for intervals of months — 6 to D, where D is the distribution
date and months X-12, X-24, and X-36, where X is the date on which
shares of the parent firms first trade without rights to the shares of the
spinoffs. By convention, the ex-date is the first trading day after the distri-
bution day. Adjusted returns are also reported for months — 6 to 12,
—6 to 24, and — 6 to 36. The pre-distribution period (— 6 to D) is
included to capture the effect of the spinoff announcement on the market
value of the parent.'* For this interval, parent returns are market-adjusted
using the CRSP equally-weighted portfolio including dividends. The post-
spinoff performance is measured by constructing a market-value-weighted
portfolio of spinoffs and their parents. For each spinoff-parent combination,
a portfolio return is computed as the MFAR for each spinoff and parent
weighted by their relative sizes. The weights represent the relative market values
of the spinoff and parent using closing prices on the spinoff ex-date. Since the
market value of 90 of the 146 spinoffs is less than 25% of the combined parent
and spinoff value, the combined portfolio returns are heavily weighted toward
the parent-firm returns.

As shown in panels A and B of table 8, the mean raw return and mean MFAR
for the period — 6to D are 14.7% and 6.4%. Both of these means are significant
at the 1% level. Mean MFARs for X-12, X--24, and X-36 are 4.7%. 18.9%, and
13.9%. The mean M F AR for X-24 is significant at the 5% level. This abnormal

3The other independent variables include: the market value of the parent or spinofT, the degree of
estructuring as measured by the size of the spinoff in relation to the parent (in market value), an
exchange-listing indicator variable (NYSE/Amex/NASDAQ), and an indicator variable to assess the
relatedness of parent and spinoff (based on parent and spinoff two-digit SIC codes).

'4The Wall Street Journal reported announcements for 140 of these spinoffs. We performed an
event study on the announcements involving firms with daily share prices available on CRSP. This
data restriction reduced our sample to 107 firms. The announcement-day mean-adjusted return
(M AR) using the CRSP value-weighted index is 1.3% and is significant at the 1% level. The two-day
MAR is 2.1%. Both Miles and Rosenfeld (1983) and Hite and Owers (1983) report a two-day MAR
of 3.3%, while Schipper and Smith (1983) observe a 2.8% MAR. It is not likely, however, that
previous studies were limited to tax-free spinoffs.
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performance primarily follows the pattern of takeover activity for parent firms.
Combining the pre-spinoff returns with the intervals of one, two, and three years
after the spinoff provides mean market- and matched-firm-adjusted returns of
12.6%, 24.2%, and 17.4%, which are significant at 5%, 1%, and 10%. These
findings suggest that spinoffs result in significant value creation, at least for
intervals of up to two years.

Panel C reports adjusted returns for the 100 spinoff-parent combinations not
reporting takeover activity within three years for either the spinoff or the parent.
None of the mean adjusted returns are significantly different from zero, indicat-
ing average performance for these combinations even after we include the
announcement period returns (— 6 to D). In addition, the insignificant adjusted
return over the — 6 to D interval suggests that the market anticipated a lack of
takeover activity for these firms. These results indicate that the value created
through spinoffs derives primarily from the takeover premiums paid for the
spinoff, its parent firm, or both. In panel D, we measure adjusted returns for our
full sample of parent—spinoff combinations but remove takeover premiums as in
previous tables by excluding the six months of returns before a takeover of either
a parent or a spinoff. In panel D, the intervals — 6 to D and — 6 to 24 show
adjusted returns of 4.3% and 18.6%, which are both significant at the 5% level.
In addition, an adjusted return of 15.0% for the X-24 interval is significant at
the 10% level. Overall the results in table 8 demonstrate that the value created
through spinoffs is attributable to the spinoffs and parents involved in takeover
activity.

4. Summary and conclusions

Like the business press, we observe superior long-term investment perform-
ance for spinoffs. In contrast to the similar and more common newly traded
security, the PO, spinoffs provide positive abnormal returns over an extended
period. Surprisingly, we find that parent firms also offer superior post-spinoff
long-term investment performance. We associate these performance results with
post-spinoff restructuring activity. We find that both the spinoffs and the
parents are more frequently involved in takeovers than their control groups of
comparable firms. One-third of the spinoff-parent combinations are involved in
takeover activity within three years of the spinoff. When the firms involved in
takeovers are removed from our sample, adjusted returns are positive but not
significantly different from zero over most intervals. For spinoffs, most of the
takeover activity occurs in years 2 and 3, the years of strongest stock perform-
ance. For parent firms, in contrast, the majority of takeovers occur within the
first two years, which is when parent-firm stock returns are highest. Thus, the
abnormal performance of spinoffs and parents is closely related to post-spinoff
takeover activity.
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Previous event studies examine common stock returns only for parent
firms near the time of spinoff announcements. The superior mean returns after
the spinoff distribution date for both spinoffs and their parents suggests
that these event studies underestimate the value created through spinoffs,
To gauge that, we measure the long-term performance of market-value-
weighted portfolios of spinoffs and their parents. These spinoff—parent combina-
tions show significantly positive matched-firm-adjusted returns over a two-
year follow-up period. When the six months before the distribution date are
included so as to incorporate the excess returns associated with the spinoff
announcement, the two-year adjusted return is 24.2%. This abnormal perfor-
mance is directly related to returns for spinoffs and/or parents involved in
takeover activity, as the returns for the spinoff-parent combinations not in-
volved in takeover activity show insignificant abnormal performance over all
intervals.

Our results indicate that the value created by spinoffs is attributable to the
returns associated with the spinoffs and/or parents involved in takeover activity.
Hence, we conclude that spinoffs create value primarily by providing an efficient
method of transferring control of corporate assets to acquiring firms. By split-
ting companies into separate businesses, spinoffs establish pure plays in the
market, allowing bidders who are able to create more value to avoid the expense
of taking over whole entities.
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