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1. INTRODUCTION

Over the past decade, mergers, acquisitions, and other
forms of expansion in operations have declined
sharply, and many conglomerates have resorted to
downsizing and focusing their businesses on their core
competencies (Comment and Jarrell, 1995). A
corporate spin-off is one of several ways in which a
firm may divest a division and improve its focus. A
spin-off is a pro-rata distribution of the shares of a
firm’s subsidiary to the shareholders of the firm. There
is neither a dilution of equity nor a transfer of
ownership from the current shareholders. After the
distribution, the operations and management of the
subsidiary are separated from those of the parent.
Spin-offs constitute a unique mode of divesting assets
since they involve no cash transactions. Thus they
cannot be motivated by a desire to generate cash to
pay off debt, as is often the case with other modes of
divestitures.

Studies of voluntary corporate spin-offs show that
divestitures have positive effects on firm’s share
prices, but the sources of the gains are not well
understood (Hite and Owers, 1983). Previous spin-off
research focuses on changes in the parent share
prices at the time of spin-off announcements (Miles
and Rosenfeld, 1983). These studies do not examine
returns of either the spin-offs or their parents following
the distribution of shares. The positive abnormal
announcement-date share returns reported for the
parent firms presumably reflect investor's expectations
about the prospective performance of spin-offs and
their parents. Therefore, we should not expect to
observe post-spin-off abnormal returns. Our study
indicates that both the spin-offs and their parents offer
significantly positive abnormal returns for up to three
years beyond the spin-off announcement date.

This study proceeds in two stages. First, the former
parent companies and their spun-off units will be
examined to see if their operating performance
improves significantly relative to their performance
before divestiture. Furthermore, the spun-off units
themselves shall be examined to see if some of them
perform  significantly better than others. The
assumption here shall be that those spun-off units that
still operate in fields related to their former parent shall
perform relatively better than those that operate in
unrelated fields. Second, parent companies and their
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spin-off subsidiaries shall be matched with other
companies of equivalent status to see if their share
performance is significantly better on the JSE after the
unbundling exercise. This will indicate whether spin-
offs have, indeed, created shareholder value.

2, LITERATURE REVIEW AND HYPOTHESIS
FORMULATION
21 Spin-offs and performance

In a spin-off, a firm distributes shares of a subsidiary to
its shareholders on a pro-rata basis so that they retain
the same percentage ownership in the parent firm and
the new business entity. No revaluation of assets takes
place in accounting for the spin-off, and the parent
receives no cash. The primary effect is that the
subsidiary becomes a separate decision-making firm,
resulting in separation of control from the parent’s firm
management.

Previous studies of spin-off announcements find
positive average share price effects. Miles and
Rosenfeld (1983) examine 55 voluntary spin-offs from
1963 to 1980 and find significant average excess
return of 3,3 %, with larger returns for relatively larger
spin-off firms. Schipper and Smith (1983) find a
positive average excess return of 2,8 % for 93
voluntary spin-offs. Hite and Owers (1983) examine
123 spin-offs from 1963 to 1981 and consider the
stated reason for each spin-off. Each reason and the
average announcement-period excess return is as
follows: merger related (5,6 %), getting back to basics
(1,4 %), regulatory (3,4 %), and no reasons given (3,6
%). Thus, analysis of share price effects by stated
reason does not identify the exact sources of gains
because studies report positive announcement-period
excess returns for all stated reasons. Schipper and
Smith (1983) present evidence suggestive of gains
from tax/ regulatory benefits or reductions in the
diversity of operations under one management.

Cusatis, Miles and Woolridge (1993) find significantly
positive long-term cumulative excess returns for parent
and spun-offs firms and attribute the performance to
merger activity; non-merging firms do not show
significant long-term excess returns. They conclude
that spin-offs create value for some firms by facilitating
future corporate control activity, but they do not
investigate the sources of gains for spin-offs of non-
merging firms.

Johnson, Klein and Thibodeaux (1996) examine
characteristics of firms involved in spin-offs to test
whether spin-offs induce changes in investment
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incentives and economic performance. They conclude
that both the parent and spin-off firms experience
increases in real asset growth, and parent firms
experience significant improvements in cash flow
margins on sales. Their evidence is also consistent
with the argument of John (1993) that spin-offs
improve investment incentives and economic
performance.

Allen (2001) has reported that insiders are generally
net purchasers in subsidiary companies and earn an
average excess return of 36% in the 12-month period
immediately following the spin-off. One interpretation
of this result is that substantial information
asymmetries exist following the spin-off despite the
required statutory disclosure of information. It is also
plausible that forced selling by institutions and large
blockholders result in a buying opportunity for insiders
to generate significant excess share returns. It must be
understood that corporate spin-offs create new firms
with characteristics markedly different from the original
firm. Consequently, institutional investors pre-
committed to certain investment style or subject to
fiduciary restrictions have an incentive to sell the
shares of spin-off companies (Abarbanell, Bushee and
Ready (2003).

In South Africa, market reaction to voluntary spin-offs
is a relatively little researched subject. There are
historical antecedents for this. A key feature of the
South African corporate structure is the propensity for
absolute control, which is reflected by numerous
pyramid companies, cross holdings and low-voting
shares. The reason for this is largely historic. South
Africa has always had a very large number of family
businesses, the founders and their descendants were
not prepared to allow other shareholders much more
than minimal inputs into control (Gerson, 1992).

Castle and Kantor (2000) similarly note that the JSE
has long been dominated by large groups of holding
companies. These holding companies have held
controlling shares in other listed subsidiaries and
associated companies. This state of affairs was
understandable given the limited opportunities to
diversify internationally because of the strict exchange
controls prevailing in the country.

The new political dispensation in South Africa has
resulted in local companies re-joining the international
business community. Several large South African
companies have obtained listing on overseas stock
exchanges. The duplicated listings of the same assets
are anathema overseas (Niehaus, 1998:10), and they
provided the initial incentive for local holding
companies to unbundle their subsidiaries. The
overseas trend of unlocking shareholder value by
unbundling subsidiaries also had an influence on local
holding companies. Cranston (2000: 3) reports that the
obsession with control has diminished and controlling

families and their holding companies are looking at
opportunities to unbundle their non-core subsidiaries.

During the past decade there has been a significant
amount of unbundling activity by listed holding
companies in South Africa. This study seeks to
determine if the spin-offs of local subsidiaries have, in
fact, created shareholder value as predicted by
investment literature.

22 A rationale for improved performance by
spin-off units

In both the popular and academic literature, the
proposed benefits of spin-offs have often been
articulated under the guise of an improved agency
relationship between shareholders (principal) and
managers (agents). The agency problem occurs when
one party (the principal) delegates work to another (the
agent) in a context where (a) the parties entertain
different goals and risk preferences, and (b) it is costly
to ascertain the actions and outcomes of the agent.

Agency costs resulting from the above problem,
comprise  both monitoring and bonding costs.
Monitoring costs are incurred by the principal in the
process of tracking and evaluating the actions of the
agents. Formal control systems, information collection,
budget mechanisms and the establishment of incentive
compensation systems all contribute to monitoring
costs. In contrast, bonding costs are those borne by
the agents to guarantee that their behaviour and
actions are in the best interest of the principal. Bonding
costs include the assumption of risk on the agent's part
or conflicts experienced by the agent when
contradictory goals are imposed. Spin-offs are seen to
reduce both monitoring and bonding costs.

The reduction in monitoring costs arises because
performance of the spin-off unit would no longer be
consolidated with that of other divisions or concealed
beneath various corporate layers and arbitrary
allocations. Results should be directly visible, more
easily measurable, and more directly linked to the
efforts of the division. As a publicly traded firm, the
spin-off would be required to disclose financial
information, permitting more in-depth and accurate
assessment (Linn and Rozeff, 1985). It would also be
in the best interest of the spin-off unit to maintain
investor communications and to inform the public of
the firm’s intentions and developments. These factors
would serve to reduce the cost of information collection
by shareholders, upgrade the quality of the information
available, and reduce the probability of shirking by
managers. Thus costs to the principals of monitoring
the performance of the managers are correspondingly
reduced.

The above discussion suggests that reduced agency
costs and increased flexibility with regulators should
yield gains in performance to the spin-off unit after
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divestiture. The performance of parent companies
should also improve after divestiture due to reduction
in agency costs and being focused on areas of core
competencies. Our first two hypotheses thus state:

Hi: The performance of parent companies improves
after divestiture.

H,: The performance of spin-offs improves after
divestiture.

2.3 Related and unrelated spin-off units

Prior research suggests that divestitures are not
homogeneous events and should be differentiated on
a number of dimensions. These have included
information effect (Klein, 1986), size of subsidiary
relative to the parent (Desai and Jain, 1999), wealth
position of the parent and motivations for divestiture
(Montgomery, Thomas and Kamath, 1984). These
factors were used to explain the performance of the
divesting firm, not that of the divested unit. In the
following discussion, we propose that relatedness
between the divested unit and the prior parent firm will
influence post-spin-off performance. Specifically, we
suggest that divestiture will bring about more extensive
performance gains to those subsidiaries which were
closely related to their parent firms prior to spin-off
than those which were not. Relatedness here refers to
joint activities, resource sharing or cross-market co-
ordination established upon a high degree of similarity
along both supply and demand dimensions between
the spin-off unit and the rest of the parent firm (Gupta
and Govindarajan, 1986; Harrigan, 1985).

While the autonomy gained through spin-off is
hypothesized to foster improvement in all such
divested units, we propose that this improvement may
be more frequent and larger for divisions which
operated as part of a related corporate portfolio prior to
spin-off. This expectation is premised on Jones and
Hill's (1988) observation that related firms faced higher
bureaucratic (agency) costs than unrelated firms.

Thompson (1987) developed a model of task
interdependencies within organizations and suggested
that relationships among divisions of unrelated firms
are characterized by pooled dependencies, the
simplest form of interdependencies, where subsidiaries
can contribute separately to the parent. In contrast,
related divisions are associated with the more complex
sequential dependencies (as in upstream-downstream
transfers) and reciprocal interdependencies arising
from resource sharing, joint decision-making and
cross-product subsidies.

The adverse impact of the reduced flexibility on
competitive responses by divisions of related firms was
noted by Cooper, Willard and Woo (1987). They found
that when challenged by sharply focused new entrants,
established incumbents were hindered by cross-

subsidies between product divisions sharing of
facilities and equipment between units, and centralized
administrative policies. Hence prices, component
designs, customer support policies, and advertising
expenditure could not be tailored to specific segments
or to challenges posed by focused competitors.
Similarly, Pinchot (1985) argued that resource sharing
would be less likely to promote innovation and
creativity.

To the degree that the division is expected o pursue
external success and fit into a scheme of corporate
coordination, the goals faced by the related
subsidiary’s managers are more likely to create
conflicts. The divergent and possibly contradictory
demands on managers of related subsidiaries thus
impose high bonding costs. While agency costs are
high for both related and unrelated subsidiaries, they
appear to be more pronounced in the first group. As
such, the marginal gains from divestiture would be
higher for the related divisions. The third hypothesis
thus states:

Hs: Following divestiture, the performance gains of
related subsidiaries exceed those of unrelated
subsidiaries.

24 Sample and variable selections
241 Sample selection

In testing the first and the second hypotheses, the
performance of parents and spin-off businesses would
be contrasted before and after divestiture. For the third
hypothesis, changes in performance after divestiture
between related and unrelated subsidiaries would be
compared. To obtain a sampte of spin-offs, four criteria
were imposed.

1. Only voluntary spin-offs would be included.
Forced divestitures, imposed by legislative or
judicial fiat are characterized by different contexts
and are excluded.

2. A spin-off would be excluded if either the parent
or the subsidiary were a financial institution. This
constraint was imposed to prevent the pooling of
financial and non-financial spin-offs. Financial
spin-offs were generally undertaken for tax
reasons. As such, changes in financial
performance would primarily be due to the effect
of a different tax structure.

3. A spin-off would be excluded if data were not
available for a total of 6 years, including 2 years
prior to the spin-off and 3 years after. This
approach will reduce the impact of short-term
fluctuations and hence provide greater confidence
in the comparison between pre- and post-
divestiture performances.
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4. Only spin-offs occurring between 1988 and 1999
were included.

The sample for this investigation consists of 47
voluntary spin-offs initiated by 19 parent companies
that were listed on the JSE during the period 1988-
1999. The data related to spin-off announcements
were obtained from Reuters News, which provides
selected news service stories from Business Day and
other financial publications. This publication was used
to identify news related to spin-off announcements
during the period of investigation. The announcement
dates and other details reiated to the spin-offs were
obtained from the Listing Department of the JSE.

A total of 47 spin-off announcements met the criteria
and were chosen for the final sample for this
investigation. For each parent company and its spin-
offs ‘included in the sample, monthly data on share
prices and their matched firms were obtained from the
database of the JSE and “ McGregor's Online
Information Services”. In addition, data on the pre-and-
post-divestment period  financial performance
measures of the parent company and the spin-off
involved were obtained from the database of the
Bureau of Financial Analysis of the University of
Pretoria.

In testing for the third hypothesis, a subsidiary was
considered to have been closely related to the parent if
(1) both sold to the same or very similar types of
customers, or (2) both engaged in the sale of similar
lines of products or services, or (3) both produced their
products or services through the use of similar
production technologies. Similar definitions of
relatedness can be found in Yip (1988). Of the 47 spin-
offs investigated, 20 were classified as related and 27
as unrelated.

2.4.2 Performance variables

Four performance measures were examined in this
research. These include return on assets (ROA);
market-to-book ratio (M/B); Alpha (a); and inflation
adjusted sales growth (g). The ROA is an accounting-
based profitability ratio which reflects the efficiency of
operations and the productivity of the firm's asset
base. This variable is used extensively as a
performance indicator in investment analysis (Fraser,
1994). The limitation of the ROA is that like all
accounting ratios, it only provides a static view and
does not reflect the longer term earning potential of the
firm. Its importance to performance evaluation arises
from the fact that financial leverage helps to boost the
return on equity only if ROA is greater than the interest
rate on the firm’s debt.

Market-based measures which reflect the shareholder
value of the firm has been suggested as superior
alternative to accounting ratios. The share price

reflects both today’s performance and future growth
potential. More specifically, measures which contrast
market value of the firm with the corresponding book
value have gained currency in research. Peters and
Waterman (1982) used market-to-book ratio as one
measure of the wealth creation potential of high
performing firms. In this study, the market-to-book ratio
will be incorporated as a performance measure.

To further overcome the limitations of accounting
ratios, we also include the alpha coefficient derived
from the Capital Asset Pricing Model. Significant alpha
coefficients indicate deviations from the risk-adjusted
expected market values of the firm and in some sense
reflect the average extent to which the firm has created
or destroyed value during the period of estimation
(Blume, 1984). Positive and significant alpha
coefficients would be consistent with the hypothesis
that performance improves after the spin-off.

The last performance variable examined is the growth
in sales. Sales growth has been used extensively as a
measure of performance in investment analysis
(Higgins, 1998). In this study, sales growth is seen as
an indication of the degree to which management was
able to exploit the autonomy provided through the
spin-off event to expand its operations.

25 Hypothesis testing and the results

To test hypotheses one and two stated earlier, we will

employ the following convention to represent
performance.
P = value of performance variable i for firm f in

the time period prior to the spin-off event.

P*if value of performance variable i for the firm f

in the time period after the spin-off event.

Hypotheses one and two are concerned with changes
in performance following the spin-off. This can be
represented by:

Hi: AP, = E(Py-Py)>0 (1)

Two-tailed t-tests were conducted for each variable to
evaluate whether the expected values of the
performance changes were significantly different from
zero. Panels A and B in Table 1 show the results for
the parents and their subsidiary companies
respectively. The results are very similar, both the
parent companies” and their subsidiaries showing
statistically significant gains in performance following
divestiture.

The results are most pronounced for subsidiary
companies. Panel B shows that following the spin-off
event, return on assets (ROA) exhibited an average
increase of 0,0284 which is statistically significant at

v
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the 1% level. Gains were also observed for the market-
to-book ratio (0,3011) and sales growth (0,0495),
these were statistically significant at the 5% and 10%
levels respectively. Similarly, the average value of
alpha (0,0359) was significantly different from zero for
the 3-year period following the spin-off. The positive
and significant alpha value confirms that performance
improvement is reflected in the share price.

Given the small sample size in this study (19 parent
and 47 spin-offs), we were concerned that extreme
values for specific firms might dominate the outcome
of the statistical tests. An alternative test, not sensitive
to this problem, was introduced. This involved testing
whether the proportion of units in which performance
improved was significantly different from the proportion
of units where performance remained the same or
declined. This is represented by:

Using the normal approximation to the binomial
distribution, z-statistics were calculated and the results
are presented in Table 2. Panels A and B show the
results for the parent and spin-off companies
respectively. Once again the results are very similar
and most pronounced for subsidiary companies. Panel
B shows that 69 percent of the spin-offs reported gains
in ROA, 71 percent reported gains in the market-to-
book ratio, and 64 percent higher sales growth arising
from the divestiture. All of the z-statistics were
statistically significant. The observation that 63 percent
of the spin-offs generated statistically significant gains
in alpha is further confirmation that performance
improves in the 3-year period following the divestiture.
Results from the two tests are largely consistent and
supportive of the hypothesis that performance of
parents and their spin-offs improves after the
divestiture.

H1 and Hg: Pr (AP, > 0) > Pr (AP, < 0) (2)
Table 1: Tests for differences in performance over time for parents and their spin-offs for the 1988-1999
period
thsusr:t:n Mark?,ta:; book Sales growth Alpha
Hi Parents (n=19) Panel A
Pi 0,0436 1,2036 0,0539 -0,0138
(1,37) (1,23) (1,26) (1,15)
P 0,0609 1,4501 0,0913 0,0142
(2,66)* (1,79)* (1,99) (2,12)
AP, = E(p*'f - Py) 0,0173 0,2465 0,0374 0,0280
(2,56)** (1,89) (1,97 (2,04)
H, All spin-offs (n = 47) Panel B
Pit 0,0321 1,3142 0,0612 -0,0224
(1,19) (1,31) (1,42) (1,06)
Pt 0,0605 1,6153 0,1107 0,0135
(2,56)** (1,89) (2,30)** (1,92)*
AP; = E(P — Py) 0,0284 0,3011 0,0495 0,0359
(3,24)*** (2,42)** (2,01)* (2,64
Hs Related spin-offs (n=20) Panel C
Pir) 0,0521 1,4216 0,0813 -0,0310
(2,45 1,97y (1,82) (1,21)
P*®) 0,0841 1,8543 0,1534 0,0241
(3,64)** (3,89)*** (3,79)** (2,29)
APig 0,0320 0.4327 0,0730 0,0551
(3,79)* (2,73 (2,64 (3,94
Hs Unrelated spin-offs (n=27) Panel D
Piuy 0,0418 1,2497 0,0512 -0,0124
X (1,20) (1,39) (1,27) (1,48)
Piu 0,0523 1,5381 0,1033 0,0188
(1,82) (1,90)* (2,01) 2,21y~
AP 0,0105 0,2884 0,0521 0,0312
(2,44)** (1,79 (2,41)* (3,26)"**
Hs APig) - APy, Panel E
0,0215 0,1443 0,0209 0,0239
(1,89) (1,94) (1,78 (2,34

The t-statistic is shown in parentheses

*

denotes significance at the 10% level

** denotes significance at the 5% level
*** denotes significance at the 1% level
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