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Stemming from the most recent contributions of financial literature on internal capital markets 

efficiency and the relationship between investment policy and stock returns, this article analyzes 

excess returns generated by corporate spinoffs with respect to changes in investment policies of 

the spun off companies. Following the spinoff, subsidiaries tend to register a substantial decrease 

in the level of investment. A significant reduction in investment is registered for the best 

performing spun off companies with low growth opportunities, measured through the Tobin’s Q, 

while the best performing high-growth spun off companies tend to increase or maintain the 

previous level of investment. Results provide evidence on the existence of a direct relationship 

between the size of the change in the level of investment, the Tobin’s Q, and the dimension of the 

excess return, measured through the Fama and French model (1993). 

  
EFM classification code: 160 
 
 
*Institute of Business Administration, Control and Finance (Bocconi University), and Corporate Finance 
and Real Estate Department (SDA Bocconi School of Management). Address: via Bocconi, 8, 20136, 
Milan, Italy. Tel. (+39) 02 5836 6812. Fax (+39) 02 5836 6821. E-mail address: 
barbara.rovetta@sdabocconi.it
  

 1

mailto:barbara.rovetta@sdabocconi.it


I. Introduction  

 

To date, there has been substantial research on corporate spinoffs and different bodies of 

literature have been developed.  Empirical literature largely documented positive excess returns, 

both for parents and subsidiaries, associated with the announcement of the spinoff (Hite and 

Owers, 1983; Schipper and Smith, 1983).  More recently, Cusatis et al.(1993) found significant 

long-run abnormal returns in either parent companies that undertake spinoffs or in the spun off 

companies themselves, over a time horizon of three years after the spinoff.  Stemming from the 

theories on the workings of internal capital markets, Gertner et al. (2002), Ahn and Denis (2003), 

and Dittmar and Shivdasani (2003) analyzed the excess returns associated with spinoffs with 

respect to changes in the investment policies of the companies involved in the operations.  In 

these studies, corporate spinoffs have been considered “natural experiments”, since they represent 

interesting examples of relaxing of the financial constraints typically detected in the big multi-

businesses corporations and considered responsible for the well-known diversification discount 

(Rajan, Servaes and Zingales, 2000; Scharfstein and Stein, 2000).   

According to Ahn and Denis (2003), prior to the spinoff, diversified firms are valued at a 

discount relative to comparable single-segment companies.  Following the spinoff, they register a 

significant increase in the investment efficiency and the diversification discount is eliminated.  

The authors provide evidence that the reduction in the diversification discount is positively 

related to changes in measures of investment efficiency.  Gertner et al. (2002) show that, after the 

spinoff, subsidiaries tend to cut investment in segments with poor growth opportunities (low-Q) 

and, by contrast, to increase investment in high growth opportunities industries (high-Q). 

A different body of literature focused on the effects of investment decisions on stock 

prices.  A number of studies explored the effects of investment choices on stock returns (Fazzari, 

Hubbard and Petersen, 1988; McConnell and Muscarella, 1985; Morck, Shleifer and Vishny, 

1990).  In these studies, correlation between stock prices and investment policy has been 
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documented in two ways: on the one hand, firms tend to invest more following increases in their 

stock prices (Fazzari et al., 1988; Morck et al., 1990), on the other hand, it is also the case that 

stock prices tend to respond favorably to announcements of major capital investments 

(McConnell and Muscarella, 1985).  Furthermore, a significant positive relationship between the 

magnitude of the stock market reaction to capital investment announcements and the level of new 

investment has been documented (Blose and Shieh, 1997).   

In contrast with the main findings of the above studies, Titman, Wei and Xie (2003) 

registered an inverse relationship between increase in capital investments and stock returns.  

Adopting Jensen’s approach, the authors accept that managers can be “empire builders”, and 

invest for their own benefits rather than for the benefits of the firm’s shareholders (Jensen, 1986), 

with negative consequences on stock prices.  The authors show that firms that increase capital 

investments the most tend to underperform their benchmarks over the following five years.  

In light of these different branches of financial literature, this article analyzes excess 

returns related to corporate spinoff with respect to changes in investment policies of the spun off 

companies (subsidiaries).   Spun off companies gain substantial excess returns on the three years 

following the spinoff and, at the same time, they show a general decrease in the level of capital 

investments.  Moreover, following the spinoff, a substantial increase in investment efficiency can 

be documented for the well performing companies.  Investment in low-Q subsidiaries strongly 

decreases and investment in high-Q tends to increase or remain substantially unchanged.  Results 

provide evidence on the existence of a direct relationship between the size of the change in the 

level of investment, the Tobin’s Q, and the dimension of the excess return. 

The remainder of the paper is organized as follows.  Section II defines corporate spinoffs 

and describes their main characteristics.  Section III summarizes the main literature contribution 

on the relationship between investment policies and corporate spinoffs.  Section IV describes the 

sample and illustrates the methodology adopted for the analysis.  Section V presents and 

discusses the main results.  Section VI concludes. 
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II. Corporate spinoffs: main characteristics and documented returns 

 

 This section briefly describes the main technical features of corporate spinoffs in the U.S. 

market and provides some basic evidence on the well-documented long-run excess returns related 

to these operations.  A corporate spinoff divides the existing asset base of a corporation into two 

(or more) separate parts.  The shareholders of the divesting company (that is typically referred to 

as the parent company) receive a pro rata distribution of separate equity claims on the assets of 

each new corporate entity, the subsidiaries1.  On the U.S. market, spinoffs have been regulated in 

1969.  Before that date, SEC did not require spinoff to be registered or disclosed, and spinoffs 

were used as a way to circumvent disclosure requirement for going public.  Hence, from 1969 on, 

it has been possible to examine the stock price reaction and economic performance of spinoffs in 

a systematic way.   

                                                 
1 A spinoff differs from the other forms of asset divestiture because it does not provide cash inflow to the 
parent company.  The parent company creates a new corporation (the spun off company or subsidiary) and 
allocates to it a part of its assets; then, the parent company distributes pro rata the shares of the newly 
generated company to its previous shareholders. Pure spinoffs are tax-free distribution on the U.S. market.  
For a distribution to be tax-exempt, the Internal Revenue Code (or Tax Code), Section 355, and the 
Securities Exchange Commission (SEC) require to meet specific criteria.  

To be tax-free, a spinoff must be motivated by business considerations and not by tax avoidance. In 
addition: 

- parent and subsidiary have to be actively engaged in business activity for at least five years, 
- with the spinoff, the parent has to distribute at least 80% of the subsidiary’s stock and, any shares 

retained by the parent must not constitute practical control over the subsidiary, 
- finally, no pre-arranges plans are allowed for shareholders to sell the subsidiary stock subsequent 

to the distribution.  
Failure to satisfy one or more of these conditions implies that the spinoff shares will be considered as 

dividend income to the shareholders of the parent company and therefore it will be treated as a tax relevant 
operation.  Moreover, financial literature suggests that spun off companies tend to have similar financial 
leverage and cash levels to those of the parent company (Parrino, 1997; Gertner et al., 2002). 
Spinoff differs from partial sales of assets (or asset divestments), from split-off, from slit-up and equity 
carve-out. A spinoff differs from a divestiture because of the receipt of assets by the divesting firm in 
exchange for money and the change in ownership of the divested assets.  In a split-off, one or more of the 
parent company’s shareholders receive shares of the subsidiary in exchange for the parent company shares.  
Like in a spinoff, in a split-up the parent company generates separate firms with the same owners, 
separating the firm in several parts and distributing stock of each part to previous shareholders, but after 
this allocation the parent company ceases existence.  Finally, an equity carve-out differs from a corporate 
spinoff because the shares of the newly generated company are sold on the financial market for cash 
through an initial public offering (IPO). 
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A broad body of financial literature well documented the existence of excess returns related 

to corporate spinoff.  The first contributions mainly focused over short run returns and wealth 

effects associated with spinoff announcements.  More recently, a number of studies explored the 

long-run returns associated with these operations.  Since the positive excess return reported for 

the parent company around the announcement date (Hite and Owners, 1983; Shipper and Smith, 

1983; Miles and Rosenfeld, 1983) is supposed to reflect expectations about the prospective 

performance of spinoffs, no post-spinoff abnormal return should be expected in an efficient 

capital market.  However, Cusatis et al. (1993), Daley et al. (1997), Desai and Jain (1999), and 

Gertner et al. (2002) documented positive long-run excess return related to corporate spinoffs for 

up to three years beyond the spinoff announcement date.  These results have often been 

considered as a proof of capital markets inefficiency.  

A large branch of literature used corporate events to test the efficient capital market 

hypothesis.  Among the most widely discussed corporate operations, it is possible to find earning 

announcement (Ball and Brown, 1968; Bernard and Thomas, 1990), mergers and acquisitions 

(Rau and Vermaelen, 1998; Loughran and Vijh, 1998), and initial public offerings (Ritter, 1991; 

Loughran and Ritter, 1995; Lee, 1997; Brav and Gompers, 1998; Schultz, 2003).  A recent study 

by Schultz (2003) suggests that the widely documented long-run underperformance related to 

initial public offerings can be interpreted as a measurement problem and not as a proof of capital 

market inefficiency.  The author shows that, moving from an event time approach to a calendar 

time one, the negative excess return on the twelve months following the IPO tends to zero2.   

                                                 
2 Much of the empirical work devoted to measure long-run performance following corporate events is 
based on event time returns.  With this technique, performance is calculated across stocks for periods of 
time following the event even though single corporate events took place at different times.  In practice, this 
approach weights corporate events equally and implicitly tests the strategy of investing an equal amount in 
each operation.  By contrast, calendar time approach calculates performance using calendar months. That 
is, this technique weights months equally, allowing clustering of operations in time and implicitly tests a 
strategy of investing equal amounts of money in the analyzed event each month.  This approach recently 
generated new interest because it is consistent with the view of behavioralists in corporate finance.  For 
further details, see Schultz  (2003).  
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To verify the existence of positive long-run excess returns related to corporate spinoffs, I 

tested Schultz hypothesis (Pseudo Market-Timing Hypothesis) and calculated the abnormal 

returns generated by corporate spinoffs on a time horizon of five years preceding and following 

the operations, both with an event time and a calendar time approach.  Table 1 reports the 

distribution of corporate spinoffs over time and provides the cumulative abnormal returns (CAR) 

on the six and twelve months preceding the spinoff announcement, calculated on two benchmark 

portfolios that capture stock characteristics such as industry and size and book to market and size.  

Event time and calendar time abnormal monthly returns registered by parent and subsidiaries 

before and after the spinoff respectively are reported in Panel A and Panel B of Table 2.  Results 

support the evidence provided by McConnell and Ovtchinnikov (2004)3, documenting positive 

excess returns for spun off companies.   

Excess returns in Panel A are calculated in the period preceding the spinoff, hence analyzed 

companies are the conglomerates (parent and subsidiary).  Panel B focuses on subsidiary 

companies in the period after the spinoff. In both the panels of the table, performance has been 

calculated on a time horizon equal to the five years preceding and following the spinoff.  In 

addition to the raw returns, the table shows returns against five different benchmarks: the equally 

weighted and value weighted CRSP index (Center for Research in Secutrity Prices)4, the S&P 

500, the industry and size matched benchmark and the book-to-market and size matched 

benchmark.  Examining Panel A of Table 2 it is possible to verify that negative returns persist 

with a calendar time approach in the period preceding the spinoff.  The abnormal returns on the 

two benchmarks remain negative, but of smaller magnitude5.  Looking at Panel B of Table 2, it is 

clear that post-spinoff performance remains significantly positive under both the event time and 

                                                 
3 On the one hand, the authors document positive and statistically significant excess returns for subsidiary 
companies over the three years following the spinoff.  On the other hand, they show that parent companies 
produced largely positive but economically insignificant excess return.  Moreover, when they omit an 
outlier from the sample, excess returns are no longer statistically different from zero. 
4 CRSP Monthly Master File. 
5 This phenomenon is well known in literature. Schultz (2003) affirms: “It is well established that 
underperformance is much greater in event-time”.  
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the calendar time approach.  Stemming from this evidence, the rest of the paper will be devoted to 

explore the reasons for the documented overperformance.  

 

III. Corporate spinoffs and investment policies 

 

 A number of studies (e.g. Comment and Jarrell, 1995) show a systematic trend to 

refocusing among U.S. firms.  These corporate choices tend to be associated with positive stock 

price reactions that consistently decrease the diversification discount. Rajan, Servaes and 

Zingales (2000) and Scharfstein and Stein (2000) assume that investment inefficiency is the main 

reason why diversified groups destroy value.  More in detail, their main hypothesis is that 

diversified firms invest inefficiently, allocating too much capital to some segments and too little 

to others.  Rajan, Servaes and Zingales (2000) define a model of internal capital allocation that 

shows how diversity in resources and opportunities generates transfer of funds “in the wrong 

direction”, leading the company to inefficient investment and reducing the value for shareholders. 

Under this approach, diversified companies are not able to properly allocate funds to the 

segments with more growth opportunities: an agency problem emerges between headquarter and 

company’s business units.  Similarly, Shin and Stulz (1998) show that corporate resources tend 

not to be directed to the segments with the highest investment opportunities.  If the source of the 

diversification discount can be attributed to the internal capital markets inefficiency (Gertner et 

al., 2002; Ahn and Denis, 2003; Dittmar and Shivdasani, 2003), spinoffs represent the ideal 

natural experiment to verify if the relaxing of the constraints associated with internal capital 

markets is able to reduce the diversification discount and generate better returns for shareholders.   

Corporate spinoffs could relax financial constraints at the origin of investment 

inefficiency in two different ways.  On the one hand, spinoffs can reduce information asymmetry 

by transforming the divisions of a company into self operating firms. Therefore, they allow high 

growth segments to raise external capital in a more efficient way and better finance the capital 
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investments (Krishnaswami and Subramaniam, 1999).  On the other hand, spinoffs can help 

divisions to adopt specific financial policies that allow them to define their capital structure in a 

more efficient way, using an amount of debt that fit the segment growth opportunities (Lang, 

Ofek and Stulz, 1996).  On the same lines, Gertner et al. (2002), Ahn and Denis (2003), and 

Dittmar and Shivdasani (2003) explore corporate spinoffs with the objective to verify a 

relationship between market values and investment policies.  If the diversification discount can be 

(at least partially) attributed to an inefficient investment policy, the different organizational model 

deriving from a corporate spinoff can lead to improved investment efficiency and therefore to a 

reduction in the discount.  

 Ahn and Denis follow this route and analyze 106 corporate spinoffs completed by 

diversified companies between 1981 and 1996 combining the data of parents and subsidiaries 

after the spinoff “as if the firm were still a conglomerate” (Ahn and Denis, 2003).  The authors 

verify that through the spinoff the diversification discount is entirely eliminated and a significant 

increase in measures of investment efficiency is registered.  Before the spinoff, investment in 

high-Q segments are significantly below the industry average of single segment firms, while no 

difference is registered with respect to the low-Q single segment firms industry average.  

Following the spinoff, the investment level in high-Q segments significantly increases, together 

with the investment efficiency, measured through the Relative Investment Ratio (RINV) and the 

Relative Value Added (RVA) used by Rajan, Servaes and Zingales (2000). 

 Dittmar and Shivdasani (2000) examine the effects of divestitures of specific business 

segments on the investment policy of the parent company.  Over a sample of 278 divestitures (15 

of which are pure spinoff) completed by 235 firms from 1983 to 1994, the authors verify a 

correlation between the decline in the diversification discount around the divestiture and the 

change in the investment policy of the firms’ remaining segments.  The level of investment in 

segments that underinvest relative to single segment firms increases after the divestiture, while 

the level of investment in segments that overinvest declines.   
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With the same approach, Burch and Nanda (2002) show that an increase in corporate 

focus partly explains the increase in the value of the firm.  Similarly, Gertner et al. (2002) show 

that changes in the investment behavior of the spun off companies explain the gains on the 

financial market.  After the spinoff, the authors register a higher investment sensitivity to 

measures of investment opportunities such as the Tobin’s Q.  The increase in investment 

sensitivity tends to be higher for unrelated subsidiaries.  In addition, they provide evidence that, 

after the spinoff, subsidiaries tend to cut investment in low-Q segments and to increase 

investment in high-Q businesses.  

Studies presented up to this point are mainly focused on long-run returns.  However, a 

number of articles analyze the excess return associated with the spinoff announcement.  Miles 

and Rosenfeld (1983) and Daley et al. (1997) verify a correlation between announcement return 

and investment policy of the parent company, interpreting the spinoff as the chance to eliminate 

“negative synergies” generated by a management unable to replicate the role of financial markets.  

McNeil and Moore (2001) document higher announcement return when parent companies 

allocate capital in a clearly inefficient way to business segments6.   

 Investment policies seem to be an important factor in determining the stock performance.  

With a more general perspective, investment choices are documented to play an important role in 

explaining returns of all the listed companies.  Titman et al. (2003) provide a significant 

contribution to the debate on capital investments and stock returns.  Differently from what 

previously documented (McConnell and Muscarella, 1985; Blose and Shieh, 1997), the authors 

verify the existence of a negative relation between increase in capital investments and subsequent 

excess returns, measured through the Fama-French-Cahart α (Cahart, 1997).  This negative 

relationship is shown to be stronger for firms with greater investment discretion (firms with 

higher cash flows and lower leverage ratios).   

                                                 
6 Investment efficiency is measured by the authors through a ratio (INVEFF) defined as the difference in 
division and parent investment opportunities scaled by the capital subsidy flowing to or from the divested 
division. 
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 Linking together the financial literature on the changes in investment policies after 

corporate spinoffs and on the effects of investment decisions on stock prices (Titman et al., 2003), 

this article provides evidence on the relationship between the dimension of the excess returns 

subsequent to the spinoffs, measured through the Fama and French alpha (Fama and French, 

1993), and the changes in investment behavior in the spun-off companies. This issue is addressed 

in the next sections of the article. 

  

IV. Sample and methodology 

 

The sample includes 311 pure spinoffs7, completed by 267 companies between 1964 and 

2000.  The starting and ending points for the sample period are due to data availability.  No 

spinoffs were identified prior to January 1964.  To compile the sample, data has been collected by 

Moody’s Dividend Record and CRSP (Center for Research in Security Prices) Monthly Master 

File.  CCH Capital Changes Reporter has been used to identify stock distributions.  For the 

whole sample period, 1459 distributions have been identified.  From these, all taxable 

distributions (576), distributions classified as returns of capital (144), non-voluntary distributions 

(19), and distributions for which no information on their nature is available in CCH Capital 

Changes Reporter (184) have been excluded.  Under this approach, 536 tax-free distributions for 

which full information is available remain.  Further, 31 distributions that were trading prior to the 

announcement of the spinoff and 194 distributions for which no return data is available on CRSP 

have been excluded.  Table 1 shows that the number of spinoffs relatively increased in the recent 

past.   

The returns for parents and spun off companies have been collected from CRSP.  Excess 

returns have been measured against two sets of benchmarks commonly accepted in the financial 

literature.  The first benchmark (industry & size benchmark) has been defined as the portfolio of 
                                                 
7 Pure spinoffs, or tax-free spinoffs, are defined according to the requirements presented in section I. 
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companies with the same four-digits SIC code as the parent/subsidiary and with size within +/-

25% of the market value of equity of the parent or subsidiary.  The second benchmark (BTM & 

size benchmark) has been defined as the portfolio of companies in the same book-to-market 

quintile and with size within +/-25% of the market value of equity of the parent or subsidiary.  

The average monthly excess return has been measured as the difference between the average 

monthly return for the parent or the subsidiary and the average monthly return for the benchmark.   

 After documenting the positive excess return registered by subsidiaries on the time 

horizons included between 6 months and 5 years after the spinoff, the analysis has been dedicated 

to explain excess returns through changes in firms’ investment policies.  With this purpose, the 

approach used by Titman et al. (2003) has been adopted.  Risk-adjusted excess returns have been 

measured through the Fama and French alpha (FF α) and have been estimated through the 

following model:  

 

 

tpfttMktpMkttSMBpSMBtHMLpHMLptp RRRRER ,,,,,,,, )( εβββα +−+++=  (1) 

 

 

where, ERp,t  is the average excess return on the risk free rate for the subsidiary p; Rf is the risk 

free rate; RHML,t, RSMB,t e RMKT,t are the three factors suggested by Fama and French (1993).  More 

specifically, RHML,t is the book-to-market (BTM) factor and is calculated as the difference between 

the return on a portfolio of high (the top 30%) book-to-market stocks and the return on a portfolio 

of low (the bottom 30%) book-to-market stocks (HML, High minus Low).  RSMB,t is the size factor 

and is the difference between the return on a portfolio of small (the bottom 50%) stocks and the 

return on a portfolio of large (the top 50%) stocks (SMB, Small minus Big).  RMKT,t is the market 

factor and is the return on the market portfolio.  The FF α represents the daily excess return 

estimated on the three factors included in the model.  On the daily abnormal return registered by 
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the subsidiaries in the periods equal to one, two or three years after the spinoff, the sample has 

been partitioned in three portfolios, defined for descending alpha (highest FF α, middle FF α and 

lowest FF α ).   

The relationship between FF α and investment policies has been examined with the 

objective to verify the existence of a relationship between the excess return and the change in the 

level of investment.  As investment level, both the absolute capital investments and the industry-

adjusted capital investments have been considered.  The investment ratio has been calculated as 

the ratio between the capital investments (raw or industry-adjusted) of the firm and the total 

amount of its assets.  The industry-adjusted investment ratio has been determined as the firm-

specific investment ratio less the industry average investment ratio, where the industry has been 

defined on the four-digits SIC code.   

Adopting Titman et al. (2003) as a starting point, the companies in the sample have also 

been partitioned in high-Q and low-Q firms.  Financial literature on investment theory predicts 

that the level of capital investment is positively correlated with the growth opportunities of the 

firm.  On an empirical basis, this lead to Tobin’s Q model, where Q is used as a proxy to measure 

the firm’s investment opportunities and is calculated as the ratio of market value of assets to book 

value of assets.  According to this view, the higher the Q, the higher the capital investment.  The 

formula to calculate Tobin’s Q has been reported in equation (2). 

 

 

.
)(
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Tobin’s Q has been calculated on the data provided by Compustat.  The market value of assets 

has been calculated adding the market value of equity [calculated as common shares outstanding 

(item 25) times fiscal year closing price (item 199)] to the difference between the book value of 
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assets (item 6) and the book value of equity (item 60).  Book value of assets is total assets (item 

6).   

The same approach used by Ahn and Denis (2003) has been adopted.  At times, the 

companies in the sample have been divided in high- and low-Q firms.  High- and low-Q firms are 

determined by comparing the Q for the parent in the year immediately preceding the year of the 

spinoff with the median industry Q for the subsidiary in the year immediately following the 

spinoff.  Again, the industries are defined on the four-digits SIC code of the subsidiary.  High-Q 

subsidiaries are defined as the companies operating in industries whose median Q is higher than 

the parent company’s Q.  Conversely, low-Q subsidiaries are defined as the firms operating in 

industries whose median Q is lower than the parent company’s Q8.   

To measure changes in investment policies for subsidiary companies, data has been 

collected manually.  In the U.S. market, the spun off companies have to include in their first 

public annual report the income statement, balance sheet and the cash flow statement for up to 

three years before the spinoff.  This data allows to determine the level of investment preceding 

and following the spinoff.   To solve the problem of missing data, the analysis focuses over the 

period between the year immediately preceding the spinoff and the three years following the 

operation9.  Information taken from the annual report of the subsidiaries has been combined with 

data from Compustat, where the accounting figures for the years following the spinoff have been 

collected.  The pro-forma information and the data from Compustat are put together into an event 

                                                 
8 To conduct a complete analysis, subsidiaries have also been partitioned according to their firm-specific Q, 
determined by comparing the Q for the parent in the year immediately preceding the year of the spinoff 
with the Q for the subsidiary in the year immediately following the spinoff.  Unfortunately, this 
methodology seems to be inappropriate.  The positive average stock price performance registered in the 
period immediately after the spinoff could be misleading in the calculation of Tobin’s Q, reducing the 
capacity for Q to correctly proxy the company’s growth opportunities.  In other words, the analysis could 
be biased because of incorrect classification of companies with low growth opportunities as high-Q firms.  
Results provide detail on the evidence related to the two different methodologies. 
9 Unfortunately, the pro-forma annual report was available for the years before the one immediately 
preceding the spinoff only in limited cases.  Therefore, post-spinoff investment levels have been compared 
with the investment levels in the year immediately before the spinoff.  Since, on average, a declining trend 
in the investment levels can be registered during the three years before the spinoff, the choice made by the 
author can only reduce the possibility to find significant empirical evidence.  This supports the reliability of 
results. 
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time panel of years –1 to +3, where year zero is the fiscal year when the spinoff takes place and 

year 1 is the first year of complete independence for the subsidiary.  Hand collection of data 

significantly reduced the number of spinoffs in the sample: 84 annual reports were not available 

and so have been drop out of the sample10.  Finally, 26 financial institutions were excluded.  

Thus, the final sample includes 201 subsidiary companies. 

Gertner et al. (2002) use the same kind of data on a smaller sample of spinoffs (160 

operations) in order to analyze the investment sensitivity to the growth opportunities of the firm 

before and after the spinoff.  After the spinoff, the authors document an increase in the sensitivity 

of investment to measures of investment opportunities such as Tobin’s Q.  Stemming from their 

approach, this work uses capital expenditure data to verify the existence of a relationship between 

the excess return gained by the subsidiary’s stocks after the spinoff and the change in the 

investment policy of the company, according to what suggested by Titman et al. (2003).  Further 

developing Titman’s approach, this article analyzes changes in investment, controlling for growth 

opportunities.   

 

V. Results 

 

V. A Baseline results 

This section presents the analysis of the excess returns registered by the spun off 

companies in the three years after the spinoff.  Excess returns are analyzed with the objective to 

verify their relationship with any change in the corporate investment policy.  The methodology 

adopted is an event time analysis, with a time horizon between year zero (the year of the spinoff) 

and year three. Variations in investment levels, both raw and industry-adjusted, are measured 

over the periods equal to (-1 year, +1 year), (-1year, +2 years), (-1 year, +3 years).  Results are 

consistent for the two measures of change in investment policy.  Tables from 3 to 5 report the 
                                                 
10 More specifically, annual reports of companies spun off before 1969 have not been found.   
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results related to both the raw and the industry-adjusted investment variation. Table 6 provides 

details on the relationship between the excess return and the raw variation in investment policy.  

Table 7 documents the relationship between the excess returns and the change in the industry-

adjusted investment, with reference to the three years following the spinoff.  Figures from 1 to 6 

show the results for the industry-adjusted investment variation.   

 Table 3 reports descriptive statistics on monthly excess returns, change in raw investment 

and change in industry-adjusted investment.  At a first glance, it appears that monthly excess 

returns on the three years following the spinoff are economically significant.  Monthly abnormal 

returns are equal to 0.99% for the first year, 0.86% for the first two years and 0.69% on the first 

three years.  Consistent with the findings of Gertner et al. (2003), a strong average reduction in 

the investment ratio (raw and industry-adjusted) is registered.  The path is particularly 

pronounced during the first year after the spinoff.    

 Partitioning the sample in high- and low-Q firms on the basis of the industry median Q, 

the monthly excess return results higher for low-Q firms than for high-Q firms in the first year 

after the spinoff, although strongly positive in both cases, and higher for high-Q firms than for 

low-Q companies in the first two and three years11.  The investment ratio (raw and industry-

adjusted) dramatically decreases during the first year after the operation, and the reduction is 

stable on the longer time horizon of the first three years.  The reduction of the investment appears 

to be stronger for low-Q than for high-Q firms, although weakly statistically significant. 

 Table 4 reports descriptive statistics calculated double partitioning the sample in high- 

and low-Q firms, and in companies that increase capital investments versus companies that 

decrease capital investments over the first year after the spinoff (time horizon between year –1 

                                                 
11 Partitioning the sample in high- and low- firm-specific Q, the monthly excess return in the first year of 
the analysis is positive for high-Q firms and close to zero for low-Q firms (although not statistically 
significant).  This result seems to suggest the arising of an endogeneity problem when the sample is divided 
according to the firm-specific Q.  As known, adopting a firm specific measure of growth opportunities like 
Q in a moment of high volatility in stock returns of analyzed companies lead to the risk of wrong 
attribution of firms to the one or the other category, with unreliable results.  
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and year +1).  The table shows that both high- and low-Q firms that increase capital investments 

in the first year after the spinoff register positive excess returns.  The monthly excess return is 

equal to +1.99% for high-Q firms and to +1.65% for low-Q companies.  Their stock performance 

remains positive along the three years.  Conversely, the returns of high- and low-Q firms reducing 

capital investments in the first year after the spinoff are much smaller and statistically 

insignificant.  In addition, it appears clearly that the excess return of high-Q firms that reduce 

capital investments in the first year after the spinoff starts to grow in the following years, together 

with the investment level.  The market appears to appreciate an increase in investment, both for 

high- and low-Q firms.  In general, the market seems to be unable to recognize immediately low-

Q firms after a spinoff.  

 Table 5 reports the correlation analysis between changes in investment and subsequent 

excess returns.  The correlation between changes in investment on the selected time horizons [(-

1,+1), (-1,+2), and (-1,+3)] and the subsequent excess returns is strong and positive for high-Q 

firms.  However, the correlation is negative, small and statistically insignificant for low-Q firms, 

on the three years after the spinoff.  Again, this suggests that the market is unable to properly 

recognize low-Q stocks after a spinoff. 

 Results on the relationship between changes in investment and excess returns are reported 

in Table 6.  Companies in the sample are divided in three portfolios, defined for decreasing 

excess returns (measured with the daily FF α), recorded over the time horizons equal to 3, 2 and 1 

year after the spinoff.  Intercepts have been calculated through the Fama and French procedure 

(Fama and French, 1993), shown in equation (1).  In Panel A of Table 6 portfolios have been 

defined on the basis of the three-years FF α, in Panel B on the two-years FF α and in Panel C on 

the one-year FF α.     

The results shown in Panel A of Table 6 differ from the results in Titman et al. (2003): 

according to the first three rows of the panel, companies that decrease capital investments the 

most register the worst stock performance.  Raw investment ratio decreases of 0.17% in the 

 16



period (-1,+2) for companies that gain the highest FF α (FF α = 0.17%), while in the same period 

it decreases of 3.82% in firms that gain the smallest excess return (FF α = -0.08%).  A deeper 

analysis, developed partitioning the sample in high- and low-Q firms according to the industry 

median level of Q, shows the relationship between investment choices, growth opportunities and 

excess returns.  From column six of Panel A it appears clearly that the changes in the investment 

levels differ substantially among the three portfolios, controlling for Q.  More in detail, on the 

time horizon included between the year immediately preceding the spinoff and the two-years after 

the spinoff, high-Q firms that register the highest 3-years FF α (FF α = 0.18%) increase capital 

investments of 6.08%, high-Q firms that register less positive performance (FF α = 0.02%) 

increase capital investments of 2.38% and high-Q firms that register the worst stock performance 

(FF α = -0.08%) reduce capital investments of about 5.42%.  At the same time horizon, 

investment of low-Q firms that register the best stock performance over the three years (FF α = 

0.15%) decreases of 6.89%, investment of low-Q firms that register less positive performance (FF 

α = 0.03%) decreases of 3.36% and investment of low-Q firms with the worst stock performance 

(FF α = -0.08%) decreases only of 2.06%.  Results from Table 6 indicate that the mean excess 

returns for high-/low-Q firms monotonically increase/decrease with capital investments.  These 

results find additional support in Table 7, where the relationship between 3-years FF α and 

changes in industry-adjusted investment ratio is widely documented.   

Similar conclusions can be made observing Panel B and C of Table 6.  Looking at the 

whole sample, partitioned in three portfolios on the basis of the 2-years FF alpha (Panel B), 

companies that more decrease capital investments in the period between year –1 and year +2 

register the worst stock performance in terms of excess return over the two years following the 

spinoff.  The investment ratio increases of 2.51% in the period (-1,+2) for companies that gain the 

highest FF α (FF α = 0.22%), while in the same period it decreases of 7.97% for companies that 

gain the worst excess return (FF α = -0.15%).  Looking at Panel C, it results clear that the 

companies that reduce more capital investments on the time horizon between year –1 and year +1 
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register the worst 1-year FF alpha.  The investment ratio decreases of 2.57% in the period (-1,+1) 

for companies that gain the highest FF α (FF α = 0.29%), while in the same period, it decreases of 

7.20% in companies that register the worst excess return (FF α = -0.18%).  The analysis of 

industry-adjusted investment changes provides additional support to these results12.  Figures 1, 2, 

and 3 support these main findings, presenting the same results with reference to the changes in 

industry-adjusted investment levels.   

However, observing in detail the sample partitioned on the industry median Q, it is 

possible to confirm that, after a spinoff, the market seems not to be able to properly recognize 

low-Q firms.  On the two years immediately after the spinoff, investment levels show a negative 

trend, which also affects high growth companies.  Nevertheless, high-Q firms continue to show a 

monotonic relation between changes in investment and excess returns (FF α): the bigger the 

decrease in investment, the lower the return.  Companies with the highest excess return (2-years 

FF α = 0.25%, 1-year FF α = 0.32%) decrease capital investments less than companies with the 

lowest excess returns (2-years FF α = -0.15%, 1-year FF α = -0.18%).  For the highest 2-years 

and 1-year alpha portfolios, the variation in investment is equal to –2.16% and –0.73%, and for 

the lowest 2-years and 1-year alpha portfolios the change in investment is equal to –7.64% and –

9.63% respectively.   

The subsidiaries with small growth opportunities compared to the parent companies (low-

Q firms) that gain the best stock returns on the market reduce capital investments more than low-

Q subsidiaries that register negative stock performance.  Low-Q companies from the highest 2-

years and 1-year alpha portfolios reduce capital investments of about –4.28% and –4.36% 

respectively.  Low-Q companies from the lowest 2-years and 1-year alpha portfolios reduce 

capital investment of about –3.64% and –4.05% respectively.  However, differences tend to be 

smaller and the relationship becomes not monotonic.  Figures 4, 5, and 6 graphically show results 

                                                 
12 Due to space constraints, detailed results on industry-adjusted investments are not reported in the paper.  
The unreported results confirm the main findings presented in Tables from 3 to 6.  Additional untabulated 
results are available on request. 
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referred to industry-adjusted investment levels and provide additional evidence to the main 

findings discussed before.  For the completeness of the analysis, it is worth paying attention to the 

levels of the investment ratios registered by the companies in the year immediately preceding the 

spinoff.  Confirming what already documented in financial literature, Table 7 clearly shows that, 

for subsidiaries, the level of industry-adjusted investment registered before the spinoff tends to be 

higher in low-Q than in high-Q businesses.  

Table 8 shows results obtained partitioning the sample according to two criteria: the 

positive or negative 3-years alpha and the high- or low-Q nature of the business.  Analyzing 

changes in investment ratios it is possible to observe that companies with high growth 

opportunities (high-Q) that register positive excess returns on the 3-years following the spinoff 

increase capital investments of about 4.58% over the time horizon between year –1 and year 2.  

Conversely, companies with high growth opportunities (high-Q) that register negative excess 

returns on the 3-years following the spinoff reduce capital investments of about 6.76% over the 

time horizon between year –1 and year 2.  In addition, companies with low growth opportunities 

(low-Q) that register positive excess returns on the 3-years following the spinoff reduce capital 

investments of about 3.94% over the time horizon between year –1 and year 2, and companies 

with low growth opportunities (low-Q) that register negative excess returns on the 3-years 

following the spinoff reduce capital investments of about 4.96% over the time horizon between 

year –1 and year 2.   

The analysis of differences in averages shows that statistically and economically different 

investment behaviors exist between high-Q and low-Q firms that register positive FF α (p-value = 

0.006) and between high-Q firms that register positive and negative excess returns on the three 

years following the spinoff (p-value = 0.002), but does not exclude a similarity in investment 

behaviors of low-Q firms registering positive and negative excess returns (p-value = 0.943).  At a 

general level, this result provides additional support to the relevance of investment decisions to 

determine stock returns for high-Q firms and, in particular, suggests the capacity of the market to 
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appreciate capital investments increases in companies with high growth opportunities.  With 

respect to low-Q firms, investment choices appear to be less relevant in determining stock 

performance. 

 

V. B Additional results 

In addition to the evidence provided before, this section shows the result of an additional 

regression analysis conducted with the objective to explain excess returns through changes in the 

investment policy.  Again, the analysis stems from the contribution of Titman et al. (2003).  The 

authors document a negative relationship between stock returns and abnormal capital 

investments, and show that this relationship tends to be more evident for companies with greater 

investment discretion (i.e. companies with lower leverage ratios).  Adopting Jensen’s view, based 

on agency costs and on the overinvestment problem (Jensen, 1986), companies with higher debt 

to asset ratios should be less favorable to waist resources overinvesting in non-profitable projects.  

To verify the relevance of investment choices in corporate spinoffs, a regression analysis 

has been conducted through the following models: 

 

  FFαi,3 = λ0
(1) + λ1

(1) ∆CAPEXi,3 + λ2
(1)

 ∆LEVi,3 +εi,t                                                    (3) 

  FFαi,3 = λ0
(2) + λ1

(2) ∆CAPEXi,2 + λ2
(2) ∆LEVi,2 +ui,t                                                                       (4) 

FFαi,2 = λ0
(3) + λ1

(3) ∆CAPEXi,2 + λ2
(3) ∆LEVi,2 +vi,t                                                                        (5) 

FFαi,2 = λ0
(4) + λ1

(4) ∆CAPEXi,1 + λ2
(4) ∆LEVi,1 +νi,t                                                                       (6) 

 

where FFα is the daily excess return registered by the spun off company over the three (FFαi,3), 

and two (FFαi,2) years after the spinoff.  ∆CAPEXi,3, ∆CAPEXi,2 e ∆CAPEXi,1  are the changes in 

the investment ratios on the time horizon between the year immediately preceding the spinoff and 

the three, two and one year after the spinoff respectively.  ∆LEV is the variation in the leverage 

ratio, measured as the ratio between long-term debt and total assets.  The change in leverage is 
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calculated on the time horizon between the year immediately preceding the spinoff and the three 

(∆LEVi,3), two(∆LEVi,2), and one(∆LEVi,1) year after the spinoff respectively.  Further 

developing Titman’s approach, the sample ha been partitioned in high- and low-Q firms.  

Companies have been classified by comparing the Q for the parent in the year immediately 

preceding the year of the spinoff with the median industry Q for the subsidiary in the year 

immediately following the spinoff.  Results are presented in Table 9.    

 The statistical and economic significance of investment policies in explaining the long-

run overperformance of high-Q subsidiaries after the spinoffs is documented when analyzing 

Panel A of Table 9.  For high-Q companies, the regression coefficients on changes in the 

investment ratio (∆CAPEX) are positive and significant.  Surprisingly, coefficients on the 

variation in the leverage ratio are positive but insignificant.  This means that the market does 

recognize a premium to subsidiaries that increase capital investments but does not consider the 

debt as an instrument for management control against overinvestment.  When looking at low-Q 

firms (Panel B, Table 9), the situation appears completely different.  Regression coefficients on 

both the changes in the investment ratio and the changes in the leverage ratio are negative and 

poorly statistically significant.  The market appears to weakly appreciate low-Q firms cooling the 

investment and keeping under control their financial exposure.    

Summing up, the results presented in Table 9 confirm the evidence previously 

documented.  An increase in capital investments generates positive excess returns for high-

growth subsidiaries in the three-years period following the spinoff.  Conversely, market does not 

properly recognize low-Q firms.  Although the sign of regression coefficients seems to suggest 

that the market appreciates when low-Q firms reduce capital investments, their statistic and 

economic significance is limited.  This could be likely explained with the noise in the data: 

financial literature on long-run returns suggests that the variance of long-run returns increases 

with the horizon on which returns are calculated (McConnell and Ovtchinnikov, 2004).  Noise in 
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the data could be a likely explanation for the limited explanatory power of changes in capital 

investments for low-Q subsidiaries. 

 

VI. Conclusions 

 

This paper documents a significant change in the investment policies following corporate 

spinoffs and suggests the existence of a relationship between the dimension of the change in the 

investment levels, both raw and industry-adjusted, and the size of the excess returns, measured 

through the α of the Fama and French model (1993).  In the three years following the spinoff, 

investment efficiency dramatically increases in the subsidiaries that register high positive excess 

returns.  Subsidiaries with strong growth opportunities (high-Q firms) tend to increase and 

subsidiaries with low growth opportunities (low-Q firms) tend to reduce capital investments.  As 

previously documented by Gertner et al. (2002) and by Ahn and Denis (2003), investment 

efficiency increases after the spinoff.  However, results differ from what documented by Titman 

et al. (2003): from the analysis of the spinoffs included in the sample, a direct inverse relationship 

between capital investments and excess returns cannot be found.  Growth opportunities turn out 

to be extremely important to explain market reactions to increase or reduction of capital 

investments.   

 In financial literature, increased capital investments in companies with high growth 

opportunities represent favorable information for the market.  Conversely, increased capital 

investments in companies with low growth opportunities generate overinvestment risk and tend to 

be considered negative information for the stock market.  This theoretical framework finds 

support in the presented results.  Partitioning the sample in three portfolios defined for 

descending daily abnormal returns registered by the subsidiaries in the periods equal to one, two 

or three years after the spinoff, a direct monotonic relationship between increase (reduction) of 

capital investments and excess returns is documented for high-Q (low-Q) firms.  In other words, 
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high-Q (low-Q) companies registering the best performance on the time horizon equal to the three 

years following the spinoff (FF α = 0.17%) increase (decrease) the investment. Vice versa, high-

Q (low-Q) companies that register the worst performance on the time horizon equal to the three 

years following the spinoff (FF α = -0.08%) reduce (increase) capital investments.   

 The results show that changes in investment policies play a significant role in 

determining excess returns related to corporate spinoffs.  Certainly other factors contribute to 

explain the stock prices patterns.  Financial literature largely investigated this issue, identifying 

several explanations for the excess returns generated by corporate spinoffs, both on the short and 

the long-run.  Among them, just to quote some: tax and regulatory benefits (Schipper and Smith, 

1983), wealth transfer from bondholders to shareholders (Hite and Owers, 1983; Parrino, 1997; 

Maxwell and Rao, 2003), recreation of wealth previously destroyed through an acquisition (Allen 

et al., 1995), increased future contracting efficiency (Hite and Owers, 1983; Schipper and Smith, 

1983), increased corporate focus (Daley, Mehrortra and Sivakumar, 1997), and less information 

asymmetry (Gilson et al., 1997; Krishnaswami and Subramaniam, 1999). 

 Further developing previous research (Ahn and Denis, 2003; Gertner, Power and 

Scharfstein, 2002) through the documentation of a direct relationship between changes in 

investment policies and excess returns, this study supports the view of investment efficiency as an 

additional element in explaining value creation processes through corporate spinoffs.  Efficiency 

in allocating capital investments significantly increases after spinoffs.  Changes in investment 

policies have strong impact on stock returns.  Which of the factors identified by financial 

literature most heavily affects excess returns in spinoffs is a question for future research.  
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