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Abstract

In corporate spin-offs, spun-off units pursue twajan objectives: separating and restructuring
their business for independent operation; and &t business continuity and minimizing
operational disruptions. In trying to balance thenflicting demands of these objectives, spun-off
units often turn to “transitional IT services” praled by their parents. However, the business
value of the transitional IT services is not undeosl well yet. In this study, we examine different
impacts of transitional IT services at differerdagds of corporate spin-offs. Our study population
covers corporate spin-offs in which spun-off umitse set up as independent public firms during
1999-2009 timeframe. We find that longer transiibiT services prolong the time-to-close spin-
off deals and negatively affect market valuatiothefspun-off units at the first day of tradingtBu
longer transitional IT services positively affegtepating performance of the spun-off units. They
also help mitigate negative effects of businessuetsiring on operating performance.

Keywords: Spin-offs, transitional IT services, market valoatof IT, restructuring
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Introduction

"The lotus root may be severed, but its fibereddhs are still connected"- Chinese proverb

A corporate spin-off is a financial deal in whiclbasiness unit of a corporate parent is to be s#gdiand set up as
an independent firm (Bergh et al. 2008; Desai aid 1999). Between the date that the parent mdileespin-off
decision and the date the deal legally closesspum-off unit has to make arrangements to becomsiaradalone
firm that operates and trades independently. This highly compressed timeframe. It leaves the gfuuanit only
a few months to purposefully sever connectionsai@ipt’s shared services such as IT, marketing,usttw, and
human resource services. However, as the Chinesentr in the opening suggests, the spun-off uniy mat be
able to cut all connections to its parent. Maneffdad threads, such as shared IT applications aagl miay have to
remain connected to the parent for an extendedgeri time until the spun-off unit figures out hdw develop
substitutes for them. This transition period cancbaracterized as a state of disequilibrium in Whizisiness
strategies and resources of the unit are disrupietdnew strategies and resources have not yetgecher settled.
Most of existing studies on business value of ITg.(eBarua et al. 1995; Kohli and Devaraj 2003; &id
Pinsonneault 2007) focus on investigating IT payaftiring relatively stable periods of business af@ns. The
business value of IT during unstable periods isumaterstood yet. In addition, managing IT duringtable periods
presents unique challenges different from thosstéile periods. There is shortage of research emdle of IT
during unstable periods of business operations asc¢he transition period in corporate spin-offs.

In this study, we begin to address this gap by $ow@ion IT management dilemmas faced by spun-af§ wluring
spin-offs. We examine how they balance the comfiicdemands of restructuring and transforming tbheigsiness
for independent operation while at the same tinmming the existing business operations without mdisruptions.
In this period, most spin-offs turn to “transitidn@ services” from their parents. The advantagdrafsitional IT
services is that they support existing businessatipms and give the new firm more time and fleikipin figuring
out how to restructure its business and IT for petelent operation. As for disadvantages, reliamceransitional
services could prolong the time-to-close the deal mvestors may not react favorably to a spunfioffi which
keeps relying on its parent for support functiohst®business. To generate new knowledge on bssinelue of
transitional IT services in corporate spin-offs, @@amine the role of such services at each stagespfn-off and
address the following four questions: (1) how dtiesduration of transitional IT services affect tirae-to-close
the spin-off deal? (2) how does the duration ofdiional IT services affect the market valuatidritee spun-off
unit at the time of the deal close? (3) how does dbration of transitional IT services affect thgerational
performance of the spun-off unit after the spir?2adihd (4) how does the duration of transitionakéfvices affect
the performance outcomes of business restructactigities of the spun-off unit after the spin-off?

Timeline of transitional IT services in corporate spin-offs

Transitional services during a corporate spin-oéf governed by transitional services agreementsSéys. Figure 1

illustrates the typical timeline of a spin-off aadl' SA. When a parent announces its intention tarség and set up
a business unit as an independent firm, the cléakssticking. The parent and the unit usually hanty a few

months to close the deal and achieve legal separdractitioner research suggests that it takesvarage of 115
days to close large transactions over $1 billioel@dte 2008b). Since it is usually not feasiblestparate IT or
build new IT services in such a short period ofeinhe two parties plan and develop a TSA so ti@apharent can
continue providing IT services to the spun-off gnas if the parent were an outsourcing vendor. Bhlike an

outsourcing vendor, the parent has no interestawiging IT services to the spun-off unit. It udyadeeks to get off
the TSA as soon as possible and focus on sengrgnh businesses. Even if the parent has the bésteations to

serve the spun-off unit, it may lack no expertise aapabilities to serve a separate firm. LastlyS& is a time-

bounded contract. Neither party has expectatiorrdpeat business. By the time the transition peisoover and

TSA is terminated, the spun-off firm needs to getts own IT services. Similarly, if the spun-offiticannot easily
separate non-IT functions such as finance, acaoginiind human resource management, it can devefmrate

TSAs to receive those services from the parent.
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Parentand
spun-off unit
fully separated

Spin-off deal
closed

Spin-off deal
announced

Transaction period Transition period

TSA planned TSA executed

TSA TSA
TSA developed in place terminated
. TSA negotiated v TSA monitored and reviewed
TSA reviewed by both parties . TSA coordinated
L TSA finalized and released to the public L TSA fees paid

Note: Business unit #3(BU3) is spun off from Coigt@n #1 to create Corporation #2.
TSA: Transition Service Agreement
Source: adapted from (Deloitte 2008b)

Figure 1. An lllustrative Timeline of a Spin-off and a TSA

Hypotheses Development

Research question-1: how does the duration of transitional I T services affect the time-to-close the spin-
off deal?

In figure 1, during the transaction period betw#@nannouncement of a spin-off deal and the deakclthe parent
firm and the unit to be spun-off (BU3) need to n&ge the main separation agreement and its ancitlantracts
including TSAs; prepare pro forma financial statategfor the unit; apply for regulatory approvaldadisentangle
the unit (Gole and Hilger 2008). The transactianefine is driven mainly by mutual agreements on deel
structure and the approval of the contracts. Theusually not enough time during the transactienqa to plan for
IT implementation issues, let along the acquisitidrthe IT resources needed for self support (Del008a).
Thus, a TSA becomes necessary to allow the spuanitffo use the parent firm's IT resources inaamsition period
after the spin-off when it is architecting its oWnplatform. A challenge is to decide on the dwatof IT services.
It is in the interest of the parent to minimizestidiuration. The spun-off unit may need a longerogeto gain time
to build its own IT platform. However, longer tratignal IT services could prolong the time-to-clabe deal for
two reasons.

First, continuing IT interdependence between thremaand the spun-off unit after a spin-off wills@ IT security
and regulatory compliance concerns for both partiscause the parent and the spun-off firm will dree
independent legal entities, continuing to share rmom IT networks and applications increases thesrigk
unauthorized access to each other’s sensitiverirdtion. The parent firm will have to create logicampartments
to isolate the two firms in the same physical I'Btfurm (Gartner 2005; Leimeister et al. 2008). Simgjical
separation has to be achieved by the deal clos Hanger transitional IT services imply higher ééwf IT
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resource sharing between the two parties, moreteffglan the separation, and hence, longer tor@dse the deal.
In addition, after the enactment of the SarbaneeyDAct (SOX), fiduciary responsibilities are sdnited closely.

Unlike an outsourcing service provider, the pafi&nt may not have the capabilities to serve anotioenpany with

a SOX compliant environment, which increases theparation workload of both parties and further @ngl the

time-to-close the deal.

Second, designing governance mechanisms over gtespm-off relationship of the two parties is adwous task.
Unlike outsourcing services, transitional serviees negotiated in a parent-subsidiary context retien a market
exchange context. Without interest in serving aasge firm and expectation of repeat businessp#hrent firm

usually considers the provision of transitionals@rvices to be a nuisance and a distraction (Del2@08b). Thus,
the spun-off unit needs much more negotiation, dimation, and lobbying efforts to get longer traéiogial 1T

services. In addition, longer transitional IT sees imply that prior to the spin-off the reliandetoe spun-off firm
on its parent’'s IT platform is high. Dismantlingyltt IT integration and migrating into a new IT jdatn are

complex and risky IT projects, which need closeparation between the spun-off unit and the partet the spin-
off. Governing relationships with high asset sgettif, high task uncertainty, and high task complegntails more
extensive planning (Chen and Bharadwaj 2009; PapplaZenger 2002). Moreover, because transitionaklVices
are time-bounded, the parent firm is likely to behapportunistically after the spin-off so thereneed for more
planning time to develop more explicit contractdzhgiovernance mechanisms (Reuer and Arino 200%eson
and Dekker (2005) show that more extensive corgnaeed more time to prepare and get mutual agree irest,

designing governance mechanisms over transiti@ralces entails the involvement of more externglestise. For
example, the design of contractual clauses neeitwadbve contract design capabilities among apgedergroups of
personnel (Argyres and Mayer 2007), but in a sffrcase, because a spin-off is a rare event, furmslly lack in-
house expertise for designing intensive IT servamed associated governance mechanisms. They maythdire

external consultants who have sufficient spin-afferience. The extra expertise requirements canlatgthen the
time to close the deal. Thus, we hypothesize:

H1: Longer transitional IT services prolong the éfto-close corporate spin-off deals.

Research question-2: how does the duration of transitional IT services affect market valuation of the
spun-off unit at the time of the deal close?

The spun-off firm will start trading as an indepentlfirm at the deal close date and be valued pjtalamarkets.

Market valuation of a spun-off unit is one of th@snfrequently studied questions in the spin-défriture (e.g.,
Burch and Nanda 2003; Desai and Jain 1999; Krishaas and Subramaniam 1999). According to this ditiere,

capital markets do not have access to as muchniafiiwn about units of a firm as the corporate paoéhe units.

This information asymmetry between the parent amakets could lead to undervaluation of the parentigs

(Bergh et al. 2008; Krishnaswami and Subramania@9)1.9f the parent feels that a business unit idemwvalued

because the capital markets do not realize itsgraeith potential, it will choose to spin it off asseparate entity.
Since the spun-off unit will release more inforratito capital markets and reduce the informatiomesetry, its

valuation is expected to go up (Bergh et al. 2008).

However, if the spun-off unit does not rapidly beeooperationally independent and continues tonasesitional IT
services from the parent, the spin-off transactiolh preserve some of the information asymmetryheatthan
reduce it. A long transition IT service will signt capital markets that the spun-off firm has tamkled the
separation challenge yet and just postpones itreTteenot sufficient information about the capabpilbf the new
firm to survive and grow independently. In additidine presence of transitional IT services willnsigthat future
business operations of the firm remain uncertainesthe supporting functions are not ready yet.dxample, when
Discover was spun off from Morgan Stanley in 2006rgan Stanley agreed to continue supporting DisceuT,
accounting, HR, and other corporate functions ®rnionths. In its prospectus, Discover disclosedritles and
uncertainties created by the delays of its opemationdependence as followsDtr ability to operate our business
effectively may suffer if we do not, quickly andtedfectively, establish our own financial, adrsirdtive and other
support functions to operate as a stand-alone campafter these agreements [TSAs] with Morgan I8taexpire
or are terminated, we may not be able to repla@sé¢hservices at all or obtain these services atjgiable prices
and terms (Discover Financial Services 2007). When inforimatasymmetry continues, investors may underprice
the spun-off firm as a result of adverse seledfiithaely and Shaw 1994).
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Capital markets incorporate IT of a firm into thenfs market valuation (Dehning et al. 2003; Dost®a et al.

1993; Im et al. 2001). In the context of spin-offsjs crucial for the spun-off firm to both retadiusiness continuity
and enable strategic renewal. Thus, we expecttmtal markets take into account a spun-off firlitsn valuating

it. However, the firm’s reliance on transitional §Ervices signals to the market that the spunioff has not yet
been able to operate independently since it had@odme IT self-sufficient. The uncertainty abce spun-off
firm’s future IT and business operations will ligkgkduce the valuation of the firm. Thus:

H2: Longer transitional IT services negatively affetrket valuation of spun-off firms at the firsyds# trading

Research question-3: How does the duration of transtional |IT service affect the operating
performance of the spun-off unit?

During the transition period, a spun-off firm neesbuild its new IT platform. Compared with IT peots

undertaken during periods of relative stability,gfiojects during the spin-off context face thre@ua challenges.
First, they are confronted with conflicting goalsshort-term operational stability and long-termastgic renewal
and flexibility. The spun-off firm needs to minimsizspin-off disruptions and stabilize its businepgrations to
survive and continue its operations. At the same tit needs to restructure itself for future gitowand profitability.

However, long-term strategies of the unit have mextessarily emerged yet. So, strategic flexibiitythe new IT
platform is vital in case the firm needs to chaitgestrategic direction. Second, IT projects imspifs are usually
conducted under extreme time pressures. WhileTth@atform of an established firm develops over yng@ars, the
spun-off unit is expected to develop an equivalem¢ within a few months. Finally, spun-off firmseaalso

constrained by tight budgets, not just for IT but &ll other functions. An illustrative case in pbis Dephi’s spin-
off of its automotive interior business, Inteva.eT8IO of Inteva, who was appointed only six morikfore the
spin-off, states: My task was to determine where we wanted to geraie grew up’. One thing was certale

were going to be a much smaller organization thanhad been before the spin-off. Yet despite oer sie still

faced the challenges of a global organization... dmplicate matters, the Transition Service Agreentlesit was
being negotiated gave Inteva just twelve monthsiigrate the entire infrastructure and applicationv@onment
away from the former parent...In addition, | was ddadied by our CEO to reduce IT costs dramaticallpfping

from two percent of revenue to less than one péygelmdges 2008). We propose that transitional ITviees can
address these challenges and improve performangegtn two mechanisms: providing option value artlioing

time compression diseconomies.

Transitional IT services can provide option valyedeferring the capital investments that a brand He platform
requires until after the spin-off. Because bothdtrategy and the operational model of a spunioff &re likely to
be reshaped after its independence, it is hardresée all the IT requirements and makeantelT investments.
Thus, transitional IT services provide the firmtwthe “value of waiting to invest’(McDonald and §& 1986).
When environment is uncertain, and investmentévarsible, the option to hold investment until #raval of new
information for decision marking becomes valuabMajd and Pindyck 1987). IT investments are usually
considered irreversible because IT developmentimpiementation expenditures cannot be easily negdewhen
the environment changes (Taudes et al. 2000). datethe option to adapt, a firm can choose tosinvea general-
purpose IT platform upon which a family of applioats can be deployed later (Fichman 2004; Taudas 2000).
However, such IT platform usually demands intensiapital investment and long implementation timéjolr are
usually absent during a spin-off period. Using sition IT services provides an alternative approactpurchase”
the option of deferring investment. For example,lnteva’s case above, the CIO probably cannot reake
substantial IT commitments before the spin-off luseathe desired end states of Inteva’s businessiTarade
indeterminate yet. During the 12 month transitioseivice period, the CIO and other business exezzittan make
sense of the new environment, properly repositia firm, and optimize the firm's resource reconfagion. IT
investments can then be made after business needmbk stable. In addition, a spun-off firm usu#diges resource
constraints. Postponed IT investments can reldesedarce capital, human resource, and managettemtian for
other urgent tasks during the transition period.

Transitional IT services also reduce the time casgion diseconomies inherent in IT development. fiine
compression diseconomy refers to the fact that tisna nonsubstitutable factor in obtaining or bimidd certain
resources (Dierickx and Cool 1989). Building IT oesces is subject to strong time compression disamies
(Bharadwaj 2000). For example, if an ERP applicatimkes 10 consultants and two years to implentnibling
the number of consultants to 20 will not necesgarduce the implementation time to one year whi# $ame
implementation quality. During a spin-off, the spofifi firm faces great time pressure to reverse yeafr IT
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integration with its parent firm. Transitional I'€rsices can relieve this time pressure and proridee time to the
spun-off firm to build new IT platform that meets iemerging strategic and operational needs ansegquiently
improve its operating performance. Thus, we hypsittee

H3: Longer transitional IT services are positively asisited with operating performance of spun-off irm

Research question-4: how does the duration of transitional IT services affect the performance
outcomes of business restructuring activities of the spun-off unit after the spin-off?

Under the governance of a parent firm, a businegsizisubject to many constraints of a large fiffor example,
individual units may bear high administrative castsa part of a large parent especially when basiaavironments
are uncertain and the parent is highly diversifiBgrgh and Lawless 1998). The corporate-wide corsgtom
system may not adequately incentivize divisionahaggers (Seward and Walsh 1996; Woo et al. 1992).spin-
off event thus gives the unit an opportunity toaikréree from the constraints of the parent, rertewgtrategies, and
realign itself with its competitive environment. @me other hand, the spun-off unit will inherit wwk, routines,
norms, and structures from its parent. These elenweere institutionalized in a large and stablenfand will create
inertia for renewal and restructuring of a relafvemaller and younger spun-off firm. From eithergpective, the
spun-off firm needs to restructure itself to rekeds growth potential as an independent entitycadjture the extent
of restructuring undertaken by the spun-off uni¢ use thédusiness restructuring intensigpnstruct and define it
as the extent to which a firm changes its orgaiuirat structure, industrial positioning, businessgesses, scale,
workforce, geographic presence, and other orgdaiztparameters.

Organizational restructuring increases the risk didruption in business operations. Established atable
organizations are characterized by the reliabihigt they can repeatedly deliver their productseswices on time
and with promised quality, and the accountabilitgttthey have formulated rational and internallpsistent rules
and procedures for their actions (Hannan and Freei@84). During the restructuring period, howewespun-off
firm may lack these two attributes. Because newnless rules and procedures are not set up orutistialized,
spun-off firms may produce products and serviceh \greater variance of quality. They are also likied make
inconsistent decisions due to lack of guiding pples and clear strategic objectives. In additidaring the
restructuring period, more resources have to hecatiéd to non-recurring activities rather than rariusiness
operations. The outputs of business operationgctefl in operating performance, will likely be vedd.

Empirical studies on organizational change fourad thstructuring would ultimately improve perforroardue to a
better fit with environment (Haveman 1992; Kellydadimburgey 1991), but relatively less attention haen paid
to the performance during the restructuring peri@de exception is the study by McKendrick and luileague
(2009), who found that, in the period directly aftee spin-off, the parent firm will experience wigtion in its
innovation rate, although it will ultimately recavirom it. In the post-acquisition context, Barkeruad Schijven
(2008) found a similar pattern that acquiring firdw not necessarily benefit from their acquisitiomsnediately,
and synergic value of acquisitions can be unleashédafter a restructuring period. Similarly, aigpoff firm may
experience temporal performance deterioration duthe restructuring period. Further, from a humasource
perspective, restructuring during the spin-off nfimplies downsizing of the workforce to fit thergshk business
scale. Employees experiencing downsizing will wabput their job security and become less prodectiarrow-
minded, and self-absorbed (Cascio 1993). In thewrdng literature, restructuring has also beemdbto weaken
firms’ internal control systems and thus exposerthe higher risks of undesirable employee behadot distorted
business processes. (Ashbaugh-Skaife et al. 20@yie@t al. 2007). Thus, we hypothesize:

H4: Business restructuring intensity is negativelyoagsted with operational performance of spun-ofh§

Utilizing transitional IT services from the parera@n mitigate the potential negative effects of bess restructuring
and accelerate the realization of its benefitstFHransitional IT services can enable higheruestring flexibility.
Although a spin-off event offers a window of oppmity to renew the spun-off firm’s legacy systenm ahe
institutionalized routines (Tyre and Orlikowski ¥)9the spun-off firm may not have the flexibiltty do so due to
the pressure of business continuity and resouresti@nts. Survival is always the top priority fany newly
established firm, so a new firm tends to avoid lbogzon investments and pursue short-term ben@isider and
Shaver forthcoming). Transitional IT services redi@ spun-off firm’s concerns about business caitiirand allow

it to experiment with its restructuring options lwigreater flexibility. One illustrative case is &r Eye, a frozen
food company which was spun off from Unilever irDB0The CIO of Birds Eye statesie have been dependent
on Unilever for back office and systems and that &ifected the ways we do things. Now we are aumedized
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business and to grow it will mean a very differentironment...it was very exciting to build [the IAtform] from

scratch, to build my own destiny with no horribdgdcy that we all spend our careers having to waeitkh”. A

twelve-month-long IT services commitment from Urée provides Birds Eye the time and flexibilitynéeded to
restructure its business and IT operations (Clgiliarth 2009).

In addition, a well-functioning IT infrastructureaic ensure the minimum requirement for effectiveirnmss
restructuring. Business restructuring demands &wencommunication and coordination work, so a amdntal
communication platform must be readily availabtethe business process redesign context, Broad®asili, and
Clair (1999) find that a basic level of IT infrastture capability is needed for all firms to redestheir business
processes. Examples of necessary infrastructuhediadirm-wide communication network, emails, dstarage and
transmission, security, and other basic IT funaidrhen, because organizational structure and éssiroutines are
usually embedded in IT applications, organizatiocladnges become technology-mediated such that ehang
business design have to be configured into IT appbins before it can take into effects (Volkoffat 2007).
Higher level quality of IT infrastructure can heiipms implement extensive changes over relativélgrs time
frames (Broadbent et al. 1999). A spun-off firm nieye to rely on transitional IT services frompterent for such
IT infrastructure needs. In addition, data anaf/ttan be crucial for the spun-off firm to make mfied decisions
during restructuring. However, it usually take®ad time for a spun-off firm to migrate its histmal data to its own
IT environment. A transitional IT service from tharent can allow the spun-off firm to have realdiatcess to data
and analytical tools to support decision making.\8® hypothesize:

H5: Longer transitional IT services mitigate the nége impacts of business restructuring intensityoperational
performance of spun-off firms

Method

Sample and Data

Our study population includes all spin-offs annathbetween 1999 and 2009 and tracked by the SDXDilRta a
financial transaction database maintained by ThomReuters. We selected our sample based on trmwfaty
criteria: (1) the spin-off deal is closed; (2) $un-off firm is operating in the United Stateg; % spun-off firm is
publicly traded; (4) the spin-off represents a 108i%¢ck distribution. The forth criterion ensureattthe parent and
the spun-off firm become completely independergratite deal close. These criteria produce an irsample of
152 spin-offs. None of the parents are private tgdirms.

For each spun-off firm in the sample, we retrieitedsecurity registration filings (usually form 1@B, 8-A12B, or
S-1) and material events announcement filings (f8ri) around the spin-off period from SEC’s Edgatabase.
Those filings were skimmed to identify possiblensiéional arrangements between the spun-off firieh iss1parent.
Spun-off firms usually disclose their TSAsr describe the contents of TSAs in the exhilitthe aforementioned
filings. These disclosures were then excerptedraad. 125 of the 152 spun-off firms in our sam@eehmentioned
the adoption of TSAs, and among them 113 firmsloégcmajor parts of their TSAs. Because public cangs are
mandated to disclose contracts which are matem@ligh to influence investor decisions (Regulatie $7 CFR),
the absence of a TSA in regulatory filings impltbat the TSA was either not used or not materiaugh to be
disclosed.

We matched our sample with CompuStat and CRSP aksgalio obtain the financial data required for agtaton
of our dependent variables. 128 spun-off firms 488 parent firms are covered in CompusStat while 4/38n-off
firms are covered in CRSP. Due to missing valuesndividual data items used in computations of etiht
variables, our sample size drops further in vari@sgarch models as shown in Table 2.

1 In most cases, these contracts are directly tittednsition service agreement” or “transitional \d8ee agreement”.

Occasionally, they are titled “interim service agreent”, “service agreement”, or “corporate sendageeement”. We rely on the
description of these contracts in the spun-off §irfilings to conclude if they are transitional Gees agreements.
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Dependent Variables

Time-to-close the deal

We computed the time-to-close the deal as the iduraff the period between the announcement date sgin-off
deal and its close date. Both dates were collefcted the SDC Platinum database. We trimmed thedata at the
5th and 95th percentiles to exclude extreme obsens (Barber and Lyon 1996). As a result, fourrexte
observations were excluded in the estimation meadigch include spin-off deals taking less thandays or longer
than 630 days to close.

Market Valuation

We used Tobin’s Q to capture the market valuatibthe spun-off firm at its first trading date. Tald Q is a
market-based, forward-looking measure which reflecapital markets’ perception of a firm’s futureowth
potential. Because a spun-off firm files its setyuriegistration forms and discloses spin-off infation to SEC
before its stocks are approved to be publicly tadktransition services provided by the parenmfihave any
impacts on the spun-off firm, it should be reflecta the spun-off firm’s valuation on the first diag date of its
stock.

Tobin’s Q contrasts market value of a firm with tieglacement cost of its assets. This measure éas bsed in
previous studies to detect IT effects on firm parfance (e.g., Bharadwaj et al. 1999; Tanriverdi&00t is
computed based on the following formula (Bharadetagl. 1999):

Tobin'sQ=( MV+ PS DEBJ/ T

Where MV = [the closing price of the company's Ktaet its first trading date (CRSP item: PRC)] xefttotal
number of outstanding shares (CRSP item: SHOUTeasame dayf;

PS = [the liquidating value of the filsutstanding preferred stock (Compustat item: RIST;

DEBT = [Current liability (Compustdéim: LCT) — Current assets (Compustat item: ACBook value of
inventories (Compustat item: INVT) + Long term déBompustat item: DLTT)];

TA = [Book value of total assets (Corsa item: AT)].
Operating Performance

We use the improvement (or deterioration) of a spffifirm’s return on assets (ROA) as a measurigsobperating
performance. ROA is computed as the operationalirgof the company (CompuStat item: EBITDA) dividey

its total asset (CompusStat item: AT). ROA improveins then computed as difference between ROA m years
after the spinoff in comparison with the ROA in tyear before the spin-off. This two years windovsétected to
observe the business restructuring intensity ofsfen-off firm after the spin-off. For each spufi-cdmpany, its
fiscal year end date is compared with the spindefl close date to ensure that we select the d¢diseal year
before the spin-off for computation. ROA has beddely used as a performance measure in similarareke
context (e.g.,Bergh 1995; Hoskisson et al. 1994).

I ndependent Variable

Duration of transitional IT Service

In the aforementioned process, we collected sptifirais’ SEC filings about their TSAs with their gant firms.
For each spin-off, we examined the existence ofdlewing six types of functional services contiedt in a TSA:
IT services, financial services, human resourceices, legal services, marketing services, and Iguppain
services. The duration of each type of transitiosedvice was also collected when it exists. We pledp11
observations for which there is evidence aboukthistence of TSAs but not enough information altbattypes of
services provided or their durations. The datagasared in months.

Thus, duration of transitional IT service is measlas the length of the period in which the pafiemt committed
to provide IT services to the spun-off firm and sidered zero if IT services are not contracted 5&. Our data
show that IT services are the most frequently mleditransitional services from the parent firmhe $pun-off firm.
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The average duration of IT services is also thgdsh About 65% of our spin-off sample has utilizedhsitional IT
services. The average duration of transitionaldivises is 11.69 months (SD=14.15).

Business restructuring intensity

We measured business restructuring intensity apdhi#on of the spun-off firm’s revenue allocatedréstructuring

activities within two years after the spin-off. $gally, it is measured as the ratio of restrugig cost

(CompusStat item: RCP) to the sales (CompuStat ifi:E) of the spun-off firm within the two yearsrjm after

the spinoff. As explained by CompuStat manual, iteemn RCP meansRestructuring Costs Pret&and covers

“closing costs, exit costs, reductions in workfore¢ionalizations, realignment, relocation chargespositioning,

early retirement, and Chapter 11 reorganization tefiShapter 11 expensésThis item is widely used in the
accounting literature to measure a firm’s restrmiogucosts (e.g., Ashbaugh-Skaife et al. 2007; Batl al. 2007;
Ogneva et al. 2007).

Control Variables

Duration of non-IT transitional services

In addition to transitional IT services, we conledlfor the duration of five other functional se®$ as contracted in
TSAs, including financial services (e.g., accougtitax, auditing, treasury, and corporate finangefions), human
resource services, legal services, marketing sesyviand supply chain services (e.g, procurementgntory
management, distribution, transportation, and olbgistics functions). These five variables areoalseasured in
months.

Characteristics of the Transaction

Transaction volume We controlled for the relative transaction volubecause large deals tend to involve longer
transition services, spin off more attractive basses, but also take longer time to cloBmnsaction volume is
measured as the percentage of revenue divestede(Hit 1996), which is computed as the revenub@spun-off
firm divided by the revenue of the parent firm e tmost recent fiscal year before the spin-off.

Relatedness The relatedness between the parent and the dpéimts’ businesses is a widely studied factorttha
shapes both divestiture processes and outcomesKergh 1995; Desai and Jain 1999; Woo et al. 199dlowing
(Krishnaswami and Subramaniam 1999), we measutattdmess as a dummy variable which takes 1 ipthmeary
business of the parent firm and the spun-off fimerating in the same industry based on two digit &lde.

Reciprocity. Instead of unidirectional transitional serviceasyided by the parent firm to the spun-off firmgth
transitional services are reciprocal in 37.2% af aoservations, although the services from the sgtifirm to its
former parent are usually much less significanthigir scale and scope. Providing services backégtrent firm
will increase the bargaining power of the spunfaofih, and thus potentially influence our dependeatiables.
Thus, we controlled for the reciprocity of the sdional services. Reciprocity is measured as ardymariable
which takes 1 if the parent company and the spéicesfipany provide transitional services to eacleioth

SOX exposure The Sarbanes-Oxley Act (SOX) dramatically inceshshe role of IT controls in regulatory
environment of public companies listed in the Udittates. Divestitures could disrupt the interrialcbntrol
environment of the divesting firm and causes itsompliance with SOX (Tanriverdi and Du 2009). Witke
pressure of SOX compliance, both the parent andpha-off firms will be more cautious in negotigfitransitional
IT services. Thus, we controlled for SOX exposui¢éhe spin-off deal. SOX exposure is measured dsramy
variable which takes 1 if the spin-off deal is @dsn or after the year 2004, the earliest SOX dmnpe deadline.

Regulated Industry. Industry-specific regulation plays a major ratedetermining the structure of a spin-off deal
and the time needed to close a deal. We thus deatrevhether the spun-off firm is operating in Highegulated
industries, measured as a dummy variable whichstakié the NAICS sector code of the spun-off compaquals
22 (utility), 48 or 49 (transportation), or 52 (dince).
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Characteristics of the spun-off firm

Size.The size of the firm before the spin-off may detieiemits market valuation, its future performanced éhe

transitional arrangements. So we controlled for dize of the spun-off firm before the spin-off. The siakthe

spun-off firm is measured as the logarithm of @&t assets (CompuStat item: AT) at the end ofntiost recent
fiscal year before the spinoff. Although a spun-fiffn starts to be publicly traded only after tharsoff, it is

mandated to disclose its historical financial datathe past three years, which is also recorde@dympuStat. So,
financial data about spun-off firms before the spffhare generally available.

Profitability . Similarly, the profitability of the firm befordé spin-off may influence its market valuation,fiture
performance as well as the transitional arrangesne8u we controlled for the profitability of theuspoff firm
before the spin-off. The profitability of the spoff-firm is measured as its ROA, as previously nedi, at the most
recent fiscal year before the spin-off.

Characteristics of the parent firm

Size Large companies tend to have more abundant res®@nd well established routines to contract aodige

transitional services to their spun-off units. Biesis units spun off from large companies may hawe rooverage
from both public media and equity analysts, whidsgibly influence their valuation. So we controlfed the size
of the parent firm, measured as the logarithm eftthal assets of the parent firm (CompuStat itaf): at the end
of the most recent fiscal year before the spin-off.

Economic cycle and industry controls

Economic cycle Capital markets demonstrate periodic patternk etonomic cycles. Since our sample covers a
relatively long period from 1999 to 2009, the vdioa of the spun-off firm may be influenced by tteck market
condition when the spin-off happens. We controlidether a spin-off happens in a stock market bogmear by a
dummy variable. This variable takes 1 when the S&B index in the observation year is above theameof the
period 1999-2009, and 0 otherwise.

Industry . Capital market valuation varies as a function afuistry value. Thus, we controlled for the industria
effect by using the average Tobin’s Q of an industrdustry is defined based on the 2 digit NAI@Stsr code.

Table 1 presents the descriptive statistics andvpiae Pearson correlation coefficients among tug\svariables.

Model Specification

Our dependent variables span different stages glthimtimeline of a spin-off deal. This impliestthize variables in
earlier stages of the timeline could become endmgewariables in models examining later stagefeftimeline.
For example, the time-to-close the deal becomesgambus to the market valuation model which in tuenomes
endogenous to the operating performance model.eTdrer, instead of estimating separate regressionsdr
hypotheses, we estimated simultaneous equation Imadiang three-stage least squares method (3SL&e(®
2002). We estimated a system of the following ttsiesultaneous equations by 3SLS:

Time- to- closethe deal g, + #,( Duration of transitional IT ser\)ieez neols+ ¢,
Tobin' sQ=y, +y,(time- te- closethe dgaly,( Duration of transitional ITvéee)+ z controlst ¢,

ROAimprovement 7, +7,( Ton'sQ) +7,( Duration of transitional IT servige-7,( Restturing intensity

+1,(Duration of transitional IT service<( Restructuring intety3i+ Z controls+ ¢,

10 Thirty First International Conference on Informati®ystems, St. Louis 2010



Du & Tanriverdi / transitional IT services in corpate spin-offs

Table 1. Descriptive Statistics and Pairwise Pearson Correlation Coefficients

Variable 1 2 3 4 5 6 7 8 9 10
1. ROA improvement
2. Time-to-close the deal -.142
3. Tobin's Q 116 -.093
4. Restructuring intensity -.098 094 149
5. Duration of transitional IT service 063 le4* -054 138
6. Duration of transitional financial service -.003 003 -.153 132 518 ==
7. Duration of transitional HR service 028 -.021 -.047 -.127 S35 e §7] *ex
8. Duration of transitional legal service -.024 -.067 -.071 -.040 433w g74 wEE 5)E wEE
9. Duration of transitional marketing service -.044 187 * 011 015 Ags wxx Q7 R 334 xx Q70 =
10. Duration of transitional supply chain service -.093 030 -.123 009 212 =% 368 *== 267 *Ex 151 % 459 wEx
11. ROA of the spun-off firm -.909 #xx 162 % -135 -174*  -039 -.046 0358 021 015 023
12. Size of the spun-off firm -.250 ** 262 #2x _420 *** _ 106 163 -.039 -.009 -.097 -.028 -.030
13. Size of the parent firm -.189 = 312 %% 333 *xx _ 126 267 w137 151 014 027 014
14. Transaction volume -.099 -.155 -.033 -.068 079 .086 .081 250 ** 081 -.098
15. Relatedness ( 1=related) -.055 -.027 -.126 .086 182 ** 078 .089 120 133 109
16. Reciprocity ( 1= reciprocal) -.043 070 -.103 110 112 051 099 -.123 098 -.100
17. SOX exposure (1 = exposed) -.046 221 %= _ 110 016 105 104 213 == 005 -.008 -.007
18. Regulated industry (1 = regulated) -.029 -.110 -.125 -.079 033 -.036 004 -.047 -.070 -.145 =
19. Economic cycle (1 = high) 067 096 -.054 -.065% 092 -.003 072 {020 066 -.086
20. Industry average Tobin's Q -.010 -.027 022 111 157 166 * 066 112 160 * -014
N 101 145 125 111 133 136 135 140 141
Mean 006 212,676 1.833 018 .1.692 9375 9.881 3.986 1.950 2.7
Standard Deviation 270 113.722 3.180 070 4.151 10.308 1.275 9.248 6.575 7.127
Variable 11 12 13 14 15 16 17 18 19 20
11. ROA of the spun-off firm
12. Size of the spun-off firm 276 A=
13. Size of the parent firm 245 == 830 ===
14. Transaction volume {082 {031 -.193 **
15. Relatedness ( 1=related) 031 -.072 -.136 -.008
16. Reciprocity ( 1= reciprocal) 029 271 %= 188 ** - 134 056
17. SOX exposure (1 = exposed) -.014 378 wRx 432 % _ 120 006 260 *==
18. Regulated industry (1 = regulated) 023 336 *x 268 **x _ (76 -.102 074 167 ==
19. Economic cycle (1 = high) -.064 182 %% 213 %= _ (018 006 081 266 *** - 016
20. Industry average Tobin's Q -.018 - 244 22 _ 179 *  _ (70 -.031 -.035 -.144 -.133 -156 *
N 118 119 133 107 152 148 152 152 152 127
Mean 099 2.864 7.855 537 414 372 A4 118 632 13.390
Standard Deviation 337 825 2435 1.081 494 485 498 324 484 19.567

* p=<0.1;** p<0.05.*** p=<0.01; Two-tailed t-tests

We controlled for non-IT transitional services ihtaree equations. We controlled all charactersstf the parent,
the spun-off firm, and the deal in the time-to-eldlse deal equation. For market valuation, we &rrdontrolled for
industrial effect and economic cycle but not thdustrial regulation status. Last, for operatingf@enance we
controlled the initial condition of the spun-offrfi such as its size and profitability, considertihgt other pre-spin-
off factors had been accounted for by includingkeawaluation in estimating operating performaridee detailed
list of control variables for each equation is preged in Table 2.

Results and Discussions

The model estimation results are presented in T2blhe estimation results of each equation arsgoted in one
column. Brief results are also graphically preseriteFigure 2 for interpretation convenience. Sarheur control
variables have relatively high correlations. Thwg, check variance inflation factors (VIFs) to asspstential
presence of multicollinearity. The highest VIF sean our models is 6.31, which is below the suggpbshreshold
of 10. Thus, we do not find evidence of severe icallinearity problems.

In Table 2, the relationship between the duratibrtransitional IT services and the time-to-close tieal is
significant and positive, indicating that plannitagprovide longer transitional IT services is assa with longer
time between the announcement of the spin-off amalose. Thus, H1 is supported. This finding aonéi the
anecdotal evidence that IT is often neglected anmpihg a corporate transaction. Because the poovisf
transitional IT services will postpone the IT indegdence of the spun-off firm, if IT independenceaiserious
concern at the deal planning phase, then the amopfitransitional IT services should shorten tealdlose time.
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Otherwise the timeline will be mainly driven by tleagotiation and preparation, in which providingnisitional IT
services complicates the transaction structure iaodr more contracting and preparation costs. Bothcdotal
evidence and our empirical results support therattionale.

The effect of transitional IT service duration oarket valuation is negative and significant, whiciygests that the
reliance on the parent firm for IT services is ¢desed to be a negative signal by capital marketsis, H2 is
supported.

The results show that longer transitional IT sexgipositively and significantly affect operatingfpemance (H3).
Thus, H3 is supported. However, the main effedbudiness restructuring intensity on operating perémce (H4)
is negative but not significant, indicating that wWe not have statistical evidence in support of FHe joint
performance effect of transitional IT service dimatand business restructuring intensity is positind significant
(H5). Thus, the results indicate that longer trémsal IT services not only directly improve theuspoff firm's

performance, but also mitigate the potential negatnpacts of business restructuring activities.

P tand
Spin-off deal Spin-off deal arcnyan .
spun-off unit
announced closed
fully separated
Transaction period Transition period
H2  -.211%*

Dur.at.lon of Time-to-close . ROA
transitional IT Tobin’s Q .
T the deal improvement
M
H3
006 ** x
.314%* H4|-.538
*op
: p-value <0.1 H5 .
**: p-value <0.05 Business

restructuring
Intensity

*E*: p-value <0.01

Figure 2. Models Estimation Results
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Table 2. 35LS analysis results on the impacts of transitional IT services

Equation 1: Equation 2: Equation 3:
Dependent Variables time-to-close the deal market valuation operating performance
(Tobin's Q) (ROA improvement)
Time-to-close the deal 056 ***
(.011)
Tobin's Q -.023 =
(.013)
Duration of transitional IT service 3874 ** HI -211** H2 006 ** H3
(1.588) (.083) (.003)
Restructuring intensity -.538 H4
(475
Duration of transitional IT service X restructuring intensity 314 == HS
(.140)
Duration of non-IT services
Duration of transitional financial service 452 -165 * -.004
(2.366) (.099) (.003)
Duration of transitional HE. service -2.69 231 *= 002
(2.024) (.093) (-002)
Duration of transitional legal service 012 002 002
(1.91) (.079) (.002)
Duration of transitional marketing service 6875 *** - 432 *2x
(2.489) (.130) {.003)
Duration of transitional supply chain service -5.404 == 318 »* -.003
(2.671) (127) (.003)
Characteristics of the spun-off firm
ROA of the spun-off firm 164.917 == -3.966 -.280 ***
(65.837) (3.309) (.105)
Size of the spun-off firm 23.814 -2.876 ** -.020
(33.463) (1.304) (.028)
Characteristics of the parent firm
Size of the parent firm -3.291 -031
(13.509) (.501)
Characteristics of the transaction
Transaction volume -34.807 * 2.094 ==
(18.977 (.755)
Relatedness ( 1=related) 26.851 -2.762 =xx
(24.848) (1.037)
Reciprocity ( 1= reciprocal) -28.793 22204 %
(29.099) (1.107)
S0OX exposure (1 = exposed) 11.691 1368
(27.688) (1.141)
Regulated industry (1 = regulated) 297
(26.7)
Industrial and periodic effects
Economic cycle (1 = high) -1.978 **
(.868)
Industry average Tobin's Q -031 *
(.019)
Constant 173.767 *** -336 146
(61.809) (3.083) {107
Number of observations 64 64 64
%2 3213 *»* 4770 **x 57.60 ***
Notes:

* p=<0.1;%* p=<0.05;***: p<0.01;
Standard errors are in parentheses
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Conclusions

Corporate spin-offs provide an interesting coniaxivhich researchers can observe how an existirsgnbss unit
purposefully disposes of its existing IT servicad auilds brand new IT services as it tries toruestire itself as an
independent firm, but at the same time, minimizugitions to its established business. Receiviagsttional IT

services from the parent is a key mechanism foarwihg these conflicting objectives. Our findingow that

transitional IT services are critical for minimigirthe negative effects of business restructuringoperational

performance, and improving operational performawfcthe spun-off unit. But we also find that londeansitional

IT services increase the time-to-close the spirdetil and reduce market valuation of the spun-oitf Thus, as a
consulting firm put well, TSAs should be viewed as ‘necessary evils’ and fasexhly the most critical activitiés

(Deloitte 2006).

Our study contributes to IS research by examiniagjriess value of transitional IT services in cogp@rspin-offs.
Most business value of IT research has been cosdluehder the assumption of equilibrium when busines
operations of firms are assumed to be relativedlst In corporate spin-offs, this assumption is valid. The
transaction disrupts the status quo for the spéinhaf dramatically. The unit loses its accessTicsérvices of the
parent. It has to create new IT services to be @b@gperate as an independent firm. Transitionaddiivices is one
mechanism to manage through this disequilibriunsphantil the spun-off firm builds its new IT platfio and a new
equilibrium emerges. This study makes a contrilmutig uncovering business value of transitional éfvices in
that period.

Our findings also have implications for finance aticitegic management literatures on valuationpearbrmance
of corporate spin-offs. Although practitioners oiaihat ‘operations are the heart of divestiture vdliimar and
Borgman 2009), finance and strategic managememiarels focus exclusively on macro level determinanits
spinoff value and performance. They pay very ligiteention to the separation process (Brauer 200&.omission
of the transition and separation processes coultiafha explain why existing findings on valuatioand
performance of corporate spinoffs are mixed andlicting (Veld and Veld-Merkoulova 2009). By showirthat
the length of transitional IT services significgnithpacts both the valuation and operating perforceaof spun-off
units, this study shows that there is potentiahdwance the current states of finance and stratagitagement
literatures on corporate spin-offs by introducifigcbnstructs into research models.

There are several potential directions to extendstudy. First, although both TSAs and outsouraingtracts are
service agreements, TSAs have many unique chasdicter Unlike outsourcing relationships, partiéS 8As need
to finally cut inter-organizational routines andeirfaces rather than build them. In addition, servproviders of
TSAs have more bargaining power and are less iivieed to provide services, which are both oppositehe

situations in an outsourcing context. These diffees should have influences on contract designtudyson

contracting transitional services may reveal déferinsights from regular outsourcing contract &sidvhich are
prevalent in recent years. Second, the lengthamisitional services is shown to have both potedtialbacks and
benefits in this study. There could be multiple taogencies influencing the tradeoff. Further stgedean be
positioned to provide decision guidance on selgctptimal service duration. Third, our study is jsgbto the
limitations of archival data. Future studies usaither qualitative or survey research methods neagal further
insights about IT transition processes.
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