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Abstract--A demerger is a corporate action in
which a parent entity separates its business into
two or more different entities. This research is
analyses of change in momentum of shares price
of companies and study difference in momentum
of shares price before and after announcement.
For this research we have taken into account 11
demerge events happened in India. For each
demerges event we have taken sample 240
trading days’ share price and then performed
test on each event. Data of 240 trading days
contains data for 120-day pre Announcement and
120 days after announcement including
announcement day. The test was done to study if
there is change in pattern of returns after
announcement of demerger or it remains same.
We found that there was difference in the pattern
of returns after announcement when compared
with before announcement.

I INTRODUCTION

A demerger is an old phenomenon first introduced
in America somewhere in 1920s. A demerger is a
corporate event in which a company separates one
or more divisions into different entities in order to
increase its effectiveness and focus towards a
particular business and let demerged venture to
thrive with different management.

Demerge is a very effective strategy for companies
who want to increase their focus towards a particular
business and let demerged entity run under other
professional management.

Demerge are generally are of two types:

e Spin-off:  Spinoff is a situation in which
company transfers all the assets and liabilities
to different company who thereafter continues
with that entity conducting business. For
example: Company XYZ an electronics has
three divisions in their company i.e. division
X manufactures Power bank, division Y
Manufactures Audio Devices and division Z
Manufactures Smartphones. XYZ decided to
sell their division Y that is the Audio Device
division. XYZ now need to transfer all the
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assets and liabilities of division Y to other
company and continue to run X&Z divisions.

e Split off: It is a transfer of all the assets,
liabilities and business to two or more
companies which is same as a spin-off but in
this company also need to allot original
shareholders shares of new company in
proportionate manner which is different than
spin-off in which division which is sold ceases
to exist. For example: a company XYZ an
electronics company decided to transfer share
of its all 3 divisions to different companies
and each investor gets proportionate shares of
other three companies and XYZ will cease to
exist.

A demerger is a sensible option when there are
negative synergies between different departments
and their coexistence is having negative impact on
each other’s business.

Disadvantage of Demerger

Generally, a merger happens so that companies can
work in synergy and improve each other’s
productivity by using each other’s resources, know-
how, expertise and management techniques.

Unwinding a merger is not always an easy task it
requires large amount of regulatory work to conduct
a successful demerger. Firms surviving a demerger
are likely to be, at least for some time, weaker than
they were before the merger. In extreme cases,
viability of one or both firms may be at stake.

Selection of topic

A demerger is not a usual phenomenon happening in
market. This study was done to recognize is there
any pattern that exists in returns form shares before
and after announcement of demerger as share price
also reflects sentiment. This research also helps us
study change in investor sentiment after
announcement of demerger.

1. LITERATURE REVIEW

A demerger is strategy used by the companies to
focus on its core business and to sell-off its
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demerged company during demerger, the assets and
liabilities of a parent company are transferred to the
new company. The new company, after it has
demerged, issues new shares to the existing
shareholders of the parent company without
receiving cash. This results in no economic
significance in the face value of new shares.

The primary method for evaluation of a
corporation’s performance is by value creation. But,
what method should we adopt to calculate value
creation. According to Rappaport et al. (1986), an
increase in market capitalization can be used to
calculate value creation.

There is a general assumption among researchers
that demergers can create value for shareholders.
This is based on many pieces of research done in US
on announcement of demergers which had created
unnatural returns of stock price to shareholders.

As per Gailen L. HITE et al.(1983), “If there are no
synergies between the parent and the subsidiary, the
sum of the post-divestitures’ cash flows would equal
the combined cash flow had the two units remained
as one.” This means that the net value of demerged
companies should be same as the previous
amalgamated parent companies. there can be
increase or decrease in value if there are positive or
negative synergies respectively.

A paper by Kirchmaier et al.(2003) statistically
proves that there is a positive reaction of +5.5% after
the demerger announcement. He divided the time
period into 4-parts: pre-announcement,
announcement, post-announcement and time after
actual demerger. Prior to announcement, there is
underperformance of company in the market, but it
recovers after the announcement. Also, the small
demergers are more successful than a large
demerger.

In another paper by Singh, Bhowal, & Bawari et al.
(2009) the shareholders’ wealth had increased after
the demergers. It has also decreased when the
demerger was hyped with the aim of manipulation.
So, the investors should examine the quality of
management when there is demerger.

1. RESEARCH METHODOLOGY

The research methodology is the technique to
thoroughly solve the research problem. It may be
understood as a science of studying how research is
done scientifically. A researcher should think about
the way in which he should proceed to attain his
objective in his research. This plan of study of a
researcher is called a research design. A
combination of Descriptive and Inferential statistics
is used for this study.

In this methodology, the aims, objectives and
hypotheses are defined, followed by an elaboration
on which data collection methods were used.
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Research Objective

The initial objectives, which had been defined for
the research proposal, have been redefined and made
more specific and focused. The objectives stated
underneath are the ones that have been redefined and
were used for the analysis of the results. To analyse
the effect of announcement of demerger of a
company on its share price.

Research Hypothesis

In order to follow the research methodology, the
following two, alternate and null hypothesis are laid
down:

Ho: There is no significant difference in the returns.
Hi: There is a significant difference in the returns.
Data Collection

Data Collection is a process of collecting
information from all the relevant sources to test the
hypothesis and evaluate the outcomes. Data
collection methods can be divided into two
categories: secondary methods of data collection and
primary methods of data collection.

The method used in this research is the secondary
method of data collection. It consists of data from
newspapers and online portals.

The sample data collected consists of 11 companies
each having 120 days closing prices pre and 120
days closing prices post the announcement of the
demerger.

Test Statistic

The test statistic used for testing the hypothesis is
paired t-test since our sample size (n=11) is less than
30. The software used for the test is IBM SPSS.
SPSS is short for Statistical Package for the Social
Sciences, the software offers advanced statistical
analysis, a vast library of machine-learning
algorithms, text analysis, open-source extensibility,
integration with big data and seamless deployment
into applications. Its ease of use, flexibility and
scalability make IBM SPSS accessible to users with
all skill levels and outfits projects of all sizes and
complexity. IBM SPSS is the world’s leading
statistical software designed to solve business and
research problems by means of ad hoc analysis,
hypothesis  testing, geospatial analysis and
predictive analytics. Organizations use IBM SPSS
Statistics to understand data, analyse trends, forecast
and plan to validate assumptions and drive accurate
conclusions.
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IV.  ANALYSIS AND FINDINGS

Statistical test for Significance:

We are analysing the change in the mean of daily
returns for 120 days period, for 120 days daily
returns before the demerger news came into the
public domain and 120 days after the news came into
public domain, considering the demerger news
announcement day into later 120 days.

The daily Log returns are calculated as follows:

Daily Returns
Current Day Closing Price

Previous Day Closing Price

For example, if previous day closing price is 102
and current day closing price is 104 we calculate
the daily Log returns as follows:

Daily Log Returns = In (104/102)
=In (104) — In (102)
= 4.6444 - 4.6250
=0.0194 or approx. 1.94%

Note: Figures are rounded to the 4" decimal
place

We have calculated the daily returns for 120 trading
days as per above example. The calculated daily Log
returns are our data sets to perform the test for mean
daily returns before the demerger announcement
comes into public domain and similarly for the daily
returns for 120 trading days after the demerger
announcement comes into public domain.

Here we have designated the company names
as C1, C2, C3..., Cl11 instead of mentioning their
actual names, although the data have been collected
for actual companies with respect to their demerger
announcement news.

Daily mean returns have been calculated by
taking arithmetic mean of all the daily Log returns
for Pre-demerger news announcement and Post-
demerger news announcement. These means are
signified by suffix ‘PRE’ and ‘POST’ with the
respective company name.

For example, the mean of daily Log returns for Pre-
demerger news announcement and Post-demerger
news announcement of Company 1 is signified as
‘CIPRE’ for Pre-demerger news announcement and
‘CIPOST’ for Post-demerger news announcement.

For the analysis, the pair of paired t-test compares
the means for daily Log returns of Pre-demerger
news announcement and Post-demerger news
announcement scenario i.e. Pair 1 compares
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the significant change in the means of C1PRE and
C1POST.

Paired t-test:

Paired t-test has been used to do the hypothesis
testing mentioned in the Methodology.

The paired sample t-test, sometimes called the
dependent sample t-test, is a statistical procedure
used to determine whether the mean difference
between two sets of observations is zero. In a paired
sample t-test, each subject or entity is measured
twice, resulting in pairs of observations.

In paired t-test we compare the difference d is
compared with O for the significance.

tcal calculation:
tcal = E
Si/Vn

To study the effect of demerger on daily returns of a
stock, 11 listed companies have been taken under
consideration. By considering overall, the 240
trading days for a company we can minimize the
effect of seasonality, annual reports, and any factors
which have annual implication on the stock price are
taken into the picture. Since on an average there are
252 trading days in a year in Indian stock exchange,
sample size of 240 days can account for most of the
annually occurring changes in the stock price.

Note: For Company C2 and C10, 238 days and 236
trading day closing price is considered

Below is the table for all 11 listed companies taken
under consideration for the paired t-test.

The results have 3 columns naming t, df, Sig (2-
tailed) signifying tca value, degrees of freedom and
significance respectively.

Figure 1 Output from IBM SPSS

t df Sig. (2-tailed)
Pair1  C1PRE-C1POST 498 119 620
Pair2  C2PRE - C2POST -2.050 118 043
Pair3  C3PRE-C3POST 490 119 625
Pair4  C4PRE - C4POST -.005 119 996
Pair5  C5PRE - C5POST -2.325 119 022
Pair6  C6PRE - C6POST 1.585 119 116
Pair7  C7PRE - C7TPOST -.745 19 458
Pair8  C8PRE - CBPOST 1.197 119 234
Pair9  COPRE - COPOST -1.007 19 316
Pair10  C10PRE - C10POST 1.596 17 113
Pair 11 C11PRE - C11POST -1.321 19 189
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twap Value (value taken from t-table) for 95% Level of
Significance and 119 df is 1.645 and 1.645 for 118
& 117 df.

From the results achieved by paired t-test, we
compare the tca and tap values for each of the pair.

When tca > tiap; the change in means (pre and post)
is significant

Only company C2 and C5 shows the significant
difference in the mean daily returns of pre-demerger
announcement mean daily returns and post-
demerger announcement mean daily returns.

Hence we fail to reject the Ho (null hypothesis) for
C2 and C5

p-value:
We are testing the mean at 95% Confidence interval.

Hence any value from column 3 < 0.05, falls outside
the acceptance range. i.e. the value is not significant
at level of significance of 5%

Only company C2 and C5 satisfies above condition
and shows the same results. Daily returns of days
around announcement

£ values of dailyreturns around the demerger announcement

Days C1{ C2 | C3) C4yCo)CoyCT|ChCoclolct
S| A5 048 080 0%0) 0084 05T 7% L) -0L5L5( 020k 1534
A4 | 084 010 2075 -LI806 -02MI OATY) -LOMA 0083 QAT -OKIB| 0T
3| A0S AR 0005 08085 008 05905 0473 0107 02366 006 0573
| 010 -LUBS) 08338 OG4FT) -00BAS[ 100 L3070 LAY 03034 066l 00690
| LB 04T 24700 2580 0034 -056ST 07D 2074 OGS 0214l 014D
0| 4759 L3030 078 3204 0049 285K 023100 0717 d6ns) 08010 09LED
# | 253 10| 03plef 04 0150 7Y 083 0108 16459 083 -056%
£ | L3R L6l| 106 LIB6H| -00%1 040%) 0%l LB 16 0607 LI
A | LR L300 05590 LOB§ 01 07ée( 015 06| Lo 018 037
A | 0T 0B 00 19983 011 013 0289 05T 13860 0665 -LIG
| L8] -L0WS| 087%0) 0142 00B86[ eBd0| 0780 0308 L34 04101 06368

The 0™ day is the news announcement date and t —
values of daily returns for 5 days before demerger
announcement and 5 days after demerger
announcement is shown in table.

For most of the companies, it has been observed that
on the 0™ day or days around this day the t value is
significant than other usual trading days. Which
implies that on the 0" day a stock has the abnormal
returns which is the impact of news on the stock.

Note: Other trading days can also show the
abnormal returns because of different reasons which
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would be company-specific which need to be
ignored to perform the study.

The method to calculate the daily Log returns is as
same as mentioned above.

V. CONCLUSION

The main motive of any company getting into a
demerger agreement is to improve its synergies as
separate entities. Companies who feel that their sub-
parts might perform well individually rather than as
a single unit opt for a demerger. The decision of
going for a demerger is not simple but rather a
process that requires in-depth analysis. This is
because a decision from the company’s side can
have repercussions on all the stakeholders
associated. Hence this paper aims to study the
reaction of one of the stakeholders i.e. the
shareholders. This paper observes the reaction of the
shareholders from the movement in the daily share
price of the company. As soon as the shareholders or
any other individual is made aware of a company
going in for a demerger, it is but natural for them to
interpret it in a positive, negative or neutral manner.
This paper aims to see the reflection of this
interpretation in the daily returns of the parent
company.

From the sample of 11 companies that have
emerged, it has been observed that in the longer time
period i.e. 120 days’ Pre-demerger news
announcement and 120 days Post-demerger news
announcement there is no significant change in the
mean. Whereas, in the short term i.e. the time period
around the news announcement there was a
significant change observed in the daily returns of
the company’s share price.

It can be hence concluded that we Reject Hy for the
shorter term close to the demerger news
announcement. This is the time when the actual
public reaction can be observed. As time passes, the
effect of the news phases out and investors instead
of relying solely on sentiment start to consider the
fundamentals of the company and track its
performance. Hence in the longer term we can see
that the impact of the demerger news announcement
doesn’t have a significant impact.
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