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Abstract

Foreign direct investment (FDI) is becoming ever more important, and now most countries

vigorously pursue policies to encourage FDI in�ows. In this light, the international �nan-

cial institutions have been vocal supporters of FDI promotion policies, such as �nancial

openness and/or the liberalization of the capital account. We use an extensive dataset, en-

compassing 211 countries in the period 1986-2005, in order to analyze the macro-economic

determinants of cross-border Mergers and Acquisitions (M&As), which is by far the most

important component of FDI. Our empirical results identify several underlying forces in-

�uencing cross-border M&As, such as (i) a country�s level of �nancial openness, (ii) its

macroeconomic performance, (iii) the investment environment, (iv) the quality of its insti-

tutions, and (v) global factors. In addition, we �nd that M&As tend to cluster in speci�c

inter-connected "close-by" locations. The development of these clusters cause local-global,

path-dependent M&A interactions (identi�ed by various waves), thus perpetuating past

success stories.



1 Introduction

The extent of �nancial market liberalization around the world increased signi�cantly dur-

ing the late 1980s and 1990s, where a key factor underlying this process was the increased

globalization of investments seeking higher rates of return and the opportunity to inter-

nationally diversify risk. At the same time, many countries encouraged capital in�ows by

lowering restrictions, deregulating domestic �nancial markets, and improving their eco-

nomic environment and prospects through the introduction of market-oriented reforms. In

particular, many developing and transition economies in East Asia, Latin America, and

Eastern Europe removed restrictions on international �nancial transactions, and at the

same time relaxed regulations on the operation of domestic �nancial markets and moved

away from regimes of �nancial repression. That is, policies were aimed at increasing the

openness of domestic �nancial markets to foreign investors, which included the removal of

controls on capital out�ows and the liberalization of restrictions on foreign direct invest-

ment. Furthermore, the increase in the degree of integration of world capital markets was

accompanied by a signi�cant increase in private capital �ows to developing countries.

Ask an economist about �nancial openness and he/she will tell you that it provides

important potential bene�ts. That is, access to world capital markets expands investors�

opportunities for portfolio diversi�cation and provides a potential for achieving higher

risk-adjusted rates of return. From the point of view of the recipient country, there are

potentially large bene�ts as well, since it has been argued that access to world capital

markets allows countries to borrow in order to smooth consumption in the face of adverse

shocks, and that the potential growth and welfare gains resulting from such international

risk sharing can be large (Obstfeld, 1994). Theoretical arguments supporting �nancial

openness (e.g. an open capital account) revolve around several considerations, two of

which are: (a) the bene�ts of international risk sharing for consumption smoothing; and

(b) the positive impact of capital �ows on domestic investment and growth. Consumption

smoothing implies that access to world capital markets can allow a country to borrow

in �bad�times (for example, during a recession or a sharp deterioration in the country�s

terms of trade) and lend in �good�times (e.g. in an expansion or following an improvement

in the country�s terms of trade). By enabling domestic households to smooth out their

consumption over time, capital �ows can therefore increase welfare. This �counter-cyclical�

role of world capital markets allows international risk sharing and is wholly justi�ed if

shocks are temporary in nature. Furthermore, domestic investment and growth enables

the capability to draw upon the international pool of resources that �nancial openness
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gives access to, and this can a¤ect domestic investment and growth. For example, in many

countries, the capacity to save is constrained by a low level of income; therefore, as long

as the marginal return from investment is at least equal to the cost of capital, then net

foreign resource in�ows can complement domestic savings, increase the levels of physical

capital per worker, and help the recipient country raise its rate of economic growth while

improving its living standards.1 These potential bene�ts can be particularly large for some

types of capital in�ows, most notably foreign direct investment (FDI).

In addition to this direct e¤ect on growth, FDI may also have signi�cant indirect

long-run e¤ects. As emphasized by Berthélemy and Démurger (2000), Borensztein et al.

(1998), and Grossman and Helpman (1991), FDI may smooth the transfer or di¤usion of

managerial and technological know-how, particularly in the form of new varieties of capital

inputs; furthermore, it can improve the skills composition of the labor force as a result of

�learning by doing� e¤ects, investment in formal education, and on-the-job training. In

addition, as suggested by Markusen and Venables (1999), although the increased degree

of competition in the product and factor markets stimulated by FDI may tend to reduce

pro�ts of local �rms, spillover e¤ects through linkages to supplier industries may reduce

input costs, raise pro�ts, and encourage domestic investment.

At the same time, however, it is recognized that volatility risk and sudden reversals in

capital �ows, in the context of highly open capital accounts may represent a signi�cant cost.

Concerns associated with such reversals were heightened by the �nancial crises of the 1990s,

which included the Mexican peso crisis of December 1994, the Asian crisis triggered by the

collapse of the Thai baht in July 1997, the Russian crisis of August 1998, and the collapse

of the Brazilian real in January 1999. In fact, both domestic and international �nancial

liberalization appear to have been associated with costly �nancial crises as documented by,

for example, Williamson and Mahar (1998). Although skewed fundamentals of some sort

played a role in all of the above crises, they have called attention to the intrinsic instability

of �nancial markets and the risks that cross-border �nancial transactions can pose for

1In general, foreign in�ows can be viewed as an income transfer that can be either consumed or invested.
For example, in Obstfeld (1999) a foreign resource in�ow is no di¤erent from any other increase in income.
Unless the rate of inter-temporal substitution is very high, the representative agent will respond to a
permanent resource in�ow with an increase in consumption. Because the in�ow a¤ects income as well as
consumption, saving may rise or fall. If the resource transfer is temporary or takes the form of a loan that
must be repaid, the consumption e¤ect is somewhat diminished, but it is still likely to exceed the e¤ect
on investment. Thus, resource in�ows may raise utility by allowing households to smooth consumption
rather than by leading to a rise in investment and growth. However, it should be noted that this type of
utility-based models misses some essential features of foreign capital in�ows. In particular, the assumption
of a single representative agent assumes a degree of capital market development, equalization of lending
and borrowing rates, which does not exist in most developing countries.
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countries with relatively fragile �nancial systems and weak regulatory and supervisory

institutions.

In this respect, a key issue is to identify the policy prerequisites that may allow countries

to exploit the gains, while minimizing the risks associated with the openness of �nancial

markets, and of their capital accounts. In this context it is important to di¤erentiate

between short-term (i.e. portfolio) and long-term capital �ows (i.e. FDI). As previously

mentioned, the latter type of investment brings with it not only resources, but also tech-

nology, access to markets, and knowledge. Furthermore, FDI is also not as volatile, and

therefore not as troublesome as short-term �ows that can quickly come in and out of a

country.2 Therefore, we take the decomposition of capital �ows a step further, by looking

only at FDIs largest component; that is, M&As (see section 2 for a discussion). In this

light, we employ a gravity model, which has been widely used to analyze trade data and

to estimate the impact of various policies since its inception into mainstream economics

by Tinbergen (1962).

Even though some critique emerged early on for its lack of theoretical underpinnings,

nowadays the gravity model rests on solid theoretical foundations (see Anderson, 1979;

Anderson and van Wincoop, 2003). In its simplest form, the model simply assumes that

the �ow of capital between two economies is a positive function of their economic size, and

a negative function of the distance between them; however, these core variables are most

often than not complemented by other explanatory variables. Although the gravity model

was initially conceptualized for trade �ows, it has been subsequently applied to capital

�ows (see Eaton and Tamura, 1994; de Menil, 1999; Portes et al., 2001; Portes and Rey,

2005). However, to date it has not been readily applied to M&As (with the exception

of Ashcroft et al., 1994; Evenett, 2004; di Giovanni, 2005; Delannay and Meon, 2006).

The main hypothesis we test in this paper, is whether M&A activity increases with more

�nancial openness, which includes a more open capital account. While neoclassical mod-

eling suggests that capital account liberalization will increase FDI in�ows (Rogo¤ et al.,

2004), this might not be the case if the neoclassical assumptions of perfect information,

a complete menu of contingent contracts and competitive markets are relaxed. Develop-

ing countries, with their underdeveloped �nancial markets, lack of corporate transparency,

insu¢ cient national data-collection and dissemination, and susceptibility to large �uctu-

ations in exchange rates, might be particularly vulnerable to perverse impacts of capital

account liberalizations, and in particular to low levels of cross-border M&A. Therefore,

one of the goals of this paper is to examine macroeconomic data to investigate the rela-

2See Stiglitz (2000) for a further development of this argument.
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tionship between �nancial openness policies and the in�ows of foreign direct investment

(as measured by mergers and acquisitions).

By using a large dataset (with almost one million observations) for the period 1986-

2005, we analyze �nancial openness in explaining FDI and more speci�cally the number

of cross-border mergers and acquisition (M&A) for 211 acquiring countries and 211 target

countries. The results of our gravity model �t the data well, and these results suggest that

�nancial openness increases M&A activity; that is, a one standard deviation increase in

�nancial openness implies an almost 90% increase in the number of expected M&A deals

for the target country, while a modest 10% increase in M&A activity for the acquiring

country. In addition, our results indicate that M&A activity tends to cluster in particular

"close-by" locations. More speci�cally, M&A activity depends on a countries past �ows

of FDI; for example, countries that have been successful in attracting M&As in the past

are more likely to do so in the future (the wave e¤ect). Last but not least, the results

also suggest that several broad categories of factors in�uence cross-border M&As. These

are a countries�macroeconomic performance, the investment environment, the quality of

institutions and global factors.

The paper is organized as follows: section 2 elaborates on some of the key issues that

will be considered, and describes some of the underlying theoretical background. Section

3 describes the data and the econometric methodology. Section 4 discusses the empirical

results of our benchmark speci�cation, while section 5 augments our benchmark model

and conducts various sensitivity analysis. Last but not least, section 6 summarizes and

concludes.

2 Motivation and Theoretical Background

During the past thirty years, foreign direct investment (FDI) has grown in importance with

a large number of countries (especially developing countries) able to attract inward FDI

in increasing volumes. The theoretical literature that examines FDI identi�es a number

of channels through which FDI in�ows will be bene�cial to the target economy; yet, the

empirical literature has lagged behind and has had more trouble identifying these advan-

tages in practice. Most prominently, a large number of applied papers have looked at the

FDI-growth nexus, but their results have been far from conclusive (see Durham, 1994;

Li and Liu, 2005). The consensus that is slowly emerging is that FDI is bene�cial when

compared to other types of capital in�ows such as portfolio investment or syndicated bank

loans, though there are economists who maintain that even this bene�cial e¤ect is limited.

Additional research e¤orts have been devoted to identifying other features unique to FDI,
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such as its relative permanence or the positive externalities it generates (see Aitken and

Harrison, 1999; Fernadez-Arias and Montiel, 1996; Sarno and Taylor, 1999).

Notwithstanding these fragile conclusions, most countries continue to vigorously pursue

policies aimed at encouraging more FDI in�ows, where these policies include signi�cant

tax breaks and other types of subsidies granted to multinationals in return for �setting up�

local operations. Multilateral organizations such as the OECD, the WTO, and the IMF

have also been vocal supporters of FDI promotion policies, and one of their more common

prescriptions within this context is the liberalization of the capital account. Yet, very little

empirical work has been done to examine the impact of �nancial openness (e.g. capital

account policies) on FDI in�ows, and especially on cross-border M&As. Table 1 presents

recent trends in FDI in�ows both as a percentage of output and as a percentage of �xed

Table 1: World Distibution of FDI
FDI net in�ows (% of GDP)

1980-1989 1990-1994 1995-1999 2000-2004 1980-2004
World 0.86 3.32 3.58 2.65 1.35
Sub-Saharan Africa 0.07 0.72 2.61 2.54 1.28
South Asia 0.09 0.23 0.68 0.86 0.39
M. East & N. Africa 0.46 0.88 0.55 1.04 0.68
L. America & Caribbean 0.80 1.17 3.26 3.20 1.84
European Monetary U. 0.54 0.98 2.19 5.07 1.86
Europe & Central Asia 0.07 0.49 2.31 3.09 1.24
East Asia & Paci�c 0.74 2.89 3.81 2.64 2.16
USA 0.77 0.60 1.68 1.45 1.05

FDI as % of Fixed Capital Formation
1980-1989 1990-1994 1995-1999 2000-2004 1980-2004

World 2.63 3.67 8.96 13.11 5.91
Sub-Saharan Africa 2.18 4.05 11.01 16.10 7.11
South Asia 0.43 1.06 3.12 3.71 1.75
M. East & N. Africa 1.81 2.81 2.02 3.86 2.46
L. America & Caribbean 3.69 6.00 16.20 16.58 9.23
European Monetary U. 2.45 4.51 10.60 24.44 8.89
Europe & Central Asia N/A 1.87 10.68 15.18 8.68
East Asia & Paci�c 2.67 8.94 11.99 8.27 6.91
USA 4.01 3.53 8.85 8.22 5.62

Source: WDI 2006
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capital formation.3 A close examination of Table 1 reveals the worldwide trend increase

in the importance of FDI (using both measures) throughout the 1980s and 1990s in all

geographical regions, with FDI in�ows after 2000 increasing several fold from the level

experienced during the 1980s. Yet, in several regions, net FDI �ows peaked in 1995-1999

period and current levels are still below this peak.

2.1 M&A and FDI

Theoretical developments in international economics are sometimes motivated by empirical

�ndings. The �new trade theory�, for example, was to a large extent inspired by empirical

work on intra-industry trade (Neary, 2004b), and this also holds for the recent outburst

of research on foreign direct investment (FDI) as one of the driving forces behind the

current wave of globalization. Many economists have noted that FDI grows much faster

than merchandise trade (see for example Navaretti and Venables, 2004), which leads to a

stylized fact in search of an explanation. For years, economists have relied upon the OLI-

categorization scheme (see Dunning, 1993) in order to understand the underlying reasons

behind a �rms�decision to engage in FDI. However, and notwithstanding its usefulness

vis-à-vis FDI, a "categorization scheme" is not a model. Therefore, new theories are being

developed in which the �rm�s decision to engage in FDI is determined in a full-�edged

micro-economic model.

Figure 1: Distribution of di¤erent types of FDI

3Fixed capital formation measures net new investment in the "domestic" economy in �xed capital assets
during an accounting period

6



Interestingly, looking at FDI as a broad category obscures the fact that most FDI is in

the form of cross-border mergers & acquisitions. Figure 1 (from vanMarrewijk, 2007) shows

a recent decomposition of FDI, from which it is clear that M&As constitute the bulk of FDI;

whereas green�eld FDI is considerably less important. The main di¤erence between these

two forms of investments is that in an M&A �control of assets and operations is transferred

from a local to a foreign company, the former becoming an a¢ liate of the latter�(UNCTAD,

2000), and only recently have models in international economics been developed that allow

us to understand M&As (Neary, 2004b). Neary�s model takes the standard explanations

for M&As a step further; that is, his model combines general-equilibrium trade theory with

imperfect markets and strategic behavior between �rms. A moments thought will show

that this is di¢ cult, since pricing decisions of large �rms not only directly a¤ect pro�ts, but

their market (pricing) behavior also a¤ects national income and the real income of their

customers; furthermore, large �rms can also in�uence factor prices. All of these e¤ects

combined imply that �rms have to �. . . calculate the full general equilibrium of the whole

economy in making decisions�(Neary, 2003).

Neary�s (2003) General Oligopolistic Equilibrium (GOLE) model avoids some of the

standard drawbacks of modeling oligopolistic markets, while it simultaneously allows for

strategic interaction between �rms. Interestingly, by allowing for M&As in his model, one

can derive straightforward conjectures on cross-border M&As; that is, �rms that have a cost

advantage have an incentive to merge or acquire a weaker �rm. If these cost di¤erences are

felt economy-wide, then the model explains cross-border M&As. Furthermore, the model

also explains the stylized fact of M&A waves; that is, an initial M&A makes the next one

more attractive, which leads to more M&As (i.e. waves).

Usually two motives are mentioned to explain M&As: (1) a market seeking or strategic

motive, and (2) an e¢ ciency motive (i.e. a factor cost motive); however, an explanation of

cross-border M&As also has to explain the cross-border part of the deals, and in this light,

trade theory suggests that comparative advantage could be included in full explanations

of M&As (see Neary, 2004b; Brakman et al., 2005). A di¤erent, and equally novel line of

research in international economics seeks to understand the conditions under which �rms

decide to locate (part of) their production abroad, that is, through an o¤-shoring decision

(see Navaretti and Venables, 2004; Helpman, 2006). When �rms decide to o¤-shore, some

�rms do so under the FDI umbrella, while other �rms go for straight outsourcing. The

down-side of this literature, and in contrast to the empirical relevance illustrated in Figure

1, is that the role of cross-border M&As is largely ignored.
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2.2 International Capital Flows & FDI

What drives international capital �ows and what explicates their cyclicality is a question

of utmost importance for both academics and policymakers. Early contributions to this

literature analyzed �pull� and �push� factors in total capital �ows (see Agénor, 1998),

stressing the important role of U.S. interest rates as a �push� factor (see also Fernadez-

Arias and Montiel, 1996; Calvo et al., 1996). A more recent strand of literature has focused

on the push and pull factors of speci�c types of capital, namely portfolio equity (Gri¢ n

et al., 2004), and FDI (Albuquerque et al., 2005). In particular, Albuquerque et al. (2005)

emphasize the increasing importance of a global factor (�a correlated push factor�) in

driving FDI. Our paper aims to contribute to this literature by looking in more detail to

M&As, which are by far the most important component of FDI (see �gure 1).

Evenett (2004) presents evidence that the value of American outward M&A in a re-

cipient country depends on the recipients�gross domestic product, the distance from the

United States, the recipient nation�s corporate tax rate and an average tari¤ rate, and

whether or not the recipient nation was once a British colony; where the latter variable is

taken to identify whether the recipient nation is more likely to use English as the language

of business and to have a common law system. The presence of merger review laws in the

host country was also found to reduce the amount of American M&A received. Blomstrom

et al. (2000) examine the choice of Swedish MNEs to initiate a¢ liate activities abroad in

two di¤erent ways: either by building a new establishment (green�eld investment) or by

taking over an already existing �rm (acquisition). They relate this choice to characteris-

tics of the individual Swedish MNE, as well as to characteristics of the host country. They

identify two groups of host country characteristics that merit particular attention: 1) those

a¤ecting the probability of �nding suitable �rms for acquisition which, in turn, is related

to the size of the host country�s stock market; 2) the possible e¤ects on local output and

prices of acquisitions and new ventures.4 Among other things, they �nd that market size

of the host country, as indicated by the country�s gross domestic product (GDP), does not

appear to have any signi�cant in�uence on the choice of entry form. They speculate that

this result may arise because GDP is not a good proxy for the size of the host country�s

stock market in the sample of countries they used.

In a related study, Feliciano and Lipsey (2002) examine inward FDI in the United

States for 50 sectors over the period 1980-1990. They estimate equations for the share of

U.S. corporate assets acquired by foreign entities and the share of U.S. corporate assets ac-

4The latter e¤ects are proxied by the growth rate of production in the host market immediately before
entry.
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counted for by new foreign establishments. Several di¤erences are identi�ed; in particular,

a strong U.S. dollar discourages takeovers, whereas the exchange rate is not signi�cantly

related to foreign investment in new establishments. Higher stock prices in the US are

a stronger positive in�uence on foreign investment in new establishments than on foreign

acquisitions; however, acquisitions and establishments of new �rms tend to occur in pe-

riods of high growth in the United States. More recently, Rossi and Volpin (2004), with

reference to location-speci�c determinants of international M&A activity, �nd that �rms

in countries with weaker investor protection are more likely to be acquired than those

in countries with stronger investor protection, whereas buyers are more likely to be from

countries with relatively strong investor protection. They also �nd that countries with

more concentrated ownership have more M&As, including international M&As.

3 Data & Econometric Methodology

Our overview of the structure and developments of cross-border M&As is based on Thom-

son�s Global Mergers and Acquisitions database, which provides the best and most exten-

sive data source for M&As to date. Thompson gathers information on M&As exceeding

one million US dollars.5 Our Thompson data set begins in 1979 and ends in 2006; however,

Thomsons�initial focus was on American M&As, implying that systematic M&A data for

almost all countries is available since 1986. Therefore, in presenting the data we focus on

the period 1986 �2005.

3.1 Cross-border M&As: basic characteristics

For the purposes of the study herein, we collected information on all completed / uncon-

ditional cross-border M&As with a deal value of at least $10 million. In the period 1986

� 2005 this provided us with 27,541 cross-border M&As (see the overview in Table 2).

There is usually no or only a very short time di¤erence between the date of announcement

of a M&A deal and the date the deal is e¤ective (such that 99.7 per cent of the deals is

e¤ective). The announced date is the same as the e¤ective date for about 38 per cent of

the M&A deals, and on average the di¤erence between these two dates is 0.18 years.6

Table 2 also indicates that in general, a large share of a company (on average 75.5 per

cent) is acquired by the deal, leading to a majority ownership upon completion of the deal

(on average owning 80.1 per cent of the acquired company). This indicates that most �rms

5Its main sources of information are �nancial newspapers and specialized agencies like Bloomberg and
Reuters.

6We therefore used the e¤ecttive date for classifying the M&A deals over time.
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already have �intimate�knowledge of the �rm that is acquired. Payment for the acquisition

usually involves cash (93.2 per cent of the deals) and, if so, it is usually completely paid for

in cash (on average 94.4 per cent of the deals involving cash is paid for in cash). Payment of

the deal using shares occurs regularly (9.6 per cent of the deals) and when this is the case,

it is usually completely paid for in shares (on average 73.1 per cent of the deals involving

stocks is paid for in stocks). The fact that many takeovers are �nanced with cash does not

imply that shares are not important in those deals; however, raising cash is facilitated if

stock prices of the �rms involved are high. There are also substantial di¤erences between

the public status of acquiring and target �rms. The majority of acquiring �rms are public

Table 2: Overview of Cross-Border Mergers and Acquisitions
# of deals per cent

Cross-Border M&As, 1986-2005 27,541
E¤ective M&As 27,461 99.7
Avg. % of shares acquired 75.5
Avg. % of shares owned after deal 80.1
# of tender o¤ers 2,476 9.0
# of horizontal M&As (2-digit level) 13,605 49.4

Public status of target
Government 658 2.4
Joint Venture 977 3.5
Subsidiary 11,053 40.1
Public 7,343 26.7
Private 7,489 27.2
Unknown 21 0.1

Public status of acquirer
Government 298 1.1
Joint Venture 499 1.8
Subsidiary 6,814 24.7
Public 15,796 57.4
Private 4,067 14.8
Unknown 67 0.2

# of deals involving cash 22,665 93.2
if so, avg. share of payment 94.4

# of deals involving stock 2,635 9.6
if so, avg. share of payment 73.1

Source: Brakman et al. (2005)
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companies (57.4 per cent), followed by subsidiaries (24.7 per cent), and private �rms (14.8

per cent), respectively. The target company, on the other hand, is usually a subsidiary

(40.1 per cent), followed by a private company (27.2 per cent) and a public company

(26.7 per cent), respectively. The share of subsidiaries and private companies among the

target companies is therefore substantially larger and the share of public companies is

substantially lower. Another aspect worth mentioning is whether M&As are horizontal or

some other type of deal. On average, about half of the M&As are horizontal deals (49.4

per cent), thus to a large extent investments take place in the same sector; however, one

can only speculate why this might be the case. One such speculation can be strategic in

motive, but as we will argue below the most likely explanation stems from the fact that

most cross-border M&As are market-seeking; that is, taking one of your competitors out

of the market reduces competition and increases pro�ts, but also because high income

countries are more pro�table. Moreover, buying a �rm outside one�s own sector might be

motivated by an e¢ ciency motive; that is, it can be pro�table to control a larger part

of the value chain but also because it might allow cost reductions through factor cost

considerations; however, the bottom line is that both motives increase pro�ts after the

take-over.7

Figure 2 illustrates that the share of horizontal M&As is very stable over time when

measured using the number of deals; �uctuating relatively little around the average of 49

per cent, ranging from a low of 45.1 per cent in 1986 to a high of 51.5 per cent in 1996.

Horizontal M&As are substantially more volatile when measured using the value of the

deals; �uctuating around the average of 56 per cent, ranging from a low of 46.7 per cent

in 1988 to a high of 73.0 per cent in 1999. Using either measure, we �nd little support

for the argument that the share of horizontal M&As is declining. Those who would argue

that the value of horizontal M&As has declined since 1999 are obviously obscuring the fact

that this peak in 1999 is not representative over a longer time horizon. The current (2005)

value of horizontal M&As of 55.2 per cent is very close to the long run average of 56 per

cent. From an international economics�perspective, the interesting question is whether

existing theories of FDI can explain the dominance of horizontal FDI; where at �rst sight,

this is not the case.

7In order to classify M&As between horizontal and other types of deals (be they vertical or conglom-
erate), we used the SIC classi�cation of target and acquirer as provided by Thompson at the 2-digit level;
a deal is therefore a horizontal M&A in our classi�cation if the acquirer and target are active in the same
2-digit sector.
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Figure 2: Horizontal Cross-Border Merger and Acquisitions; share of total, # and value of
deals (horizontal lines indicate averages for the period 1986-2005)

Assuming that during our sample period (1986-2005) trade costs (broadly de�ned)

have decreased, the standard FDI model predicts that horizontal FDI should become less

important; that is, with falling trade costs, foreign markets might be better served through

exports instead of FDI, and in the well-known proximity-concentration trade-o¤, a drop in

trade costs shifts the trade-o¤ in favor of exports. However, Neary (2005) shows that falling

trade costs might still explain the rise of horizontal FDI, and thus of the bulk of cross-

border M&As, once we allow for an FDI model that explicitly incorporates the possibility

of cross-border M&As instead of merely looking at FDI as a black box (see Neary, 2004a).

3.2 Waves

A historical look at the data reveals a remarkable characteristic of M&As. Figure 3 depicts

the evolution of all cross-border M&As over the last twenty years, both measured as the

number of deals and the value of deals (in constant 2005 $ bn., using the US GDP de�ator).

Clearly, there is substantial variation over time, with periods of rapid increase followed by

periods of rapid decline. Five merger waves have been identi�ed during the 20th century,

three of which are recent (Andrade et al., 2001). The 3rd wave took place in the late

1960-early 1970s; the 4th wave ran from about the mid 1980s until 1990; the 5th wave

started around 1995 and ended in 2000 with the collapse of the �new economy�. However,

Figure 3 also shows that a subsequent (still ongoing) 6th merger wave started around 2003.
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Figure 3: Cross-Border M&As 1986-2005; # of deals (LHS) and value of deals (billion
constant 2005$, RHS)

While substantial research has been devoted to understanding what drives U.S. domes-

tic merger waves (see Evenett, 2004), not much has been done to understand the driving

forces underlying the global (i.e. cross-border) merger waves that have taken place over the

past few decades. The literature classi�es merger waves into three categories: neoclassical,

strategic and mis-valuation. Neoclassical theories emphasize the role of deregulatory and

technological shocks at the industry level. These theories predict that, in an environment

with fully rational agents, industry level shocks lead to a reallocation of capital or owner-

ship from lower to higher productivity �rms, thus generating a merger wave (Jovanovic and

Rousseau, 2002). Strategic theories (see Toxvaerd, 2007), focus on the relative scarcity of

targets with a relationship to the acquirers. That is, acquirers compete (imperfectly) over

time for scarce targets, thus leading to an equilibrium in which all the potential acquirers

bid for targets simultaneously. Mis-valuation theories focus on heterogeneity, that is in

the perception of the value of the traded assets by the agents. In this light, Shleifer and

Vishny (1986) develop a model in which managers, who are fully rational, take advantage

of overvaluation of their stocks to acquire �rms run by rational managers with short time

horizons. Rhodes-Krop and Viswanathan (2004) develop a model in which fully ratio-

nal managers with private information bid for targets without private information that

overestimate the potential synergies.

Recent empirical work seems to point to the relevance of neoclassical theories to explain
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merger waves. For example, Mitchell and Mulherin (1996) and Harford (2005) argue that

industry-speci�c shocks lead to industry waves. Harford (2005) shows that industry merger

waves are a necessary but not a su¢ cient condition to induce an aggregate merger wave;

that is a macroeconomic factor must be at play. Building on recent work on capital

reallocation and liquidity by Eisfeldt and Rampini (2006), Harford (2005) shows that

a proxy for �high liquidity�-�low cost of capital� reallocation correlates strongly with

aggregate merger waves. Although there have been many empirical studies that look at

the location determinants of aggregate FDI �ows across countries, relatively few have

explicitly focused on identifying the determinants of FDI �ows through M&As. A larger

number of studies identify potential mode-speci�c determinants at a conceptual level, while

others provide empirical evidence on the FDI mode choice using samples of individual �rms

rather than using data at the country level.

Merger waves are positively correlated with increases in share prices and p/e ratios,

and with the overall business cycle in general;8 however, the causality of the relation is not

always clear. On the one hand, an upswing of the business cycle increases share prices,

and high share prices reduce the cost of �nancing M&As. On the other hand the same

upswing of the business-cycle increases the pro�ts of the target and increase take-over

costs. When one sticks to standard M&A motives, like the e¢ ciency argument, it is rather

di¢ cult to explain the synchronicity of M&As. Gugler et al. (2003) argue that merger

waves can be understood if one acknowledges that M&As do not boost e¢ ciency and

hence do not increase shareholders�wealth. Instead, they �nd that M&A waves are best

looked upon as the result of overvalued shares and managerial discretion. For the case

of the USA and restricting their sample to �rms that are publicly traded, Andrade et al.

(2001) show that with each merger wave the value of the M&A deals (measured by �rms�

market capitalization) increases strongly.

Interestingly, merger waves in Europe seem to follow those in the USA, albeit with a

short lag. During the 5th merger wave, European �rms engaged in a number of (mega)

M&As with the cross-border take-over of Mannesmann (Germany) by Vodafone (UK) for

$203bn. in 1999-2000, as to date the largest M&A. It turns out that especially this part

of M&A waves is di¢ cult to model. First of all, an M&A wave must start at some point

in time; that is, a reduction of competition makes an M&A pro�table, which implies that

it is rational to wait for other M&As to "go �rst" because this reduces competition and

makes the next M&A more pro�table than the �rst one. Second, an M&A wave must stop

8The inclusion of the waves also allows us to capture capital �ow agglomeration e¤ects, and to correct
for residual autocorrelation.
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at some point, and both elements should be incorporated into a full M&A model. Luckily

for current research, Neary (2004a) does just that: waves have to start at some point in

time or else M&A pro�ts are foregone. Moreover, since it is a general equilibrium model,

the excess supply on the labor market following an M&A (lower wages resulting in higher

pro�ts) �nally stop the wave.

Therefore, to get an indication of M&A waves, we letMs;ij denote the number of M&As

in the S year period immediately preceding time t. We denote their sum by Mt�k, that is

Mt�k =
t�kP
s=t�1

P
ij

Ms;ij. Figure 4 depicts the evolution over time of Mt�1, and Mt�2; that

is, the number of M&As in the previous one, and two years.

Figure 4: Merger and Acquisition Waves

Figure 4 con�rms that there have been two clear waves in the 1990s; one around 1990-

1991, and the other one around 1999-2000. Furthermore, the �gure also shows that there

is an ongoing third wave, which started around 2003 as previously mentioned.

3.3 Financial Openness (Chinn-Ito Index)

It has long been recognized that it is exceptionally complicated to measure the extent

of openness in capital account transactions (see Eichengreen, 2001; Edison et al., 2004).

Although there have been many attempts at describing the extent and intensity of capital
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account controls, the consensus is that such measures fail to fully capture the complex-

ity of real-world capital controls for a number of reasons.9 First, conventional measures

of quantifying capital controls (or �nancial openness) fail to account for the intensity

of capital controls, where the most prominent example of such measures include binary

variables based upon the IMF�s Annual Report on Exchange Arrangements and Exchange

Restrictions (AREAER).10 Second, IMF-based variables are too aggregated to illustrate

the complexity of actual capital controls; that is, capital controls can di¤er depending

on the direction of capital �ows as well as the type of �nancial transactions targeted.11

Thirdly, it is almost impossible to distinguish between de jure and de facto controls on

capital transactions; that is, capital control policies are often implemented without explicit

policy goals to control the volume and/or type of capital �ows. On the other hand, it is

often the case that the private sector circumvents capital account restrictions, nullifying

the expected e¤ect of regulatory capital controls (Edwards, 1999). Therefore, researchers

often refer to �nancial integration among countries and interpret it as de facto restrictions

on capital transactions (see for example Rajan, 2003).

In the research herein, we rely on the �nancial liberalization index developed by Chinn

and Ito (2002). This index is the �rst principle component of the four IMF binary variables

discussed above. One of the qualities of their index is that it measures the intensity of

capital controls insofar as the intensity is correlated with the existence of other restrictions

on international transactions (Chinn and Ito, 2005). By the nature of its construction, one

may argue that the Chinn-Ito index measures the extensiveness of capital controls, because

it may not directly refer to the strictness of restrictions on cross-border transactions, but

to the existence of di¤erent types of restrictions; however, measuring the extensiveness of

capital controls may be a good proxy for the intensity of capital controls.12 Another merit

9See Edison and Warnock (2001), Edwards (2001), and Edison et al. (2004) for discussions and com-
parisons of various measures on capital restrictions.
10These are binary variables created based on a set of �on-o¤�clari�cations, which includes an indicator

variable for the existence of multiple exchange rates (k1); restrictions on current account (k2); capital
account transactions (k3); and a variable indicating the requirement of the surrender of export proceeds
(k4); where k3 is the one most often used for capital controls.
11Johnston and Tamirisa (1998) investigate the empirical determinants of capital controls and use the

disaggregate components of capital controls published in the AREAER. However, the time series of the
variables are not su¢ ciently long, since they only cover the years after 1996. Most recently, Miniane
(2004) constructed a set of indices to measure the intensity of capital controls, based on 13 disaggregated
components of capital controls in the AREAER, essentially in the same way as Johnson et al., but extending
the data back to 1983 for 34 countries.
12We can think of the Quinn (1997) index as the measure of the intensity of capital controls. The

Quinn index is a composite measure of �nancial regulation that ranges from 0 to 14, with 14 representing
the least regulated and most open regime. The bulk of the index is based upon Quinn�s coding of the
qualitative information contained in the AREAER pertaining to k2 and k3, augmented by information
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of this index is its wide coverage of more than 150 countries for the period 1970 through

2003 (see Appendix A for Chinn and Ito�s description of the construction of their index).

3.4 Additional Variables

FDI may be a substitute or a complement to trade in goods; that is FDI can act as a

substitute for trade �ows because of trade costs, regardless of whether they are due to

transport costs or tari¤s.13 However, a stylized fact is that FDI and trade are positively

correlated in the industrial world.14 Therefore, if cross-border M&As acts as a substitute

for trade, then everything else equal, we would expect a positive coe¢ cient for the distance

between two countries. Moreover, the cost of investment may also increase with distance

(e.g. due to information asymmetries), so one might also �nd a negative coe¢ cient for

the distance variable, implying complementarity between M&As and trade. The intuition

behind the distance variable implies that the greater the distance between two economies

makes managing foreign "subsidiaries" or acquisitions more di¢ cult (i.e. costly), and

therefore, detracts from the desirability of buying or merging with that nation�s �rms. We

will also include the square of the distance, in order to measure the speed at which these

"transport" costs are increasing or decreasing.

Information costs can also play a role for the investment decision of �rms. In this

light, Gordon and Bovenberg (1996) provide a model to explain the Feldstein and Horioka

(1980) puzzle; their model relies on the existence of asymmetric information between in-

vestors in di¤erent countries, albeit by concentrating on green�eld investment rather than

M&As. More recent theoretical work by Martin and Rey (2004) shows the importance

of information costs in hindering cross-border asset �ows, while Portes and Rey (2005)

provide empirical evidence for this theory by examining gross bilateral equity �ows using

a gravity model. De Ménil (1999) also recognizes the importance of information costs in

analyzing bilateral FDI �ows in a gravity framework, where he uses distance as a proxy for

regarding whether the country in question has entered into international agreements with international
organizations such as the OECD and EU. A complete tabulation for the OECD members exists, but the
coverage for the less developed countries is much less extensive. According to Chin and Ito (2005), the
correlation between the Quinn index and their index is 83.7%, suggesting that their index proxies the
intensity of capital controls.
13See Mundell (1957) for early work adressing the relationship between trade and foreign investment

in the presence of trade barriers. Also see Markusen (1995) for a survey on multinational enterprises,
where economies of scale, �rm-speci�c capital and other considerations are essential to a �rm�s investment
decision.
14See Baldwin and Ottaviano (2001) who show that �rms engage in both intra-industry FDI and intra-

industry trade at the same time. Markusen (1997) provides "knowledge-capital" models, which allow for
horizontal and vertical integration of �rms accross countries in the presence of trade costs among other
factors.
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information costs. We also consider a common language and common border as potential

factors for reducing the costs of doing business. The potential importance of language as

a contributor to trade links has several foundations, each of which is linked to some aspect

of the reasoning behind the importance of national border e¤ects. Perhaps the simplest

argument is based on transaction costs, with communication across language barriers being

more expensive, thus increasing the economic distance between potential trading partners

not sharing a language. Moreover, we also include a colony variable to proxy for cultural

distance as well as similarities in jurisprudence, implying intimate knowledge of the target

economy, thereby reducing business costs. Last but not least, we use GDP and GDP per

capita data from Angus Maddison, where GDP simply captures the size of the potential

market (e.g. more �rms are available as potential M&A targets), and GDP per capita

captures how rich that particular market is, in addition to being a proxy for the quality

of institutions and good policies. The data for language, common border and colony are

taken from CEPII.15

3.5 The Gravity Model

In economics, the gravity model has become a �work-horse model�due to its success in

explaining trade �ows among countries. Some critique for the lack of theoretical underpin-

nings has emerged but much progress has been made and now the gravity model rests on

solid theoretical foundations (see Anderson and van Wincoop, 2003), such that the focus

now lies in the estimation techniques. For example, the gravity model has conventionally

been estimated using cross-sectional data; however, this has been shown to generate biased

results due to country heterogeneity, which is typically not controlled for in an appropriate

manner. To mitigate this problem, economists have turned towards panel data, which has

the advantage of tolerating more general types of heterogeneity.

A quick glance at the literature shows that the single most popular approach to estimat-

ing the gravity model using panel data is by linearizing it; that is, by taking logarithms and

then estimating the log-linear model through a �xed e¤ects ordinary least squares (OLS).

However, although easy to apply, this approach is problematic because the log-linearized

model is not de�ned for observations with zero �ows. Moreover, even though the percent-

age of observations with �zero M&A�may vary depending on the size of the sample, it is

usually quite high, suggesting that the proper handling of these zeros is very important.

Another problem is that the OLS estimates of the log-linearized model may be both biased

and ine¢ cient in the presence of heteroskedasticity.

15See appendix B for descriptive statistics of all the variables used in this paper.
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3.5.1 The Zero-Gravity Problem

Two common methods of handling the presence of zeros include; 1) simply discarding the

zeros from the sample or 2) add a constant factor to each observation on the dependent

variable. The �rst approach is correct as long as the zeros are randomly distributed;

however, if the zeros are not random, as is often the case, then this induces selection bias.

Surprisingly, this problem is often ignored in applied work, but can be handled by means

of a sample selection correction. In this light, Helpman et al. (2007) propose a theoretical

model rationalizing the zero trade �ows and propose estimating the gravity equation with

a correction for the probability of countries to trade. In order to estimate their model, they

apply a two-step estimation technique similar to sample selection models. However, in order

to implement the new estimator, one needs to �nd an appropriate exclusion restriction for

identi�cation of the second stage equation, which can be quite di¢ cult.

Therefore, our approach is as follows: let Mijt denote the bilateral investment between

countries i and j at time t = 1; :::; T , as measured by the total number of M&A deals from

country i to country j. As is well known, a common empirical formulation of the gravity

model for bilateral trade includes GDP levels of the two countries Yit and Yjt (among

other variables included in vector Z), as well as Dijt, which is a vector of dummy variables

representing for example a common border, common language, etc. We can then write this

formulation as follows;

E(Mijt j Yit; Yjt) = exp(�Dijt)Y
�1
it Y

�2
jt Z

b (1)

This implicitly de�nes the following expression;

Mijt = exp(�ij + �Dijt)Y
�1
it Y

�2
jt Z

b + eijt

which can be written as;

Mijt = exp(�ij + �Dijt)Y
�1
it Y

�2
jt Z

b +  ijt (2)

where  ijt is a mean zero disturbance that is independent of the regressors and

 ijt = 1 +
eijt

exp(�ij + �Dijt)Y
�1
it Y

�2
jt Z

b (3)

is a heteroskedastic disturbance term with E( ijt j Yit; Yjt; Z) = 1. At this stage, it is
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common to treat �ij as �xed, which is equivalent to allowing each country pair to have

its own dummy variable. Lets assume that Mijt is strictly positive, then, as previously

mentioned, one of the most common approaches to estimate (2) is to linearize it by taking

logs, which yields;

Ln(Mijt) = �ij + �Dijt + �1 ln(Yit) + �2 ln(Yjt) + b ln(Z) + ln( ijt) (4)

Given that the model is now linear, we would estimate it through OLS; however, this is

only possible as long as Mijt is positive; and as we know, a common feature of FDI data is

that bilateral investment can be zero. This feature means that (4) is no longer admissible,

and accordingly a common solution has been to drop all the zero observations and to

estimate (4) with the truncated sample. Even though this approach eliminates the zeros,

it simultaneously induces a bias to the OLS estimator, which is why truncation should

be avoided. A common alternative when the model cannot be linearized, is to estimate it

from its multiplicative form directly. Therefore, the �xed-e¤ects conditional mean can be

written as;

E(Mijt j Yit; Yjt) = exp(�ij + �Dijt + �1 ln(Yit) + �2 ln(Yjt) + b ln(Z)) (5)

which is known as the exponential regression function. This expression follows naturally

from (1) and ensures that E(Mijt j Yit; Yjt; Z) is non-negative, which of course is quite
convenient for our purposes, since the number of M&A deals is nonnegative.

3.5.2 Two-step QGPMLE Speci�cation

To test the model outlined above from the acquirer�s perspective, we analyze the number of

M&As undertaken by �rms in a speci�c country for the period 1986-2005, giving us a total

of almost one million observations. Taking regional, individual OECD countries, and time-

speci�c e¤ects into account16, our focus is on the impact of �nancial openness and �gravity�

as a baseline. Our dependent variable is a discrete counting variable (the number of M&As

in a speci�c country in a given year) such that we can use the Poisson regression model

(see Wooldridge, 2002; Greene, 2003). The Poisson model, however, imposes the restriction

that the conditional mean of the dependent variable be equal to its variance, implying

equidispersion, whereas the negative binomial regression model generalizes the Poisson

16The waves capture our time dimension, plus agglomeration e¤ects.
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model by introducing an individual unobserved e¤ect into the conditional mean and allows

for over-dispersion in the data (see Blonigen, 1997a; Coughlin and Segev, 2000; Wooldridge,

2002; Barry et al., 2003). However, for our estimation we use a two-step negative binomial

quasi-generalized pseudo-maximum likelihood estimator procedure initially developed by

(Gourieroux et al., 1984b,a).

l(�; �)=
NP
i=1

yi log(�
2m(xi; �)� (yi +

1

�2
) log(1 + �2m(xi; �)) + log �(yi +

1

�2
)

� log(yi!)� log �(
1

�2
) (6)

We proceed as follows; as is known, the log-likelihood for the negative binomial distri-

bution is given by (6), where �2 is a variance parameter to be jointly estimated with the

conditional mean parameters �. Furthermore, the negative binomial distribution is often

used when there is overdispersion in the data, so that v(xi; �) > m(xi; �); since conditions

(7) and (8) hold.

E(yi j xi; �)=m(xi; �) (7)

var(yi j xi; �)=m(xi; �)(1 + �2m(xi; �)) (8)

Therefore, �2 is a measure of the extent to which the conditional variance exceeds the

conditional mean. Cameron and Trivedi (1986) andWooldridge (2002) propose a regression

based test of the Poisson restriction v(xi; �) = m(xi; �). To carry out this test, we �rst

estimate the Poisson model and obtain the �tted values of the dependant variable. Table 3

shows the results of this initial step, where the coe¢ cient of m2 is the consistent estimator

of �2. This coe¢ cient is highly signi�cant and positive, leading us to reject the Poisson

restriction while indicating overdispersion of the residuals. Therefore, given this evidence,

the second step is to estimate the model outlined in section 3.5.1 by using m2.

Table 3: QGPMLE First-Step

Coef Std. Error t
m2 1.426��� 0.004 288.06
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4 Results

Before we interpret the coe¢ cients, which we will do in terms of incidence rate ratios,

we believe it is important to address how we can go from interpreting the regression

coe¢ cients as a di¤erence between the logs of expected counts to incidence rate ratios.

Normally, the regression coe¢ cients are interpreted as the di¤erence between the log of

expected counts, where formally, this can be written as � = log(�x0+1)� log(�x0), where
� is the regression coe¢ cient, � is the expected count and the subscripts represent where

the predictor variable, say x, is evaluated at x0 and x0+1 (implying a one unit change in

the predictor variable x). Recall that the di¤erence of two logs is equal to the log of their

quotient, log(�x0+1)� log(�x0) = log(�x0+1�x0
), and therefore, we could have also interpreted

the parameter estimate as the log of the ratio of expected counts: This explains the �ratio�

in incidence rate ratios. In addition, what we referred to as a count is technically a rate,

that is, our response variable is the number of M&A deals in a given year, which by

de�nition, is a rate.

Furthermore, a rate is de�ned as the number of events per time (or space). Hence, we

could also interpret the regression coe¢ cients as the log of the rate ratio: This explains the

�rate�in incidence rate ratio. Finally, the rate at which events occur is called the incidence

rate; thus we arrive at being able to interpret the coe¢ cients in terms of incidence rate

ratios from our interpretation above. The method of interpretation based on E(y j x) can
be based on the following equation:

irr =
E(y j X; xk + �)

E(y j X; xk)
= e�k� (9)

where (9) leads us to the econometric interpretation that for a change of � in xk, the

expected count increases by a factor of exp(�k � �), holding all other variables constant,
where in our case � is the standard deviation. In order to further simplify the interpretation,

we convert this ratio to percentages17; therefore in Table 4 the columns labelled I, II, and

III report the coe¢ cients, while the columns labelled irr report the percentage changes

of the respective numbered columns for a one standard deviation increase in the respective

variable. Furthermore, in this section, when discussing the results we will only discuss our

baseline case (column III and irrIII).

17The actual formula is irr = 100[exp(� � StdDev) � 1]. For the dummy variables, the formula is
irr = 100[exp(�)� 1]
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Table 4: Basic and baseline regression results (negative binomial)

basic I basic II baseline case
I irrI II irrII III irrIII StdDev

constant -13.505 ��� -11.302 ��� -7.418 ���

LnGDPacq 0.113 ��� 23 0.093 ��� 19 0.017 1.86
LnGDPtar 0.197 ��� 44 0.236 ��� 55 0.381 ��� 103 1.86
LnGDPpcacq 0.399 ��� 56 0.296 ��� 39 0.190 ��� 24 1.11
LnGDPpctar 0.466 ��� 68 0.275 ��� 36 0.113 ��� 14 1.11
LnDistij -1.064 �� 59 -1.108 61 -1.316 ��� -67 0.84
(LnDistij)2 0.034 ��� 58 0.038 ��� 67 0.059 ��� 121 13.41
Financial Openness

Acquirer 0.275 ��� 54 0.060 ��� 10 1.56
Target 0.414 ��� 91 0.396 ��� 86 1.56

wave1 0.0003 ��� 22 668.49
wave2 0.0002 ��� 27 1184.48
Common Languagez -0.385 ��� -31 0.007 0.7 0.115 �� 12 0.39
Colonyz 2.320 ��� 918 1.647 ��� 419 0.421 ��� 52 0.09
Common Borderz 2.148 ��� 757 2.033 ��� 664 2.436 ��� 1043 0.10
McFadden-R2 0.56 0.68 0.74
observations 738174 416733 385,485
l-pseudolikelihood -51227 -37156 -29946
time �xed-e¤ects yes yes no
regional �xed-e¤ects yes yes yes
indiv. OECD countries no no yes

Notes: 1) Dependent variable is # of deals
2) *, **, *** are 10%, 5%, 1% signi�cant levels respectively; White std errors not reported
3) irr = 100[exp(� � StdDev) � 1] = % change in expected count for StdDev increase in X
4) z the irr is calculated as 100[exp(�)� 1] for a discrete change of 0 to 1
5) StdDev = standard deviation of X
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4.1 Financial Openness

During the 1990s, many countries introduced restrictions aimed at preventing or easing

any possible disruptive e¤ects of surges in capital �ows. In general, capital controls take

the following forms:

� Exchange controls or quantitative restrictions on capital movements, compris-
ing controls on external asset and liability positions of domestic �nancial institutions,

especially banks;18 domestic operations of foreign �nancial institutions; and external

portfolio, real estate, and foreign direct investment.

� Dual ormultiple exchange rate arrangements; that is, separate exchange rates
for commercial and �nancial transactions. The commercial exchange rate is typically

more depreciated than the �nancial exchange rate, in order to avoid adverse e¤ects

on competitiveness.

� Taxes on �nancial transactions and income to discourage or control capital �ows,
including "interest equalization taxes" to ensure that domestic (foreign) residents do

not earn higher yields on foreign (domestic) �nancial instruments, and high "trans-

action taxes" to discourage short-term capital movements (e.g. requirements to sur-

render export proceeds).

As far as the impact of the Chinn-Ito index (which captures all of the abovementioned

restrictions), we can see in column III, that the �nancial openness coe¢ cients are positive

and highly signi�cant even after controlling for gravity-type variables,19 indicating that

�nancial liberalization (i.e. the gradual easing or elimination of the aforementioned re-

strictions) increases FDI and more speci�cally the expected number of cross-border M&As.

More speci�cally, in our baseline case, if the target country moves up the index by one

standard deviation, then the expected number of M&A deals will increase by almost 90%;

while if the acquiring country improves by the same standard deviation, the impact will

be an expected increase in cross-border M&As of 10%.

18Such measures include limits on the share of foreign-currency liabilities of domestic commercial banks
in their total liabilities. Although they are often presented as "prudential regulations", they are basically
capital controls.
19We do not report on the time, regional and individual OECD country �xed e¤ects; however, they are

available upon request.
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4.2 The Importance of Distance

A striking feature of the baseline column in Table 4 is the signi�cance of the quadratic

estimates with respect to the log of distance. This procedure is not routinely followed in

gravity type estimates. Instead, it is customary to just estimate a linear term for the log of

distance. Limiting the estimation procedure to a linear term is �ne for most applications,

particularly for international trade estimates (where a "typical" estimate for the coe¢ cient

on the log of distance would be around �0:9 , (see Disdier and Head, 2004)). It is not
�ne when dealing with M&As, in which case limiting oneself to a linear estimate of the

log of distance leads to entirely misleading economic interpretations of the importance of

distance for M&As, as we will now discuss.

For ease of notation, let � be the vector of the signi�cant variables in our regression

estimation, xij � ln(Distij) the log of distance from country i to country j, and  ijt the

mean zero disturbance that is independent of the regressors. Let ̂1 and ̂2 be our quadratic

estimates for the in�uence of the log of distance from Table 4 (so ̂1 = �1:316 < 0 and

̂2 = 0:0585 > 0). We can repeat our baseline estimation (column 3 of Table 4) using

a linear instead of a quadratic speci�cation for the log of distance. Let �1 be the linear

estimate for the log of distance; it turns out that �1 = �0:511.

Mijt = exp(�ijt + b��+ ̂1xij + ̂2x
2
ij) +  ijt) (10)

Zijt �
Mijt

exp(�ijt + b��+  ijt) = exp(̂1xij + ̂2x
2
ij) (11)

@Zijt
@xij

= (̂1 + 2̂2xij) exp(̂1xij + ̂2x
2
ij) < 0 ; for xij < �̂1=2̂2 (12)

To understand the true impact of distance on the number of M&A deals note that

the estimated quadratic equation (10) can be rearranged to (11), where Zijt represents the

total number of M&A deals after correction for all the regressors (including the disturbance

term) except for the distance terms. The sign of the derivative in (12) uses the fact that

̂1 < 0 and ̂2 > 0. The impact of an increase in distance on the expected number of M&As

is negative throughout the globe (it would become positive only beyond the economically

not relevant 76; 440 km point). We can, of course, de�ne a similar Z-variable for the

linear estimate for the impact of the log of distance on M&As. The results for these two

estimation procedures are illustrated in Figure 5.
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Figure 5: Relationship between Merger and Acquisitions and Distance

Figure 5 illustrates clearly why we argue that limiting oneself to a linear log distance

estimate leads to misleading economic interpretations of the importance of distance on

M&As. First note that the estimated coe¢ cient in the linear case (�0:511) is lower in
absolute terms than the typical estimate (�0:9) for the impact of distance on international
trade �ows. One would therefore be tempted to conclude that the relative importance of

distance is lower for M&As than it is for international trade �ows; however, this conclusion

would be wrong, since the exact opposite is true: distance is relatively more important for

M&As than it is for trade �ows.

Using the literature on the incentives of M&As we can also understand why the lin-

ear log distance speci�cation underestimates the importance of distance. There are two

important forces at work in M&As. The �rst, local force focuses on close-by networks of

inter-related companies making ever more intensive use of the increasingly complicated

fragmentation possibilities o¤ered by new technologies. These local networks must be in

the direct vicinity and o¤er companies suitable candidates for M&A activity. We associate

this force with ̂1 = �1:316. The second, distant force focuses on the costs of delivering
goods from one location to a �nal market. As distance increases, these costs increase and

taking over a distant �rm to supply the foreign market becomes more attractive. We asso-

ciate this force with ̂2 = 0:0585. These two forces work in opposite directions, where the

local force turns out to be more powerful. A linear log distance speci�cation does not o¤er

enough �exibility to do justice to these two opposing forces. To allow for the distant force
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(a positive in�uence of distance on M&As), the linear log distance speci�cation therefore

must underestimate the power of the more important local force, thus changing its estimate

to �1 = �0:511.

4.3 Agglomeration and Waves20

The coe¢ cients on the waves variables show that the history of M&As helps determine

current (and future) M&A activity. Furthermore, the results indicate that the waves are

indeed a fundamental characteristic of mergers and acquisitions, where in line with Neary�s

(2004) model, the results suggest that the positive "after-you" e¤ect of increased pro�tabil-

ity of M&As lasts about two years Moreover, there is ample evidence that FDI is spatially

clustered; where agglomeration of FDI may be explained by di¤erences in classical compar-

ative advantages such as endowment factors and market size. Furthermore, agglomeration

is induced by investor�s tendency to herd; especially when investors have "insu¢ cient" in-

formation about the host country conditions, the existing stock of foreign investment made

by others may work as a signalling device vis-à-vis favorable investment environments. As

far as the "agglomeration e¤ect", various empirical studies present evidence on the pres-

ence and importance of such self-reinforcing e¤ect on FDI. Interestingly, FDI is found to

agglomerate more often than mere portfolio investment partly because FDI is a long-term

capital investment that is irreversible in the short-run. For instance, Head et al. (1995)

�nd industry-level agglomeration bene�ts play an important role in the location choice

of Japanese manufacturing plants in the US. Therefore, once there is a positive feedback

e¤ect, and the initial �ow of M&As has set in, then this initial �ow perpetuates itself and

attracts further M&As.

4.4 Other Gravity E¤ects

We �nd, similar to results in the literature, that country size and the level of develop-

ment matters for FDI; that is, richer countries invest more in other countries, while at

the same time; larger and richer countries attract more investment from other countries.

Moreover, and as far as our baseline case, GDP per capita (i.e. the level of development of

a country) can also be considered as a rough proxy for the quality of a country�s policies

and institutions. Therefore, by looking at GDP per capita in this manner, we can discern

that cross-border M&As gravitate towards countries with better policies and institutions;

that is, a mere 1% increase in the growth rate of GDP per capita, increases the number of

20The waves capture our time dimension; that is, they are capturing the business cycle, in addition to
agglomeration e¤ects. Hence the reason we exclude the year �xed e¤ects.
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expected deals by 24% for the acquiring country, and by 14% for the target country.

The coe¢ cients on the common border, colony, and common language dummies are

positive and highly signi�cant, implying that contiguity and intimate knowledge (of the

workings) of a country are important determinants in lowering information and transaction

costs. For example, if a country goes from not being a colony to being a colony, then the

expected number of M&A deals will increase by over 50%. As far as common border, we

�nd quite a dramatic impact since a move from not sharing to sharing a common border

(i.e. the elimination of the so called border-e¤ect) increases the number of expected M&As

by 1043% (a good example of the elimination of common borders is the enlargement of the

EU). Last but not least, sharing a common language, through the reduction of business

costs, will increase M&A activity by 12%.

5 Augmented Gravity with "Pull" & "Push" Factors

In this section, we augment our baseline model with several "pull" and "push" factors,

considered as important determinants of cross-border M&As. That is, while push factors

may help explain the timing and magnitude of new capital in�ows, pull factors may be

necessary to explain the regional distribution of new capital �ows (Montiel and Reinhart,

1999). An important "push" factor is the level of interest rates in the "home" country,

which we will proxy by the 10-year US bond yield. In the literature there is a general

consensus that high real interest rates hamper FDI, other things being equal. Albuquerque

et al. (2003) �nd a signi�cant and negative relation between the US T-Bill yield and FDI

�ows. Calvo et al. (2001) show that FDI �ows to emerging markets are lower during US

monetary tightening. Although no empirical literature exists for the speci�c case of the

number of M&A deals, the same result should (in principle) be expected, since low interest

rates at "home", leading to narrow interest rate margins and lower cost of capital at home,

are one of the main reasons o¤ered by multinationals to explain their operations abroad.

As can be seen in Table 5 (columns IV ), the USyield coe¢ cient is negative as theory

predicts21, corroborating the "push" factor story behind the fact that tighter monetary

policy lowers M&A activity. More speci�cally, our results imply that a 50 basis point

increase in the US interest rate will decrease M&A activity by 13%.22

21We also ran a regression using the weighted average of G7 bond yields (G7yield), and the results are
similar. However, the impact of the G7yield on M&As is slightly larger (in absolute value terms) than the
USyield. The coe¢ cient on the G7yield is -23.102 (signi�cant at the 1%), implying a 100% decrease in
M&A activity for a one standard deviation increase in the interest rate in the G7.
22A 25 basis point increase will decrease M&As by 7%
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Table 5: Augmented estimates (US yield, stock market value, transparency)

IV irrIV V irrV V I irrIV StdDev
constant -4.953 ��� -5.212 ��� -5.696 ���

LnGDPacq 0.034 � 7 0.078 �� 16 0.024 1.86
LnGDPtar 0.391 ��� 107 0.381 ��� 103 0.391 ��� 107 1.86
LnGDPpcacq 0.182 ��� 22 -0.044 0.112 �� 13 1.11
LnGDPpctar 0.108 ��� 13 -0.042 -0.112 ��� -12 1.11
LnDistij -1 292 ��� -66 -1.235 ��� -65 -1.360 ��� -68 0.84
(LnDistij)2 0.057 ��� 115 0.056 ��� 112 0.064 ��� 136 13.41
Financial Openness

Acquirer 0.104 ��� 18 0.060 ��� 10 0.170 ��� 30 1.56
Target 0.419 ��� 92 0.625 ��� 165 0.380 ��� 81 1.56

USyield -28.236 ��� -31 0.013
LagSMCacq 0.011 ��� 47 35.20
LagSMCtar 0.004 ��� 15 35.20
Transparacq 0.053 ��� 14 2.53
Transpartar 0.218 ��� 74 2.53
Wave1 0.0002 ��� 14 668.49
Wave2 0.0001 ��� 13 1184.48
Common Languagez 0.104 � 11 -0.010 0.080 0.39
Colonyz 0.419 ��� 52 0.387 ��� 47 0.446 ��� 56 0.09
Common Borderz 2.441 ��� 1048 2.457 ��� 1067 2.417 ��� 1021 0.10
McFadden-R2 0.73 0.84 0.83
observations 416,733 295,264 295,699
l-pseudolikelihood -30868 -18707 -20335
time �xed-e¤ects no no no
regional �xed-e¤ects yes yes yes
indiv. OECD countries yes yes yes

Notes:1) Dependent variable is # of deals; standard errors not reported.
2) *, **, *** are 10%, 5%, 1% signi�cant levels respectively
3) irr = 100[exp(� � StdDev)� 1]= % � in expected count for StdDev increase
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5.1 Capital Market Structure and Capital Flows

Unlike the surge in capital in�ows to developing countries in the 1970s and early 1980s,

which was almost exclusively driven by commercial bank lending, capital in�ows in the

1990s were associated with a stern rise in bond and equity portfolio �ows; however, much

of these �ows have gravitated towards larger equity emerging markets, bypassing many

countries (Montiel and Reinhart, 1999). An often given explanation has been that in order

to attract capital �ows, "domestic" capital markets must possess a threshold set of re-

quirements (e.g. market size, accounting standards, disclosure requirements, transparency,

etc.). Accordingly, in order to examine whether there is a systematic link between capital

�ows and the structure of the "domestic" capital market, we augment our gravity model

by including two proxies for the size and the institutional setting of the "domestic" capital

market; that is, we include the lagged stock market capitalization as a percentage of GDP

taken from the International Finance Corporation (which we label LagSMC). While this

variable pertains mainly to the equity market, it is also likely to proxy indirectly for the

size of the banking sector, as typically countries with underdeveloped capital markets also

tend to have a smaller �nancial sector (see Montiel and Reinhart, 1999); furthermore, and

perhaps more importantly, the lag will take care of any endogeneity issues. We also add

the Transparency International corruption index (which we label TRANSPAR)23 to proxy

for the business environment in the "local" economy. As far as our market structure vari-

ables, the results can be seen in Table 5 (columns V and V I respectively). Our results are

as expected; that is, the lagged stock market capitalization coe¢ cient is highly signi�cant

and has the anticipated sign, where a one standard deviation increase in the lagged capi-

talization of the stock market increases the number of M&As by almost 20% for the target,

and by almost 50% for the acquirer. This last result also corroborates the results found

by di Giovanni (2005), where economies with more developed domestic �nancial markets

are more likely to engage in M&A operations abroad.

As far as the corruption variable, the results are also in line with expectations, where

a less uncertain business environment (as proxied by the transparency variable) will in-

crease M&A activity by 14% for the acquiring country and by 74% for the target economy.

Another aspect worth mentioning, is that a high degree of corruption can a¤ect the com-

position of a country�s capital �ows; perhaps making it more vulnerable to the risks of

speculative attacks and contagion e¤ects. Wei (2001) shows that holding all other factors

constant, countries with weaker governance, as measured by a higher level of corruption,

23The Transparency International corruption index ranges from 0 = highly corrupt, to 10 = highly clean.
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are more likely to have a structure of capital �ows that is "light" on long-term capital �ows

(i.e. FDI and M&As), and heavy on short-term �ows (e.g. foreign bank credits).

5.2 Market and Business Uncertainty

As a last sensitivity analysis, we add the black market premium (labelled LnBMP)24 and

the exchange rate. The black market premium can be interpreted both as a measure

of expectations of depreciation of the �local� currency, and as a rudimentary index of

distortions. Expectations of depreciation may a¤ect investment through several channels:

(1) it is more attractive to hold foreign assets when a depreciation is expected25; (2)

economic uncertainty is higher under such conditions; (3) for those who can obtain foreign

exchange at the o¢ cial rate, foreign capital goods are cheap to import. While the �rst

two points suggest a negative relationship between the black market premium and foreign

investment (i.e. M&As), the third point implies the opposite. Furthermore, to the extent

that the black market premium serves as a general index of distortions, and therefore of

an �unsustainable� situation, it is likely to be negatively correlated with M&As. The

results for the black market premium can be seen in Table 6 (column VII), where the black

market premium is strongly negatively correlated with M&A activity as expected. That

is, a one standard deviation increase in LnBMPacq translates into a reduction of over 50%

in M&A activity for the acquirer, while for the target country, it implies a reduction of

over 60%. This result indicates that the black market premium serves as a general index

of distortions, and therefore of an �unsustainable�situation in the "local economy".

As far as the link between FDI and exchange rate uncertainty, the literature is rather

mixed, as exchange rate volatility can both discourage FDI (Cushman, 1988), and produce

an incentive to hedge against exchange rate shocks through foreign location (Aizenman,

1991). However, empirical studies tend to point to a negative e¤ect of exchange rate

volatility on FDI. As far as the choice of exchange rate regime, a negative relationship

between uncertainty and M&As (FDI) would represent another justi�cation for why devel-

oping countries choose to �x their nominal exchange rate, and a support for the argument

made by Calvo and Reinhart (2000) that �oating could make developing countries loose

their access to international credit. In order to test this e¤ect, we add the exchange rate

volatility (labelled EXV ); which is measured by the yearly average of the bilateral coe¢ -

24This variable ranges from 1986-1999, and we de�ne it as Ln(1 + BMP_i). Data
taken from the Global Development Network Growth database at New York University,
http://www.nyu.edu/fas/institute/dri/global%20development%20network%20growth%20database.htm
25This assumes domestic interest rates have not adjusted, which is implied by the presence of a black

market premium.
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cient of variation. The results for exchange rate volatility in Table 6 indicate that if the

bilateral coe¢ cient of variation increases by one standard deviation, then the number of

M&As will decrease by 18%.

Table 6: Black Market premium and Exchange Rates

V II irrV II V III irrV III StdDev
constant -3.117 ��� -8.632 ���

LnGDPacq -0.014 0.023 1.86
LnGDPtar 0.340 ��� 88 0.403 ��� 112 1.86
LnGDPpcacq 0.127 �� 15 0.249 ��� 32 1.11
LnGDPpctar -0.050 0.111 ��� 13 1.11
LnDistij -1 335 ��� -67 -1 303 ��� -67 0.84
(LnDistij)2 0.067 ��� 146 0.058 ��� 118 13.41
Financial Openness

Acquirer 0.111 �� 19 0.116 �� 20 1.56
Target 0.456 ��� 104 0.436 ��� 97 1.56

LnBMPacq -0.384 ��� -51 1.86
LnBMPtar -0.540 ��� -63 1.86
EXV -0.283 ��� -18 0.71
M1 -0.00003 0.0002 ��� 14 668.49
M2 0.0001 0.0001 ��� 13 1184.48
Common Languagez 0.232 ��� 26 -0.006 0.39
Colonyz 0.241 �� 27 0.440 ��� 55 0.09
Common Borderz 2.026 ��� 658 2.525 ��� 1149 0.10
McFadden-R2 0.91 0.81
observations 105,639 319,718
l-pseudolikelihood -10800 -22330
time �xed-e¤ects no no
regional �xed-e¤ects yes yes
indiv. OECD countries yes yes

Notes:1) Dependent variable is # of deals; standard errors not reported
2) *, **, *** are 10%, 5%, 1% signi�cant levels respectively
3) irr = 100[exp(� � StdDev)� 1]= % � in expected count for StdDev increase
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In this respect, there are two aspects worth mentioning; �exibility and uncertainty.

Although a �exible exchange rate is one of the most important factors for encouraging

international �nancial �ows, high exchange rate volatility will discourage M&A activity

because it would be considered as increased uncertainty (or at least increased risk), rather

than �exibility of the exchange rate for potential investors.

As far as the exchange rate, Blonigen (1997b) shows that real dollar depreciations in-

crease foreign acquisitions involving �rm-speci�c assets by foreign �rms. To illustrate this

claim Blonigen uses data on Japanese acquisitions in the US from 1975 to 1992. The

argument that real dollar depreciations increase foreign acquisitions that is put forth by

Blonigen di¤ers, for example, from Froot and Stein (1991)26, although both studies have

the same outcome. That is, Froot and Stein (1991) show that exchange rate movements

are important because markets are imperfect, while Blonigen (1997b) shows that exchange

rate movements matter because while domestic and foreign �rms may have the same op-

portunities to purchase �rm-speci�c assets in the domestic market, foreign and domestic

�rms do not have the same opportunities to generate returns on these assets in foreign

markets. Due to an unequal level of market access, exchange rate movements may a¤ect

the relative level of foreign �rm acquisitions.

We also ran the regression using the coe¢ cient of variation of the exchange rate to

the SDR27. These results show that a one standard deviation increase in this variable

will decrease M&As by 8% for the target country.28 Two reasons can be given for this

result; First, a currency depreciation reduces the production costs in the host country vis-

à-vis other countries (including the home country), thereby making it attractive for M&As

looking for production e¢ ciency. Second, the currency depreciation lowers the value of

assets in the depreciating host country in terms of other currencies (again including the

currency of the home country). As a result, the cost of undertaking M&A activity declines

in terms of foreign currency, making M&As in the depreciating country vastly attractive.

26Froot and Stein (1991) argue that when capital markets are subject to information imperfections,
exchange rate movements do in fact in�uence foreign investment. Information asymmetry causes a diver-
gence between internal and external �nancing, making the latter more expensive than the former, since
lenders incur monitoring costs and thus lend less than the full value of the asset.
27Regression results not show, but are available upon request.
28The coe¢ cient for the acquirer was not signi�cant.
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5.3 Putting it all together

To conclude this results section, it is worth putting all of our �ndings together, and to

compare with what is going on in the world. Therefore, we focus attention on inter-

regional M&As, which gives us an indication of the extent to which di¤erent global regions

interact with one another. Figure 5 graphically depicts the inter-regional cross-border

connections for the most recent �ve-year period (2001-2005) in our sample, rounded to the

nearest integer; while Table 7 shows the regional distribution

Figure 6: Global regional cross-border Merger and Acquisitionss; # of deals, % of total,
2000-2005
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Table 7: Regional distribution of cross-border Mergers, 2000-2005 percent of total

a. Number of deals (% of total)
from AAS EAP ECA EUR LAC MNA NAM SAS SSA sum
AAS 5.7 2.7 0.1 1.8 0.1 0.0 2.2 0.4 0.1 13.1
EAP 0.7 1.0 0.0 0.2 0.1 0.0 0.2 0.0 0.0 2.2
ECA 0.0 0.0 1.1 0.2 0.0 0.0 0.1 0.0 0.0 1.4
EUR 2.5 1.3 3.4 26.5 2.6 0.4 9.7 0.8 0.6 47.8
LAC 0.0 0.0 0.0 0.1 1.6 0.0 0.4 0.0 0.0 2.1
MNA 0.0 0.0 0.0 0.1 0.0 0.1 0.0 0.0 0.0 0.1
NAM 3.1 1.2 0.8 11.2 2.1 0.1 12.1 0.4 0.3 31.2
SAS 0.1 0.0 0.0 0.2 0.0 0.0 0.2 0.2 0.0 0.9
SSA 0.2 0.1 0.0 0.3 0.0 0.0 0.1 0.1 0.3 1.2
sum 12.2 6.3 5.5 40.6 6.6 0.6 25.0 2.0 1.3 100

b. Value of deals in (constant 2005 dollars, % of total)
from AAS EAP ECA EUR LAC MNA NAM SAS SSA sum
AAS 3.0 1.5 0.0 1.9 0.1 0.0 2.1 0.1 0.0 8.7
EAP 0.3 0.4 0.0 0.2 0.0 0.0 0.1 0.0 0.0 1.0
ECA 0.0 0.0 0.9 0.1 0.0 0.0 0.0 0.0 0.0 1.0
EUR 2.0 0.5 2.2 38.1 2.7 0.3 15.8 0.2 0.6 62.4
LAC 0.0 0.0 0.0 0.0 1.0 0.0 0.6 0.0 0.0 1.5
MNA 0.0 0.0 0.0 0.3 0.0 0.0 0.0 0.0 0.0 0.4
NAM 1.8 0.4 0.4 10.5 1.2 0.0 9.9 0.1 0.1 24.3
SAS 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.0 0.2
SSA 0.0 0.0 0.0 0.1 0.0 0.0 0.1 0.0 0.1 0.4
sum 7.1 2.9 3.5 51.3 5.0 0.4 28.6 0.4 0.9 100

c. Ratio of value of deals (% of total) to number of deals (% of total)
from AAS EAP ECA EUR LAC MNA NAM SAS SSA sum
AAS 0.5 0.6 0.5 1.0 0.5 0.1 1.0 0.2 0.2 0.7
EAP 0.4 0.4 0.2 0.9 0.3 5.3 0.4 0.1 0.1 0.4
ECA 0.7 na 0.8 0.6 na 0.2 0.4 na 1.3 0.7
EUR 0.8 0.4 0.6 1.4 1.0 0.8 1.6 0.2 1.1 1.3
LAC na 0.2 0.1 0.1 0.6 0.2 1.6 na na 0.7
MNA 3.7 na na 6.3 na 0.4 na 0.2 0.1 2.6
NAM 0.6 0.4 0.5 0.9 0.6 0.3 0.8 0.2 0.3 0.8
SAS 0.2 0.1 1.8 0.2 0.1 0.1 0.1 0.2 0.9 0.3
SSA 0.2 0.2 0.1 0.5 0.7 0.0 0.6 0.2 0.4 0.4
sum 0.6 0.5 0.6 1.3 0.8 0.7 1.1 0.2 0.7 1
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Since there are 9 global regions (as classi�ed by the World Bank) there are 72 di¤erent

inter-regional connections. Only 19 of these are actually shown in Figure 5 because the

remaining 59 are rounded to 0 per cent. First, we note that by far the largest inter-

regional M&As are from North America to Western Europe (11 per cent of the total),

and vice versa (10 per cent of the total). Together these two regions account for almost

60 per cent of all M&A activity (including intra-regional activity) and clearly dwarf the

importance of all other inter(intra)-regional connections. Second, we note that Western

Europe is substantially buying up �rms in Eastern Europe (3 per cent), which as previously

mentioned, is a good example of the common border e¤ect. Third, M&A activity toward

East Asia and the Paci�c is still rather small, certainly compared to the attention this

receives in the popular press. Fourth, it is quite interesting to note that Western Europe

is the only global region with connections to all other regions. Fifth, and �nally, the only

region that is completely left out of M&A activity is the middle east and north africa. By

looking closer at panel C of Table 7, we notice that a ratio bigger than 1 implies that the

value of M&As is larger than the number of deals, and we can discern this pattern for

regions (countries) that are "far" from each other. A ratio smaller than 1 implies a pattern

for countries that are "close" to each other (e.g. the diagonal is smaller than 1).

Therefore, it seems safe to conclude this section with the observation that indeed most

M&A activity takes place between the relatively wealthy, and the more developed and

stable parts of the world; between economies that possess better institutions, and a less

uncertain business environment. In other words, M&As take place between the parts of

the world that are closer together (not only qualitatively, but also physically ).

Conclusion

The aim of this paper has been to present macroeconomic determinants, as well as the

gravitational forces behind M&A activity. Using an extensive data set, we show that

cross-border mergers and acquisitions (M&As) have a number of features:

� Most FDI is in the form of cross-border M&As

� M&As tend to �ow (mainly) between developed economies

� Waves play an important role in the mergers and acquisitions game

� Financial Openness (e.g. capital account liberalization) stimulates M&A activity

� A less uncertain business environment attracts more M&As
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� The opportunity cost for direct investment (M&A) is driven by the US interest rate
and the return on long-run global assets

It is well known that the evidence linking �nancial openness (e.g. capital account

openness) to economic growth has been weak at best, but this stems from the fact that

most economists try to test for a direct relationship between these two variables. What

our results show, is that more �nancial openness leads to more FDI (as measured by cross-

border M&As), and we believe that it is this type of capital �ow that has the potential

to lead to economic growth through its lower volatility and through its positive spillover

e¤ects (e.g. knowledge, technology, improvements to the labor force). For the time being

we leave this for future research

While the literature suggests that transitional risks are associated with �nancial open-

ness, resisting liberalization over an extended period may prove counterproductive; that is,

as the pace, rhythm, and scope of globalization advances, it becomes harder and perhaps

even riskier for countries to be �nancially repressive. Increasing openness to international

investment expands opportunities for the avoidance of capital account restrictions through

(under-) and (over-) invoicing of trade transactions; furthermore, the increasing cleverness

of investors and global �nancial markets makes it much easier to move capital around

under di¤erent disguises. One possible strategy is to try to mitigate the down-side risks

associated with an open capital account (i.e. mainly portfolio �ows); where history and

international experience o¤er guidance. Sound domestic policies and institutions, a regu-

latory framework promoting a strong and e¢ cient �nancial sector, and e¤ective systems

and procedures for monitoring capital �ows greatly improve the chances of ensuring that

long-term capital-�ows (i.e. FDI) foster sustainable growth. Notably, the bene�ts of �nan-

cial openness in terms of higher growth and lower volatility seem to be most evident for

industrial economies, which also typically have the most open capital accounts. Counter-

intuitive as it may seem, the relatively more positive experiences of high income countries

suggest that, for developing economies, more (not less) �nancial openness is the way for-

ward; however, only if it is initially done by attracting the long-term investment �ows of

FDI, while keeping a close watch on short-term capital �ows.
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Appendix A - Chinn-Ito Index

Financial Openness is based on the binary dummy variables that codify the tabulation of

restrictions on cross-border �nancial transactions reported in the IMF�s Annual Report on

Exchange Arrangements and Exchange Restrictions (AREAER). Up to 1996, the dummy

variables re�ected the four major categories on the restrictions on external accounts. These

variables are:

� k1 = variable indicating the presence of multiple exchange rates;

� k2 = variable indicating restrictions on current account transactions;

� k3 = variable indicating restrictions on capital account transactions;

� k4 = variable indicating the requirement of the surrender of export proceeds.

In 1996, the classi�cation method in the AREAER changed and these four categories

became more disaggregated in an e¤ort to re�ect the complexity of capital controls policies.

In order to focus on the e¤ect of �nancial openness �rather than controls �Chinn and

Ito reverse the values of these binary variables, such that the variables are equal to one

when the capital account restrictions are non-existent. Moreover, for controls on capital

transitions (k3), they use the share of a �ve-year window (encompassing year t and the

preceding four years) that capital controls were not in e¤ect (SHAREk3).

sharek3;t =
k3t + k3t�1 + k3t�2 + k3t�3 + k3t�4

5

Then they construct an index for capital �openness�, which is the �rst standardized

principal component of k1t, k2t sharek3, k4t. This index takes on higher values the more

open the country is to cross-border capital transactions. By construction, the series has

a mean of zero. The �rst eigenvector for �nancial openness was found to be (sharek3, k1,

k2, k4) = (0.57, 0.25, 0.52, 0.58), indicating that the variability of this variable is not

merely driven by the sharek3 series. They incorporate the k1t, k2t, and k4t variables in the

KAOPEN variable instead of focusing on k3 which refers to restrictions on capital account

transactions. As they state, �we believe the incorporation of k1t, k2t, and k4t in this index

allows us to more accurately capture the intensity of the capital controls�(Chinn and Ito,

2007).

By the nature of its construction, this index is considered to be de jure measures

on �nancial openness because it attempts to measure regulatory restrictions on capital
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account transactions. Hence, this index is di¤erent from price-based measures on �nancial

openness, namely those based on the interest rate parity (UIP or RIP) approach such as

Cheung, et al. (2003) or those on deviations from no arbitrage pro�ts conditions such as De

Gregorio (1998). Economists often refer to these price-based measures as de facto measures

on �nancial integration. These two types of �nancial openness measures have their own

strengths and weaknesses; however, it is almost impossible to rank these measures, or to

distinguish them. Nonetheless, the Chinn-Ito index focuses on regulatory aspects of capital

account openness.
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Appendix B - Descriptive Statistics

Table 8: Descriptive Statistics

Variable Obs Mean Std. Dev. Min Max
# of M&A Deals 890420 0.030 0.827 0.000 144
lnGDPacq 771838 10.038 1.858 5.050 15.597
lnGDPtar 771838 10.038 1.858 5.050 15.597
lnGDPpcacq 771838 7.914 1.110 5.327 10.116
lnGDPpctar 771838 7.914 1.110 5.327 10.116
Financial Openness

Acquirer 630679 0.150 -1.562 1.753 2.623
Target 630679 0.150 -1.562 1.753 2.623

lagSMCacq 623294 12.411 35.200 0 541.720
lagSMCtar 623294 12.413 35.203 0 541.720
USyield 890420 0.067 0.013 0.047 0.089
LnBMPacq 288859 2.082 -1.864 0.821 12.932
LnBMPtar 288859 2.082 -1.864 0.821 12.932
Tranparacq 578773 1.160 2.526 0 10
Transpartar 578773 1.160 2.526 0 10
LnDistij 890420 8.781 -0.836 0.005 9.899
LnDist2ij 890420 77.803 13.410 0 97.984
EXV 581623 0.363 0.705 0 10.265
Coef_Varacq 718877 0.228 0.509 0 7.003
Coef_Vartar 718877 0.228 0.509 0 7.003
Wave1 801378 1401 668.488 359 2663
Wave2 756857 2498.412 1184.476 603 4655
Common Language 890420 0.187 0.390 0 1
Colony 890420 0.008 0.091 0 1
Common Border 890420 0.011 0.104 0 1
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