
‧
國

立
政 治

大

學
‧

N
a

t io
na l  Chengch i  U

niv

ers
i t

y

Explanatory Variables 
 
For the purposes of this research, the following identifies the basic model and other 
variables of interest which are summarized in Table 5 at the end of the section.  
 

Market Size 
To determine the importance of market-seeking motives, market-size variables related to 
the target are included.  GDP per capita, for example, is expected to have a positive effect 
on cross-border M&A transaction values for both the acquiring and exporting country, as it 
does with bilateral trade.   
 
 

Distance 
Following the traditional gravity model specifications, distance variables are also included.  
Bilateral data on the physical distance in kilometers between capital cities is available from 
the CEPII dataset.  Additionally, a dummy variable used to indicate whether the acquirer 
country has contiguous borders with the target country.  However, the conceptualization of 
distance here is much broader than measures of geographic distance only.  Ghemawat 
(2001) presents evidence various types of cultural, administrative, geographic and 
economic distance – what he calls the CAGE framework – between countries have much 
larger effects on trade than even economic size.    It is hypothesized here that differences 
between firms (firms’ countries) will have a significant effect on M&A deal flow as well. To 
capture the cultural aspects of distance, a measure of work values and attitudes originally 
posited by Hofstede (1980) is used (refer to Appendix 2 for greater description).   
 
Alternative measures of cultural and administrative distance are also used with the inclusion of 
proxies for common language, common colonizer, colony-colonizer relationship (post-WWII) 
and common legal origin.  Broad categories of common (English), continental (civil) and 
socialist law are used in regression analysis without differentiating between French, 
Scandinavian, and German law, for example.  Dummy variables based on these characteristics 
are used to measure the cultural or administrative match between the acquirer and the target 
country, where a value of one is assigned if there is a match and zero otherwise.  Differences in 
market size are also evaluated separately from the size variables outlined above in order to 
include some representation of economic distance.   
 

Size of Financial Markets 
Di Giovanni (2005) finds that financial variables and other institutional factors play a 
significant role in M&A flows, particularly the size of financial markets (measured by ratios 
of stock market capitalization to GDP and credit provided to the private sector by financial 
institutions to GDP), which has a positive effect on the incentives for domestic firms to 
invest abroad.26   It could be argued that in China, M&A activity is being fueled by finance 

                                                 
26 Di Giovanni, J. (2005), “What drives capital flows? The case of cross-border M&A activity and financial 

deepening”, Journal of International Economics, 65, pp. 127-149. 



from the equity markets, allowing major companies to act as industry consolidators.27  

From this, the growth of public markets could have an important effect on M&A activity in 
China.   
 
Augmented by high GDP growth rates (China’s gross domestic product (GDP), now the 
fourth largest in the world, has been growing at an average of approximately 10 per cent 
per annum over the past 20 years and was at a record of about US$3.25 trillion in 2007), 
impressive IPOs (in 2007, approx. US$ 60 billion of equity was raised on the Shanghai 
stock exchange), and the emergence of domestic retail investors, Chinese stock exchanges 
have seen large increases in market capitalization, turnover and liquidity.28  Chinese 
companies desiring to acquire brands in North America and Europe, as well as distribution 
channels globally have become more confident in acquiring foreign business, a trend 
helped by an appreciating RMB.  M&A in Hong Kong has largely reflected the booming 
Chinese economy in recent years.  Chinese firms, both state-owned and privately held, 
Mainland and Hong Kong based, have been turning to equity markets to raise funds, and 
many have used the Hong Kong stock exchange, ranked seventh in the world by total 
market capitalization,29 as their platform. Nearly US$70 billion of equity was raised on the 
Hong Kong exchange in 2007 and a total of 84, primarily mainland-based firms listed 
IPOs.30  Taiwan's government has encouraged local enterprises to carry out M&A under 
the Enterprise Merger and Acquisition Act and related regulations.31  The Industrial 
Development and Investment Center (IDIC) of Taiwan held seminars in 2005 to clarify the 
laws and regulations related to M&A, encourage corporations to engage in international 
direct investment through M&A, and bring more foreign investment to Taiwan.32 
 
Two variables that serve as proxies for the size of financial markets, the market 
capitalization of listed companies and total value of stocks traded, are included to capture 
the idea that acquiring firms may be investing with equity from high or bloated stock 
prices. 
 

Openness/Integration 
Brakman et al (2008) find that although results are ambiguous for countries already active 
in M&A activity, financial openness seems a prerequisite for those countries that do not 
engage in M&A activity in attracting cross border M&As.  Two measures of openness are 
included, since M&A activity is one form of international capital flow.  It is hypothesized 
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that openness has a positive effect of M&A activity, especially in regard to the target 
country.  It is also of interest to evaluate the effects over time of Mainland China's opening 
and reform policies on M&A activity.   
 
Economic openness is measured first by the Chinn-Ito index,33 with the idea that it is 
difficult to reconcile the rise of FDI (and therefore M&A) with ongoing economic 
integration as proxied by falling costs of trade and transport.   
 
Additionally, it is also expected that M&A activity is driven by the degree of financial 
integration (to the extent it has occurred) unlike gravity models of bilateral trade.  A 
commonly used proxy for this – financial openness as calculated by the sum of imports 
and exports over GDP – is included to evaluate the hypothesis.   

A Separate Approach to Strategic Rationale 
In addition to the baseline gravity model, additional groupings of data are also assessed to 
better understand how the determinants of deal value might change with different motives.  
These between-group comparisons include: whether the transaction was intra-regional (as 
coded in the SDC database), whether the transaction was the result of a divestiture, 
whether the deal was related to other deals (as coded in the SDC database), and whether 
the merger was within the same industry, as discussed below.  
 
The main industries of both the acquirer and target are coded in the database.  This allows 
for an analysis of industry-specific trends across the three economies, as well as an initial 
cut at strategic rationales.  It is possible to determine whether two firms within the same 
industry merge, or whether the activity takes place across industries.  The first case is a 
standard horizontal merger, whereas the latter results in a combination of vertical and 
conglomerate mergers.  Horizontal M&A is defined in this paper as the activity that takes 
place within the same Thomson Financial industry classification.  Non-horizontal mergers 
take place across industry classifications.34  An assumption here is that the coding 
represents homogenous groupings of firms.35  Slightly over 39 percent (3539 of 6450) of 
trsansactions were horizontal mergers; the remaining transactions were vertical or 
conglomerate.  A likely explanation is that most cross-border M&As out of the region are 
market-seeking.36 Horizontal mergers effectively remove a competitor out of the market, 
thereby reducing competition and raising profits.  In line with this speculation, non-
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horizontal M&A activity might be motivated by an efficiency motive, as it can be profitable 
to control a larger part of the value chain (Brakman et al 2008).  
 
Table 4. Horizontal vs. Non-Horizontal Mergers 
 
To ta l 3 9.36%

China 4 7.91%

Ta iwan 4 8.32%

Hon g Ko ng 3 3.11%
 

 
Research conducted by PWC suggests that expansion into new markets is the leading 
motive for Chinese companies to invest outside of China.37  Other important motives 
include globalization as well as the acquisition of either technology or managerial skill.  
Their data also revealed that although 81% of Chinese cross-border investments have been 
made within Asia, the United States is the leading target for future investments.  Because 
the data can be used to classify horizontal and non-horizontal M&A activity, a basic 
approach to analyzing motivations presents itself.  It is assumed that the primary 
motivation to engage in horizontal cross-border M&A is market access,38 while synergies 
are the main drivers of non-horizontal transactions.  It is acknowledged that these 
assumptions are extremely broad, but they represent a first cut and better understanding 
the major motivations for M&A across Greater China. 
 
A review of recent deals outside the resource sectors indicates an increasingly strategic 
nature of international M&A activity.  Some deals aim to help Chinese companies globalize 
(e.g. Lenovo's acquisitoin of IBM's PC business), while others aim to enhance operating 
capabilities (e.g. Chinese auto companies' acquisition of brands and technology from 
ailing UK companies used to launch brands in China, such as Shanghai Automotive 
Industry Corporation's Roewe brand based on technology from Rover).  Manufacturers 
have acquired foreign businesses to increase exposure to new markets, decrease costs by 
internationalizing supply chains, and benefit from economies of scale by consolidating 
already-existing large-scale manufacturing facilities.  In the financial sector, Chinese banks 
and insurance companies have used investments in foreign institutions to diversify 
product offerings and gain access to risk-management, credit-rating, and other critical 
skills. 
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Table 5. Hypothesized Direction of Influence on Deal Value 
 

Hypotheses Independent Variables (see Appendix 1 for full description) 

Greater Size 
GDP (+); Population (+); PerCapIncome (+); MarketCap (+); 
ValueStocks (+); RegionalGDP (+); GrowthGDP (+) 

Cultural Distance 
Hofstede (-); Common Language (+); Common Colonizer(+); 
Colonial Relationshiop (+) 

Administrative 
Distance 

Common Legal Origin (+); FTA (+); IndirectFTA (+) 

Geographic 
Distance 

Distance (-); Contiguous Border (+) 

Greater 
Economic 
Distance 

DiffPCI (+) 

Globalization & 
Integration 

ChinnIto (+); FinOpenness (+) 

 
 
 


