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Understanding M&A 
 
Considering the observations articulated in the sections prior, the goal of the research 
presented here is twofold; first, to further help establish whether the gravity modeling 
approach can help to better analyze the determinants of value of cross-border M&As, 
instead of FDI generally or bilateral trade.  Gravity studies, despite their quantitative 
importance and empirical success (Brakman et al, 2008), have mainly focused on trade or 
on FDI in general, but have mostly ignored the cross-border M&A component.  Notable 
exceptions include Evenett, 2004, Di Giovanni, 2005, and Brakman et al, 2008.  Second, 
and related to the observations mentioned above, the research here seeks to improve 
understanding of the relationship between economic and financial integration (through 
focus on distance variables and on financial openness) and the value of cross-border M&As.  
 
Trade theory suggests that comparative advantage could be included in a full or general 
equilibrium explanation of M&As (Brakman et al, 2008).  Using Neary’s (2007 and 2008) 
“new” gravity model, Brakman et al (2008) test the relevance of distance and other 
determinants (especially financial integration) for the value of cross-border M&As, and a 
companion paper by Garita and van Marrewijk (2008) assesses the number of deals.  Both 
papers use an extensive dataset with firm-specific M&A data for 211 countries for the 
period 1986-2005.   
 
A separate line of research seeks to understand the conditions under which firms make the 
off-shoring decision, or decide to locate (part of) their production abroad (see Barba-
Navaretti and Venables, 2004; or Helpman, 2006 for surveys).  After this decision is made, 
some firms decide to pursue direct investment while others opt for outsourcing solutions, 
amongst other options.   
 
Academic findings point to three major reasons for buying foreign companies, to some 
degree echoing the FDI motive classifications in Franco et al (2008): 
 
First, cross-border deals can be a quicker, easier way to enter a foreign market than 
starting from ground zero.  The acquirer not only purchases an ongoing business but also a 
brand familiar to customers in the target country.  Moreover, an acquisition may be the 
only way to gain access to a market if trade barriers are in place.  Firms with goals to grow 
internationally often find it easier and less expensive gain access to a foreign market 
through merger than through other means.  Davis et al (1991) point out that “local names 
are both more familiar to consumers and often provide a better assurance of redress in the 
event of an adverse outcome. So for quite good reasons, nationalistic buying is something 
which exporters will face, and which they can overcome by setting up deals with local 



firms.”10 Gonzalez et al. (1997) find that firms will search across borders for undervalued 
targets in order to minimize the costs of entering foreign markets.11 
 
Second, diversification can theoretically stabilize cash flows and make the acquirer appear 
less risky to financial markets, again theoretically resulting in a lower cost of capital.  
Madura and White (1990) suggest that corporations may choose to diversify 
internationally in order to stabilize cash flows, thereby reducing the risk perceived by 
shareholders and creditors.  Although individuals can diversify by holding a portfolio of 
stocks, firms are motivated to diversify, beyond the benefits to shareholders, because risk 
reduction may lower the cost of capital as well.  Both Madura and White (1990) and 
Heston and Rouwenhorst (1994) find that international diversification within an industry 
may be a more attractive alternative for firms than product diversification within a 
country.12  However, Fatemi (1984) finds that risk-adjusted returns realized by 
shareholders of multinational firms are identical to those realized by shareholders of 
purely domestic returns, except in the case of multinational firms operating in competitive 
foreign markets, in which case their shareholders realize negative abnormal returns.13 
 
Third, overseas expansion increases the scale on which companies can exploit intangible 
assets (e.g. expertise and business processes) and technology.  These are the “synergies” 
often used as justification for most deals.  International diversification allows firms to use 
intangible assets on a wider scale and exploit technology currently used only in the home 
market.14  In an examination of 322 foreign acquisitions by U.S.-based firms between 1979 
and 1988, Morck and Yeung (1991) one-day positive abnormal returns occur only if the 
firm has substantial intangible assets.15  They conclude that a multinational structure 
allows firms to apply such intangibles to a larger scale of operations than would be possible 
within the U.S., while at the same time keeping them from potential competitors. 
 
Brakman et al (2008) suggest a different classification.  They find two types of 
explanations mentioned in the literature on domestic M&As: a strategic motive 
(competition reductions) and an efficiency motive (cost reductions).  Significantly, they 
note, an explanation of cross-border M&As, however, also has to explain the cross-border 
part of the deals.   
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