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ABSTRACT 

This study investigates the effect of the value of financial flexibility on bidder’s merger and 

acquisition (M&A) performance, including the differences between domestic and cross-

border M&As and the effect of the financial crisis. Using data gathered between 2005-2012 of 

3,882 M&As with the bidder from developed Europe or the U.S., OLS regressions are used to 

predict the effect of value of financial flexibility on the bidder’s cumulative abnormal returns 

(CARs). Findings reveal partial evidence to support a positive effect of the value of financial 

flexibility and the cross-border effect on bidder’s M&A performance. Collectively, these 

findings increase understanding of the interdependence of financial flexibility and 

investments. 

Keywords: financial flexibility, mergers and acquisitions (M&As), cross-border effect, 

financial crisis 

JEL classification: G31, G32, G34  
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1. INTRODUCTION 

In perfect capital markets firms have complete financial flexibility in that they can adapt their 

structures to meet the firm’s capital needs without facing costs (Modigliani and Miller, 1958). 

However, as capital markets are less than perfect the value of financial flexibility becomes a 

relevant issue. Financial flexibility refers to a firm’s ability to access and restructure financing 

at low costs (Gamba and Triantis, 2008). According to the aforementioned authors, firms that 

have higher financial flexibility are better able to avoid financial distress as well as to fund 

profitable investment opportunities when they arise. Recent studies demonstrate that financial 

flexibility is the most important factor in capital structure decisions (Graham and Harvey, 

2001). Additionally, prior literature shows that financial flexibility not only affects capital 

structure decisions (Rapp et al., 2014), but also positively affects a firm’s future investments 

(de Jong et al., 2012). With financial flexibility affecting these strategic areas, it is an 

interesting subject to investigate further. Hence, this research extends the literature by 

examining whether financial flexibility also affects investment performance, rather than 

investment levels. More specifically, this research will look into merger and acquisition 

(M&A) decisions. M&A activity is an important part of business and investment strategies, 

and the amount of M&As has been forecasted to grow (Weber et al., 2014).  

Prior research has focused on financing constraints and the influence these have on firm 

policies and investment decisions (e.g. Almeida et al., 2004; Fazzari et al., 1988; Kaplan and 

Zingales, 1997). Well-known measures for quantifying financial constraints include the 

investment-cash flow sensitivity (Fazzari et al., 1988) and the cash-cash flow sensitivity 

(Almeida et al., 2004). The value of financial flexibility has only recently been used as a 

measure of financing constraints, where Gamba and Triantis (2008) find that there are several 

factors that affect the value of financial flexibility. These factors include the costs of external 

financing, taxes, profitability, growth opportunities, and capital reversibility. In addition, their 

model shows that firms with high financial flexibility should be valued at a premium. Based 

on this research, Rapp et al. (2014) demonstrate that the value of financial flexibility can 

significantly impact capital structure decisions. Firms with higher values assigned to financial 

flexibility tend to have lower dividends, a preference for share repurchases, higher cash 

balances, and preserve more debt capacity. With the value of financial flexibility affecting 

financial decisions, the question remains to what extent it impacts other corporate policies. 

Building on the research regarding financing frictions and financial flexibility, this paper will 

focus on the impact of financial flexibility on investment decisions, thereby attempting to 
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increase understanding of the interdependence of financial decisions and investment behavior. 

Thus, this paper additionally extends the literature by using a broader measure of financial 

flexibility than employed previously in the financing constraints and investment literature. 

In this paper it is argued that the value of financial flexibility has a significant effect on 

bidder’s M&A performance. It is stated that this effect could be positive, as firms with high 

value of financial flexibility have cheaper and easier access to capital (Gamba and Triantis, 

2008; Rapp et al., 2014). This allows firms with higher value of financial flexibility to grasp 

profitable opportunities when they arise, and research likewise provides evidence that firms 

with financial flexibility are more likely to engage in acquisitions (Harford, 1999). 

Additionally, as firms with higher values of financial flexibility have lower cost of capital 

(Gamba and Triantis, 2008; Rapp et al., 2014), and therefore lower discount rates for 

investment projects. Like any investment decision, an M&A should be evaluated against its 

net present value as this presents the shareholder wealth creation (Bao and Edmans, 2011). 

Hence, high value of financial flexibility can lead to more shareholder wealth creation, which 

can cause the deal announcement to be received more positively by the markets. However, 

both the financing constraints and free cash flow hypothesis can be used to argue that the 

value of financial flexibility negatively affects bidder’s performance. Based on the free cash 

flow hypothesis (Jensen and Meckling, 1976), it can be argued that firms with higher financial 

flexibility have more potential for agency conflicts, and therefore M&A announcements can 

be perceived negatively by the markets. Similarly, based on the financing constraints 

hypothesis (Harford and Uysal, 2014) it is stated that firms with low value of financial 

flexibility will only choose the most value-enhancing projects, causing a negative effect of 

financial flexibility on M&A performance.  

Besides the prediction that the value of financial flexibility has a significant effect on bidder’s 

M&A performance, an additional cross-border effect is expected. This is based on 

characteristics of cross-border and domestic bidders that affect the strength of the value of 

financial flexibility, as well as due to effects on the discount rate. However, the direction of 

this relationship is also ambiguous. On the one hand, it could be argued cross-border bidders 

could have characteristics that lead to higher financial flexibility (Burgman, 1996; Dunning, 

1977; Foley et al., 2007; Myers, 1977), and lower discount rates (Stulz, 1999). This will cause 

a cross-border moderating effect which positively affects the relationship between the value 

of financial flexibility and bidder’s gains. However, there are also theories that state cross-

border bidders could have characteristics that lead to lower financial flexibility (Moeller and 
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Schlingemann, 2005; Park et al., 2013), as well as higher discount rates (Reeb et al., 1998). In 

this situation the cross-border effect would have a negative moderating effect.  

Finally, it is expected that the global financial crisis of 2007-2009 had a significant impact on 

the hypothesized cross-border effect. Both theories and evidence exist to argue that firms with 

higher financial flexibility are better able to mitigate the negative effects of a crisis (Duchin et 

al., 2010; Gamba and Triantis, 2008). However, Kahle and Stulz (2013) argue that having 

financial flexibility in a financial crisis should have no significant effect on the firm’s 

operations, as the financial crisis deteriorated investment opportunities in general. Hence, 

financial characteristics of the firm were irrelevant during the financial crisis (Kahle and 

Stulz, 2013). In addition, there could be a negative effect, as evidenced by Ang and Smedema 

(2011). Therefore, dependent on the direction of the cross-border and crisis effect, either 

domestic or cross-border acquirers will have better M&A performance during the crisis.  

Using a sample of 3,882 M&As with bidders from developed European countries and the 

U.S., OLS regressions are used to test the theoretical predictions. The results indicate that 

there is partial evidence to support the notion that the value of financial flexibility has a 

positive effect on bidder’s M&A performance, and it appears to hold only for M&As 

announced outside the financial crisis. Where the positive effect of the value of financial 

flexibility is argued to stem from lower costs of capital, and hence, lower discount rates, the 

financial crisis could have diluted this effect as prior research shows that the crisis increased 

the costs of capital (Campello et al., 2010; Kahle and Stulz, 2013). Moreover, some evidence 

is found for the argument that cross-border M&As are more value-enhancing than domestic 

M&As. However, no evidence is found that the cross-border effect significantly moderates 

the relationship between the value of financial flexibility and M&A performance. Finally, the 

argument that the financial crisis has a significant effect on the cross-border moderator cannot 

be supported.   

This paper is organized as follows. The next section provides an overview of theories related 

to financial constraints, financial flexibility and the consequences for investment decisions. 

More specifically, theories regarding the effect of financial flexibility on bidder’s M&A 

performance are addressed. Furthermore, the arguments related to the cross-border effect and 

the financial crisis are presented. Based on these arguments the hypotheses are formulated. In 

section three, the data and methodology are discussed, and in the fourth section the results are 

presented. Finally, a conclusion is provided.  
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2. LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT 

In perfect capital markets, the costs of internal and external financing are equal (Modigliani 

and Miller, 1958). The aforementioned authors developed the proposition that a firm’s 

financial structure will not impact its market value in this perfect setting. Hence, external 

funds are a perfect substitute for internal funds, and the financial structure of a firm should be 

irrelevant for its investment policies. In addition, investment decisions are in this situation 

solely motivated by the maximization of shareholder wealth. However, transaction costs, tax 

advantages, agency problems, costs of financial distress, as well as asymmetric information 

(Fazzari et al., 1988) interfere with the perfect capital market as assumed by Modigliani and 

Miller (1958). The presence of financing frictions cause the costs of external financing to 

increase (Modigliani and Miller, 1958). This led to the development of capital structure 

theories, such as the trade-off theory (Kraus and Litzenberger, 1973) and pecking order theory 

(Myers and Majluf, 1984). However, firms generally have less leverage than the dominant 

theories on capital structures predict (Leary and Roberts, 2005). This suggests that financial 

flexibility might be a missing link in capital structure decisions (DeAngelo and DeAngelo, 

2007), as it maintains access to low-cost external capital sources. In addition, cash reserves 

function as a way to preserve financial flexibility, regarding which Bates et al. (2009) 

demonstrate cash stockpiles of firms are currently extremely high. Gamba and Triantis (2008) 

argue that this financial flexibility allows firms to mitigate underinvestment problems when 

financing frictions occur, as well as to avoid the costs related to financial distress. In this 

setting, financial flexibility can take on a strategic role.  

Financing constraints hence cause financial flexibility to become an important issue. Financial 

flexibility could then function as a proxy for measuring the financing constraints a firm faces. 

Prior research has investigated the effect of financing constraints on investment decisions and 

performance. For instance, Fazzari et al. (1988) were among the first to explore the link 

between financial constraints and investment. The authors argue that the availability of 

finance will have an impact on investment decisions when the costs between internal and 

external financing differ. They use dividend behavior as a proxy for financing constraints, as 

dividend behavior is related to a firm’s retention policies. In case of high costs of external 

financing, firms should retain more of their internal funds, thereby having lower dividend 

payouts. If there is no cost disadvantage of external finance, this should not be the case. Based 

on this proxy for financial constraints, the authors demonstrate that financial factors affect 

investment. There appears to be a greater sensitivity of investment to cash flows in firms that 
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retain nearly all of their income. As a reaction to this paper, Kaplan and Zingales (1997) 

published an article on the same topic, and demonstrate that firms that are less financially 

constrained exhibit larger investment-cash flow sensitivities than firms that are more 

constrained. Hence, the authors argue that there is no useful evidence for the investment-cash 

flow sensitivity as a proxy for financial constraints. They do demonstrate that the optimal 

level of investment in a constrained situation is affected both by the amount of internal 

resources as well as the severity of the financing frictions. Moyen (2004) provides additional 

evidence on the effect of both measures of financing constraints on investment as used by 

Fazzari et al. (1988) and Kaplan and Zingales (1997), arguing that debt access causes the 

contradictory results. Hence, a broader proxy of financing constraints might provide better 

and more consistent results. Almeida et al. (2004) use a different proxy for financing 

constraints. The authors argue that financial constraints should be related to the firm’s 

tendency to accumulate cash out of cash inflows. Almeida et al. (2004) demonstrate that 

constrained firms have positive cash flow sensitivities of cash, whereas in unconstrained firms 

there is no systematic relationship. To summarize, previous literature investigates proxies of 

financing constraints, and finds a significant relationship between financing constraints and 

investments. However, this literature mainly focused on empirical proxies for financial 

constraints that measure the level, and not the value of financial flexibility.  

With cash as a primary source of financial flexibility, a large strand of literature has 

investigated cash reserves. The amount of cash holdings in firms is related to several factors, 

including growth opportunities, riskiness of cash flows, and limited access to capital markets 

(Opler et al., 1999). Bates et al. (2009) demonstrate that firms have doubled their cash-to-

asset ratios between 1980 and 2006, suggesting cash holdings and financial flexibility are 

increasing in importance. In addition, Duchin (2010) argues that cash has no benefit if the 

firm is not financially constrained and can easily access external capital without incurring 

excessive costs. Besides the levels of cash holdings, previous literature also addresses the 

value of cash. For instance, Faulkender and Wang (2006) investigate the marginal value of 

cash holdings. Firstly, the authors argue that the marginal value of cash is negatively 

dependent on the cash position of the firm. The larger the cash reserves, the more likely the 

firm is to distribute the funds to equity holders via dividends or share repurchases. However, 

due to dividend taxes the marginal value of one dollar will be reduced. In addition, 

Faulkender and Wang (2006) argue that firms that face greater financing constraints and have 

highly valuable investment opportunities should have higher marginal values of cash. These 
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high financial constraints are associated with higher transaction costs. Every dollar the firm 

has in cash would help to avoid incurring these high costs and would therefore be more 

valuable. The authors provide evidence that the marginal value of a dollar across the firms in 

the sample is $0.94. In addition, the cash reserves and leverage of a firm appear to 

significantly decrease the marginal value of cash. Lastly, firms that face financing constraints 

have a higher marginal value of cash, especially when facing valuable investment 

opportunities. Similarly, Pinkowitz and Williamson (2007) explore the marginal value of cash 

holdings. The authors suggest that the marginal value of one dollar can be higher than $1, as it 

allows firms to undertake valuable investment opportunities when they arise (Myers and 

Majluf, 1984). On the other hand, it is argued that holding cash is invaluable, as it provides 

management with the freedom to invest in value-decreasing projects (Jensen, 1986). As 

opposed to Faulkender and Wang (2006), Pinkowitz and Williamson (2007) find that the 

marginal value of cash is higher than one dollar across their sample, with an average of $1.20. 

Hence, the value of cash is an ambiguous topic.  

Related to investment decisions and M&As, Harford (1999) examines the effect of corporate 

cash reserves on acquisition decisions and performance. He finds that cash-rich firms are 

more likely to attempt acquisitions than other firms. However, these acquisitions tend to be 

value-decreasing. This is in alignment with the free cash flow hypothesis (Jensen, 1986). 

Mergers in which the bidder is cash-rich also tend to be followed by abnormal declines in 

operating performance. As Harford (1999) demonstrates cash-rich firms overinvest in 

acquisitions, Pinkowitz et al. (2013) investigate whether cash-rich firm in fact use cash in 

their offers. The authors find that cash-rich bidders are less likely to use cash. With this result, 

several explanations are investigated, such as agency issues, financial constraints, taxes, stock 

overvaluation, and capital structure (Pinkowitz et al., 2013). However, none appear to be 

clarifying the result, hence it is concluded that there is no clear link between cash reserves and 

cash as a method of payment.  

2.1 Value of financial flexibility 

More recently the focus shifted from the empirical proxies of financing constraints discussed 

above to measures of financial flexibility. Financial flexibility is considered to be the most 

important factor in financial decisions (Graham and Harvey, 2001). As opposed to proxies 

such as cash holdings, financial flexibility is a broader measure focusing not only on cash but 

also other sources of financial flexibility, including preserved debt capacity. Previous studies 
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indicate financial flexibility affects capital structure decisions (Rapp et al., 2014), as well as 

positively affects a firms future investment levels (de Jong et al., 2012). With financial 

flexibility affecting these areas, it could similarly have an effect on M&A performance. 

Therefore, this study will focus on investigating the effect financing constraints can have on 

bidder’s M&A performance, by using  financial flexibility as a proxy. Rather than the level, 

the value of financial flexibility will be used as this measure is forward-looking, market-

based, and not influenced by past financial decisions (Rapp et al., 2014). In this section the 

literature related to the value of financial flexibility will be discussed.  

The value of financial flexibility is a relatively new concept in the financing constraints 

literature. Gamba and Triantis (2008) investigate what determines the value of financial 

flexibility. The authors demonstrate that firms with high levels of financial flexibility are 

valued at a premium compared to firms with lower levels of financial flexibility. The value of 

the financial flexibility and hence the premium depends, however, on several factors. Firstly, 

growth opportunities impact the value of financial flexibility positively. Higher growth 

opportunities tend to increase the value of financial flexibility as it is positively related to 

unforeseen changes in cash flows. Therefore, financial flexibility is more valuable when the 

growth opportunities are high for the firm. Secondly, profitability is negatively related to the 

value of financial flexibility. This is because firms with higher profits are better able to rely 

on internally generated funds. The third factor the authors find to negatively influence the 

value of financial flexibility is the effective cost of holding cash. The cost of holding cash is 

determined by the level of personal and corporate taxes. If taxes at the corporate level are 

high, implying high effective cost of holding cash, it is more beneficial for shareholders to 

hold cash rather than the company. Furthermore, the costs of external financing are argued to 

significantly influence the value of financial flexibility. Based on theoretical arguments it is 

beforehand unclear what the direction of this relationship is. Higher costs of external 

financing could imply that the financing is more time-consuming and difficult, causing higher 

value of financial flexibility. On the other hand, it might be a sign of high agency problems 

caused by managerial expropriation, consistent with the free cash flow hypothesis (Jensen, 

1986). The results by Rapp et al. (2014), who test the model empirically, suggest the latter is 

the appropriate argument. Finally, reversibility of capital negatively influences the value of 

financial flexibility. Shareholders of firms that can easily sell their assets and with a low 

discount rate attribute less value to having financial flexibility (Gamba and Triantis, 2008). 
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Overall, these factors not only relate to the firm’s business model, but also to its external 

environment. 

Rapp et al. (2014) build on the research of Gamba and Triantis (2008) by investigating the 

impact of the value of financial flexibility on capital structure decisions. The authors 

hypothesize that firms with high value of financial flexibility pay lower dividends, as 

dividends reduce the ability to fund future investments with internal funds. As opposed to 

internal funds, external capital is more costly and therefore it can be important to build up 

financial slack (Myers and Majluf, 1984). Furthermore, the authors expect a positive relation 

between the value of financial flexibility and the likelihood of dividend omissions,  as the 

ability to fund investment internally might be valued more than sending positive signals to the 

public with stable dividend payouts. Thirdly, Rapp et al. (2014) hypothesize that firms with 

high value of financial flexibility prefer share repurchases over dividends, as they allow for 

more flexibility. In addition, they hypothesize that firms with high value of financial 

flexibility have lower leverage. This is based on the argument that financial flexibility may 

explain debt conservatism, as firms appear to have lower leverage levels than the dominant 

capital structure theories predict. This lower leverage allows them to conserve part of their 

debt capacity in case profitable investment opportunities arise. Lastly, firms with high value 

of financial flexibility are expected to accumulate more cash, as the benefit of mitigating the 

underinvestment problems is predicted to outweigh the potential costs of agency problems.  

Their results indicate that firms with higher value of financial flexibility prefer share 

repurchases over dividends and tend to pay lower dividends to their shareholders so as to 

preserve their financial flexibility. Overall, Rapp et al. (2014) demonstrate that high value of 

financial flexibility is associated with higher levels of cash holdings and lower leverage, 

implying higher preserved debt capacity. The question which arises is whether and how 

financial flexibility impacts strategic areas such as investments and, more specifically, 

M&As.  

M&A activity is a highly important part of business strategies nowadays. With the amount of 

M&A activity forecasted to grow (Weber et al., 2014), much research has focused on firm’s 

M&A decisions. For instance, many studies have investigated factors that affect bidder’s 

M&A performance. Factors found include acquirer’s experience, firm age, firm size, Tobin’s 

Q, management team characteristics, debt-to-equity ratio and leverage (e.g.  Golubov et al., 

2015). The next section will discuss this further by exploring the relationship between 

financial flexibility and bidder’s M&A performance. 
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2.2 Hypotheses development 

2.2.1. Value of financial flexibility and bidder’s M&A performance  

The direction of the relationship between the value of financial flexibility and bidder’s M&A 

performance is unclear in advance. On the one hand, it could be argued that there is a positive 

relationship between the value of financial flexibility and bidder’s M&A performance. It is 

found that firms with higher value of financial flexibility have easier and cheaper access to 

capital (Campello et al., 2011; Gamba and Triantis, 2008; Rapp et al., 2014). This allows 

firms with high value of financial flexibility to grasp profitable opportunities when they arise, 

and research similarly provides evidence that firms that have financial flexibility are more 

likely to engage in acquisitions (Harford, 1999). Furthermore, as with any investment 

decision, when the M&A’s net present value (NPV) exceeds zero it should be undertaken 

(Bao and Edmans, 2011). Higher value of financial flexibility is associated with lower cost of 

capital (Gamba and Triantis, 2008; Rapp et al., 2014), and bidders with lower cost of capital 

can realize higher NPVs for similar cash flows as constrained firms due to the application of a 

lower discount rate (Karampatsas et al., 2014). Hence, a firm with a high value of financial 

flexibility will be able to create more value with an M&A, which should be received 

positively by the markets as the NPV represents the wealth increase for the shareholders. 

Therefore, one could expect a positive relationship between the value of financial flexibility 

and bidder’s M&A performance.   

Having financial flexibility could thus benefit equity holders in imperfect capital markets by 

reducing the underinvestment problem. Yet, there are two theories that argue that the potential 

costs of the freedom that financial flexibility provides to managers outweigh its benefits. 

Hence, one could argue that the value of financial flexibility will have a negative effect on the 

bidder’s M&A performance. Firstly, the free cash flow hypothesis of Jensen (1986) can be 

applied. Agency theory states that diverging interests between managers and shareholders 

exist, resulting in the possibility that managers pursue value-destroying strategies when not 

monitored closely (Jensen and Meckling, 1976). Acquisitions are a primary way for managers 

to spend financial slack instead of paying it out (Jensen, 1986), nonetheless the free cash flow 

hypothesis implies that these managers tend to invest in negative NPV projects. This is a 

consequence of managerial interests differing from shareholders’ interests, where managers 

primary concern is reducing their personal undiversified risks, as well as increasing the scope 

of their authority. Cash-rich firms, hence firms with high values of financial flexibility (Rapp 
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et al., 2014), then have large potential to engage in value-decreasing acquisitions due to the 

lack of control provided by external capital markets. Similarly, preserved debt capacity, 

which is associated with higher value of financial flexibility (Rapp et al., 2014), leads to less 

external monitoring, leaving higher possibility of agency problems. Therefore, the financial 

flexibility that preserved debt capacity provides can be negative for the shareholders. To 

conclude, there could be a negative relationship between financial flexibility and M&A 

performance, as firms with high value of financial flexibility perform worse as the result of 

agency issues. Evidence on the free cash flow hypothesis is provided by, for instance, Lang et 

al. (1991) and Harford (1999). Similarly, Masulis et al. (2007) and Harford et al. (2012) 

provide evidence that entrenched managers pursue value-destroying M&As.   

In addition, the financing constraints hypothesis can be applied to predict a negative 

relationship between a firm’s financial flexibility and its M&A performance. When firms are 

constrained in their access to capital, this results in constrained investments, yet only the most 

value-enhancing projects will be chosen (Harford and Uysal, 2014). Previous research has 

demonstrated that firms that face more financial constraints in accessing external capital tend 

to be more selective in their acquisition choices (Uysal, 2011). This makes the investments of 

financially constrained firms more value-enhancing (Harford and Uysal, 2014). As firms that 

face financing constraints could have lower values of financial flexibility (Rapp et al., 2014), 

the latter might negatively affect M&A performance, as firms with low value of financial 

flexibility might perform better in M&As. Harford and Uysal (2014) use credit ratings as a 

proxy of financing constraints, and provide evidence on the described relationship. The 

authors demonstrate that the financing constraints hypothesis accurately describes the effect 

of financing constraints on investment performance.  

To summarize, both a positive and negative relationship between the value of financial 

flexibility and M&A performance can be expected. Based on the theories discussed above, the 

following hypothesis will be tested: 

Hypothesis 1: Bidder’s M&A performance is significantly influenced by its value of financial 

flexibility 

2.2.2. Cross-border effect 

Building on the theory described above, this study will additionally investigate whether the 

hypothesized influence of the value of financial flexibility on bidder’s M&A performance will 
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be smaller or larger for cross-border M&A. Previous literature on the relationship between 

financing constraints and investment decisions has mainly focused on domestic M&As. 

Including cross-border M&As will therefore increase understanding of the interdependence of 

financing constraints and bidder’s M&A performance. Before examining the cross-border 

effect, it is first examined whether cross-border M&As are value-creating or –destroying. 

In the perfect situation where international capital and takeover markets are perfectly 

integrated, there should not be any systematic differences in abnormal M&A returns to the 

bidder between cross-border and domestic M&As (Danbolt and Maciver, 2012; Harris and 

Ravenscraft, 1991). However, this assumption of perfect integration is highly unrealistic. 

Therefore, previous literature addresses the issue of whether a cross-border M&A are value-

creating or –destroying. Cross-border M&As are motivated by the same strategic 

considerations and benefits, including availability of new markets and scarce resources, as 

well as by the chance to enhance efficiencies or reduce political risk (Cooke, 1988). M&As 

allow for exploitation of markets by overcoming barriers to investment quicker than via other 

methods of foreign direct investment (Root, 1987). Hence, cross-border M&As can be of high 

strategic importance. Additionally, it can be expected that cross-border M&As are more 

value-creating than domestic M&As, as it allows for international diversification for 

investors, effectively leading to a reduction in investors’ risk by reducing correlation to the 

market (Caves, 1982). Furthermore, if diversifying internationally and accessing new markets 

is valuable, as evidenced by Doukas and Travlos (1988), it can be expected that bidders will 

perform better in cross-border M&As as opposed to domestic M&As. Overall, this suggests 

cross-border M&As may be creating more value compared to domestic M&As. 

However, it can be argued that the benefit from diversification is offset by several factors not 

present in domestic M&As. These include, for instance, that bidders might perform better 

when they have experience in the market (Aybar and Ficici, 2009), exchange rates that can 

affect the level of abnormal returns if exchange rate movements give foreign bidders an 

advantage in cost of capital (Froot and Stein, 1991), the level of accounting quality that can 

cause errors in valuation (Black et al., 2007), as well as managerial motives related to 

increasing the scope of their authority (Jensen and Meckling, 1976). As the large potential for 

agency problems caused by the managerial motives for cross-border M&As exists, the value 

of cross-border M&As could be lower. M&As are a primary way for managers to spend slack 

resources instead of paying it out (Jensen, 1986). However, this could imply they do not 

choose the most value-enhancing projects, especially since managers may benefit (e.g. due to 
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increased firm size and complexity) from a transaction when it does not create shareholder 

value (Harford and Li, 2007). Hence, where the potential for valuation errors and agency 

conflict are larger for cross-border transactions, it can be expected that cross-border bidders 

perform worse compared to domestic bidders (Danbolt and Maciver, 2012). Overall, this 

could lead to lower abnormal returns in cross-border M&As compared to domestic M&As. 

Evidence is also mixed on whether cross-border M&As are value-creating or –destroying 

(Shimizu et al., 2004), causing no consensus on whether cross-border bidders perform better 

or worse in comparison to domestic bidders. Datta and Puia (1995) demonstrate that cross-

border acquisitions are value-destructive for the bidder. However, there is also evidence from 

UK markets that suggests both bidder and target gain more in cross-border acquisitions than 

in comparable domestic ones (Danbolt and Maciver, 2012).  

To summarize, there appears to be an ambiguous relationship and both a value-creation or –

destruction can be expected for cross-border M&As compared to domestic M&As. Based on 

the theories discussed above, the following hypothesis will be tested: 

Hypothesis 2: There is a significant difference between bidder’s cross-border and domestic 

M&A performance. 

Regarding the relationship between financial flexibility and M&A performance, it can be 

argued that the cross-border effect significantly affects the aforementioned relation. One 

could argue multiple ways when examining the moderating cross-border effect on the 

hypothesized relationship between the value of financial flexibility and bidder’s M&A 

performance. Firstly, it is possible that the cross-border effect strengthens the relationship 

between the two variables. This is based on characteristics of firms that involve in 

international activities, as well as on the argument that cross-border M&As involve lower 

discount rates. Regarding the first argument, firms that involve in international activities, or 

more specifically multinational corporations (MNCs), have different levels of financial 

flexibility when compared to domestic bidders. For instance, Singh and Hodder (2000) argue 

that MNCs have higher financial flexibility, which stems from their ability to transfer income 

and taxes across their operating countries with different tax regimes. Important areas of 

financial flexibility additionally comprise the firm’s cash holdings and preserved debt 

capacity, where firms with higher cash holdings and preserved debt capacities have higher 

values of financial flexibility (Rapp et al., 2014). It can be argued that MNCs hold higher cash 

holdings and higher preserved debt capacities, causing the relationship between the variables 
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to increase. Higher cash holdings for MNCs can be caused by tax costs associated with the 

repatriation of cash, where the higher levels of cash abroad are not offset by lower domestic 

cash holdings (Foley et al., 2007). Furthermore, leverage levels are argued to be lower, 

leaving more preserved debt capacity. This is, for instance, based on the ownership, location 

and internalization (OLI) framework (Dunning, 1977). Based on this theory it can be argued 

that firms that internationalize have high intangible assets, allowing them to compete 

internationally. This high asset intangibility is accompanied by high levels of profitability and 

high growth potential for the firm, which results in low leverage (Burgman, 1996; Fatemi, 

1988). The high growth potential of these firms is associated with high future investment 

opportunities, which effectively leads to preserving debt capacity in fear of having to forego 

future investment opportunities (Myers, 1977). Hence, the higher overall financial flexibility 

associated with the cross-border effect can increase bidder’s M&A performance compared to 

performance in domestic M&As, as cross-border acquirers have financial characteristics that 

can enhance the relationship between the value of financial flexibility and M&A performance. 

Furthermore, access to global capital markets allows the firm to reduce its cost of capital 

(Stulz, 1999). Firms can seek this access via M&As, foreign direct investment, or other 

international activities. The reduction in cost of capital is caused by global diversification, 

effectively allowing for a reduction in the systematic risk of investors. This is the result of 

diversification, as local investors do not continue to solely bear the risks of the economic 

activities (Stulz, 1999). Hence, the required rate of return for investors is lower in 

international markets, which effectively decreases the cost of equity and hence the cost of 

capital. Global investment opportunities should therefore be evaluated using global cost of 

capital. Evidence on the negative relationship between the required rate of return of investors 

and the level of internationality is, for instance, provided by Hughes et al. (1975) and Fatemi 

(1984). The lower discount rate associated with the cross-border effect can then lead to higher 

bidder M&A performance compared to returns in domestic M&As. High values of financial 

flexibility are associated with lower discount rates in evaluating investment projects. As 

discussed above, the cross-border effect is accompanied by a reduction in the discount rate, 

leading to the higher returns compared to domestic M&As. Together with the first argument, 

that cross-border acquirers have the characteristics that enhance the effect of the value of 

financial flexibility, the cross-border effect can significantly positively influence the impact of 

the value of financial flexibility on bidder’s M&A performance.  
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On the other hand, one could expect that the cross-border effect will have a negative influence 

on the hypothesized relationship between the value of financial flexibility and bidder’s M&A 

performance. This is based on characteristics of firms that involve in international activities, 

as well as on the argument that cross-border M&As involve higher discount rates. Regarding 

the first argument, it can be argued that the relationship between the two variables is 

weakened as a consequence of MNCs having less overall financial flexibility due to lower 

cash reserves and spare debt capacity. International finance textbooks suggest that MNCs can 

have lower cash stockpiles, due to cash pooling (e.g. Eun and Resnick, 2001). Cash pooling 

allows for more efficient allocation of resources in the firm, which could potentially lead to 

lower overall levels of cash. However, no empirical evidence currently exists on this view. 

Regarding preserved debt capacity, firms that invest abroad usually involve larger acquirers 

(Moeller and Schlingemann, 2005). These large, established firms generate sufficient internal 

funds, thereby leaving little value in preservation of debt capacity due to lower investment 

opportunities and sufficient internal assets to fund these investment opportunities when they 

arise. Hence, the lower cash holdings and preserved debt capacity associated with the cross-

border effect can decrease bidder’s M&A performance compared to domestic M&As, as 

cross-border acquirers have the characteristics that diminish the effect of the value of financial 

flexibility on M&A performance.  

In addition, it could be argued that the systematic risk of firms will increase for cross-border 

investment opportunities. This is caused by the effect of exchange rate and political risk, 

agency problems, asymmetric information and managers’ self-fulfilling prophecies, which 

will increase the risks associated with cross-border investment, thereby leading to the use of 

higher discount rates for global investments (Reeb et al., 1998). Therefore, the cross-border 

effect can cause lower bidder returns compared to domestic M&As as the result of a higher 

discount rate, leading to lower NPVs and shareholder wealth. Together with the first 

argument, that cross-border acquirers have the characteristics that diminish the effect of the 

value of financial flexibility, the cross-border effect can negatively influence the impact of the 

value of financial flexibility on bidder’s M&A performance. 

To summarize, there could be a significant difference in the effect of the value of financial 

flexibility on bidder’s M&A performance between domestic en cross-border acquirers. Based 

on the above arguments, the following hypothesis will be tested: 
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Hypothesis 3: The cross-border effect has a significant moderating impact on the relationship 

between bidder’s value of financial flexibility and M&A performance 

2.2.3. Crisis effect  

During the global financial crisis of 2007-2009 external financing opportunities deteriorated. 

As the financial crisis provided an additional financial constraint for firms, it is interesting to 

research whether the crisis had a significant effect on the hypothesized cross-border effect on 

the relationship between the value of financial flexibility and M&A performance. Both a 

positive and a negative effect of the crisis on the moderation of the cross-border effect could 

be expected. 

The direction of the effect of the crisis on the cross-border effect is unclear. On the one hand, 

literature suggests that the negative supply of external financing to non-financial firms caused 

investments of firms to decrease, where the strength of this effect is influenced by the 

dependence of the firm on sources of external financing (Almeida et al., 2012; Duchin et al., 

2010). As Gamba and Triantis (2008) argue, firms with high values of financial flexibility are 

better able to overcome the negative effects of a financial crisis. In addition, Duchin et al. 

(2010) find evidence that is supportive of the aforementioned arguments, as the decline in 

investment is largest for firms that have low cash reserves and high debt levels. This is 

consistent with Campello et al. (2010), who demonstrate that constrained firms planned more 

cuts in investments compared to non-financially constrained firms.  

However, literature contrarily suggests that the demand caused by the loss of housing wealth 

(Mian and Sufi, 2010), a decrease in consumer credit, and the collapse of Lehman Brothers 

(Kahle and Stulz, 2013) caused a decrease in firm investments. Investments then decreased 

due to a loss in the value of investment opportunities, rather than as the result of constrained 

access to capital (Kahle and Stulz, 2013). The negative effects on investments caused by the 

financial crisis would therefore not depend on financial characteristics of the firm. For 

instance, Kahle and Stulz (2013) demonstrate that the decrease in investments of firms with 

no leverage and high levels of cash is higher than the decrease in investment of highly levered 

firms and similar to the decrease of firms that are highly dependent on banks. This implies 

that the value of financial flexibility did not or slightly negatively affected firm investments. 

The decrease in valuable opportunities, as argued by Kahle and Stulz (2013), could therefore 

lead to lower performance in general. In addition, Ang and Smedema (2011) demonstrate that 

financial flexibility can have a negative effect on M&A performance in a crisis situation.  
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Therefore, the cross-border effect could be significantly affected by the financial crisis. This 

effect operates via the characteristics of firms that engage in domestic and cross-border 

M&As respectively. Where either firms that engage in cross-border M&As have higher cash 

holdings and higher preserved debt capacities (Dunning, 1977; Foley et al., 2007; Myers, 

1977; Burgman, 1996) or lower financial flexibility (Moeller and Schlingemann, 2005; Park 

et al., 2013), the crisis can have a significant effect on the cross-border effect. As firms that 

have higher financial flexibility are better able to mitigate the negative effects of the financial 

crisis (Duchin et al., 2010; Gamba and Triantis, 2008), either domestic or cross-border 

bidders will be able to have even higher M&A performance during the financial crisis, 

dependent on the direction of the cross-border effect. However, as argued by Kahle and Stulz 

(2013), financially flexible firms do not necessarily perform better during a crisis, and can 

even perform worse (Ang and Smedema, 2011) causing performance differences between 

domestic and cross-border bidders. This effect is, again, dependent on the direction of the 

cross-border effect and either domestic or cross-border bidders will have worse performance. 

Hence, where the cross-border effect is expected to significantly affect the relationship 

between the value of financial flexibility and bidder’s M&A performance, the crisis could 

influence this by either strengthening or weakening the effect. To summarize, the third 

hypothesis to be tested can be formulated as: 

Hypothesis 4: The financial crisis has a significant moderating effect between the interaction 

of the cross-border effect and the relationship involving bidder’s value of financial flexibility 

and M&A performance 

3. DATA AND METHODOLOGY 

To test the hypotheses several steps need to be taken. First, the sample is determined. To 

collect data on M&As and firm characteristics Standard and Poor (S&P)’s CapitalIQ is used. 

Firms in developed Europe and in the U.S. that engaged in an M&A are included in the 

sample. These deals need to be closed and the bidder needs to seek more than 50% ownership 

of the target. The sample contains data from the years 2005-2012, which allows to test for the 

effect of the financial crisis. The firms additionally need to be listed on the stock exchange to 

examine the effect of the announcement of an M&A on bidder’s stock performance. 

Moreover, monthly stock data must be available for all years, as well as (-2,+2) days 

surrounding the announcement. Financial firms are excluded from the sample, and firms with 

missing data are deleted. Finally, a minimum deal value of €10 million is applied. This leaves 
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TABLE 1 

Overview of deals included in the analyses, based on bidder’s country and announcement year 

a sample of 1,853 unique firms with 14,477 firm-year observations, which is used to estimate 

the value of financial flexibility. These firms engaged in a total of 3,882 deals over the years, 

which is applied as a sample for testing the effect of the value of financial flexibility on 

bidder’s M&A performance. To get all values of the variables in Euros, the variables are 

converted using the historical exchange rates of the currencies. All continuous variables are 

winsorized at the top 95% and bottom 5% levels to eliminate outliers. Table 1 provides an 

overview of the countries and years of the deals. 

Number of M&As: country and year 

Bidder country 2005 2006 2007 2008 2009 2010 2011 2012 Total 

Belgium 7 10 6 10 2 3 3 2 43 

Denmark  4       4 

Finland 1 16  1     18 

France 32 35 33 33 21 32 37 21 244 

Germany 1 13 3  1 1 2  21 

Greece  2 6 2 3 1 2  16 

Ireland 13 8 18 18 4 3 20 9 93 

Italy 4 30       34 

Luxemburg 3 2 2 7 1  2 1 18 

Netherlands 13 26 14 13 11 12 22 7 118 

Norway  6       6 

Portugal 1 4 4 1    1 11 

Spain 1 17  1    12 31 

Sweden  17 1 1     19 

Switzerland 3 21 2 2 2 2  7 32 

United Kingdom 96 115 140 86   5  33 475 

United States 394 431 459 367 267 4 509 268 2699 

Total 569 757 688 542 312 58 602 354 3882 

 

After identifying the sample, a similar approach as used by Rapp et al. (2014) is applied to 

determine the value of financial flexibility, which is based on the determinants of financial 

flexibility as found by Gamba and Triantis (2008). These determinants are the costs of 

external financing, effective cost of holding cash, growth opportunities, profitability and 

capital reversibility. Growth opportunities is measured using the sales growth rate, and 

profitability is captured by dividing the change in earnings by lagged market value of equity.  
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TABLE 2 

Overview of calculated variables included in the analyses 
 

Deal or company characteristic Description 

CAR (market-adjusted) Cumulative abnormal return for event windows (-1,+1) and (-

2.+2). M&A performance of the bidder surrounding M&A 

announcement 

Cash deal Dummy variables that takes value 1 when the deal was paid in 

full with cash, otherwise 0 

Cash flow Income before extraordinary items and depreciation, but after 

dividends (Rapp et al., 2014) 

Crisis Dummy variables that takes value 1 when the M&A was 

announced in a crisis year (2007-2009), otherwise 0. Serves as 

a restriction for estimation of models 

Cross-border Dummy variables that takes value 1 when the bidder and target 

are located in different countries, otherwise 0 

Earnings Income before extraordinary items, plus interest and deferred 

taxes (Rapp et al., 2014) 

          Cumulative excess return the firm earned over a year compared 

to the (primary) country’s market index. Based on monthly 

returns  

Market Leverage Sum of long-term and short-term debt to the sum of long-term 

and short-term debt, as well as the market value of equity 

(Rapp et al., 2014) 

Market value of equity Shares outstanding times the share price 

Net Assets Total assets less cash holdings (Rapp et al., 2014) 

Net Financing Equity issuance less repurchases plus debt issuance less debt 

redemption (Rapp et al., 2014) 

Relative size The transaction value divided by the market value of equity of 

the bidder (Gonenc et al., 2013) 

R&D R&D expenses of the firm, set to 0 if missing 

Growth rate Calculated as the changes in sales over the sales of the prior 

year 

Same industry Dummy variables that takes value 1 when bidder and target 

operate in the same industry based on the first two digits from 

the SIC code (Gonenc et al., 2013) 

Spread Average bid-ask spread of all trades for the firm on every third 

Wednesday of the month during the year (Rapp et al., 2014) 

Stock deal Dummy variables that takes value 1 when the deal was paid in 

full with stock, otherwise 0 

Tangibility Ratio of plant, property and equipment to total assets 

Tax  The ratio of corporate tax (effective tax rate) to the individual 

tax rate of the average household (Rapp et al., 2014) 

Tobin’s Q Sum of total assets and market capitalization minus the book 

value of common equity, deflated by total assets (Rapp et al., 

2014) 

u cash Unexpected changes in cash. Changes in cash holdings of the 

firm that were not expected. Estimated using the approach of 

Almeida et al. (2004) 

Value of financial flexibility (VOFF) Calculated based on unexpected changes in cash, growth rate, 

changes in earnings, tax, spread and tangibility. Based on the 

approach of Rapp et al. (2014) 

 

Earnings is defined as the income before extraordinary items, plus interest and deferred taxes. 

Changes rather than absolute earnings levels are applied, as this captures inter-temporary 

disparities in the operating health of firms (Rapp et al., 2014). In addition, the effective cost of 
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holding cash are measured by taking the effective tax rate at the corporate level and dividing 

this by the income tax rate at the individual level
1
:                       . The tax rate at 

the individual level is determined by the average income household tax rate, as found via BMI 

Research. In addition, the costs of external financing are captured using the bid-ask spread of 

the firm’s stock. Finally, capital reversibility is measured with the ratio of total property, plant 

and equipment to total assets. Descriptions of the calculated variables are also provided in 

table 2.  

In order to calculate the value of financial flexibility, the relative weights of the five 

aforementioned variables need to be determined. To derive at these weights, capital market 

reactions to changes in firm’s cash holdings are analyzed, as cash holdings are the most 

flexible source of financial flexibility (Rapp et al., 2014). The capital market reactions on 

changes in cash holdings depend on the extent to which shareholders value financial 

flexibility. Where part of the changes in cash holdings can be predicted by cash flows and 

investment opportunities in constrained situations (Almeida et al., 2004), there are unexpected 

changes in cash that remain. Since the dependent variable used in the next step to determine 

the coefficients of the value of financial flexibility reflects unexpected changes in market 

values, unexpected changes in cash are needed as an independent variable and for the 

interaction terms. To estimate these unexpected changes in cash, an approach proposed by 

Almeida et al. (2004) is applied. 

                 

           

            
           

              

           

                                      

In this equation, Tobin’s Q is calculated as the sum of total assets and market value of equity 

minus book value of equity over total assets. Cash flow is the income before extraordinary 

items and depreciation, but after dividends. Finally, the calculation of the natural logarithm of 

assets is in € million. The residuals of the estimation are saved and used as the unexpected 

changes in cash.  

Next, the annual excess returns of the firms are calculated relative to their benchmark 

portfolio (Rapp et al., 2014), which in this case are the local market index returns
2
. Similar as 

in Faulkender and Wang (2006), the annual excess returns are calculated by subtracting the 

                                                           
1
 Rather than the tax rate of the median household as used in Rapp et al. (2014), the tax rate of the average 

household is used due to limitations in data availability. 
2
 Due to limitations in data availability the benchmark portfolio returns of Fama and French (1993) could not be 

applied. Therefore, instead of benchmark returns, local market returns are used to calculate excess returns. 
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annual return of the benchmark portfolio from a firm’s annual return, based on monthly 

returns. Thereafter, the annual excess returns of the firm are regressed on the unexpected 

changes in cash holdings, the five determinants of value of financial flexibility, the interaction 

terms of the two aforementioned variables, and several control variables. This is presented in 

equation 2.  

               

         

           

                    

            
           

                     

                                    
         

           

    

            
           

 
         

           

           
         

           

              
         

           

                   
         

           

    

         

           

    

              
           

    

       

           

    

            
           

    

             
           

                          

                

           

                             

In equation 2, u      reflects the unexpected change in cash as estimated with equation 1. 

Furthermore, equity represents the market value of equity of the firm. Definitions and 

calculations of the five determinants of the value of financial flexibility are already provided, 

and for a summary I refer to table 2. Cash refers to the cash holdings of the firm, and net 

assets is defined as total assets minus cash and cash equivalents. R&D expenses are research 

and development expenses and are set to 0 if missing. Interest refers to the interest expenses 

and dividends to common dividends of the firm. Additionally, market leverage is calculated 

as the ratio of the sum of long-term and short-term debt to the sum of long-term debt, short-

term debt, and the market value of equity (Rapp et al., 2014). Finally, net financing is defined 

as the equity issuance minus repurchases plus debt issuance less debt redemption (Rapp et al., 

2014).  

After determining the weights of the variables, the value of financial flexibility is calculated. 

The estimated coefficients of the variables in determining the value of financial flexibility are 

the coefficients of the corresponding interaction terms with the unexpected change in cash in 

equation 2. Additionally, the constant in equation 3 is the coefficient of unexpected changes 

in cash from equation 2.  
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After establishing the value of financial flexibility, M&A performance is determined. In this 

paper, abnormal returns will be calculated by subtracting the return of the market from the 

firm’s return, where after the cumulative abnormal returns (CARs) are calculated. Two well-

known methods for calculating abnormal returns are available: the market-adjusted abnormal 

returns model and the market model (Brown and Warner, 1985; MacKinlay, 1997). For this 

purpose the market-adjusted abnormal returns model is applied, which can be presented as: 

                                                                                                                                                                             

Where       is the market-adjusted abnormal return at time t of stock i,      is i’s stock return 

at time t, and      is the return on the local market index at time t. Returns on the local market 

indexes are collected via Thomson ONE Banker. With the application of the market-adjusted 

abnormal returns model, M&As of bidders that acquire multiple targets can be included 

without causing endogeneity problems. Much prior research has applied the market-adjusted 

model in M&A studies (e.g. Fuller et al., 2002; Gonenc et al., 2013). Furthermore, cumulative 

abnormal returns are calculated over 3 or 5 days surrounding the announcement, consistent 

with previous research (e.g. Gonenc et al., 2013; Uysal, 2011). To arrive at the cumulative 

abnormal returns, the following formula is applied:  

                   
  
    

                                                          (5) 

Where (t1,t2) is (-2,+2) or (-1,+1) days surrounding the announcement of an M&A, and       is 

determined as defined in equation 4.  

Once the value of financial flexibility and the CARs of the firms are known, the value of 

financial flexibility is regressed on the CARs in order to test hypothesis one. To test the 

second and third hypothesis a dummy variable is introduced to capture the cross-border effect, 

which takes the value 0 when it is a domestic M&A, and takes value 1 when the bidder and 

target are from located in different countries. Both its stand-alone impact and moderating 

effect are tested. To test for the effect of the crisis, the model will be estimated using the full 

sample, and for two subsamples based on whether the deals are announced during the crisis 

years (2007-2009) or not. This leads to the following regression model:  

                                                                                

Based on prior research several control variables will be included, which are all found to 

influence bidder’s gains from an M&A. Firstly, there is a control for firm size, as previous 
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research finds a size effect in M&A returns (Moeller et al., 2004). Firm size is captured using 

the natural logarithm of sales (Uysal, 2011). Moreover, a control for market leverage is 

included, since market leverage is positively associated with bidder’s performance (Uysal, 

2011). Market leverage is measured as book debt divided by the market value of the firm 

(Uysal, 2011; Rapp et al., 2014). Additionally, a control is used for performance of the 

acquirer, as a firm’s previous performance has an effect on its current performance (Yermack, 

1996). Consistent with Uysal (2011), performance is measured as the ratio of earnings before 

interest, taxes, depreciation, and amortization (EBITDA) to total assets. Lastly, a control 

variable for Tobin’s Q is included, to capture the effect that firms with high ratios of Tobin’s 

Q are more likely to have valuable investment opportunities (Lang et al., 1989). Hence, 

M&As by firms with high Tobin’s Q are more likely to have positive NPVs and thereby 

contribute positively to the value for their shareholders. However, there is also evidence that 

suggest the opposite is true (Moeller and Schlingemann, 2005). Not only firm characteristics 

are controlled for, as several variables are also included to control for deal characteristics. 

These are the relative deal value, whether bidder and target are in the same industry, and the 

method of payment. Deal value positively affects bidder’s gains in an M&A (Asquith et al., 

1983). Additionally, whether the target is in the same in industry or not can affect value 

(Denis et al., 2002; Moeller and Schlingemann, 2005). Moreover, two dummy variables for 

the method of payment are introduced as control variables, as prior research demonstrates that 

stock deals perform worse compared to cash deals (Travlos, 1987). Finally, year and industry 

dummies are included. 

4. RESULTS 

The first step in the analysis, as mentioned above, is to determine the unexpected changes in 

cash. In table 3 summary statistics of the variables included to estimate the unexpected 

change in the level of cash are presented. Both the change in cash and cash flow are deflated 

by the market value of equity of the firm. Changes in cash are 1.4% of the lagged market 

value of equity for an average firm. Standard deviation in the change in cash is quite large 

(StDev: 0.2), implying large variation in the variable. A similar conclusion can be drawn 

when looking at the minimum and maximum values. Additionally, the cash flows of the firm 

also vary largely within the sample (StDev: 0.3), and the average firm has cash flows of 3.9% 

of its lagged market value of equity. The average firm has a Tobin’s Q of 1.8 and a logarithm 

of assets of 6.7. Finally, no high correlations between the independent variables are found. 
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TABLE 3 

Summary statistics of the variables used in the regression to estimate unexpected changes in cash.  Cash represents the 

change in cash. Tobin’s Q is the sum of total assets and market capitalization less the book value of equity over total assets. 

Cash flow represents income before extraordinary items and depreciation, but after dividends. LnAssets is the logarithm of 

total assets in € million. Equity refers to the market value of equity. 

TABLE 4 

Unexpected change in cash estimation. This table 

presents the results of the regression to estimate 

unexpected changes in cash, consistent with Almeida et 

al (2004) and Faulkender and Wang (2006). The 

dependent variable is  Casht/Equityt-1, representing the 

change in cash. Equity is defined as the market value of 

equity. Tobin’s Q is the sum of total assets and market 

capitalization less the book value of equity over total 

assets. Cash flow represents income before extraordinary 

items and depreciation, but after dividends. LnAssets is 

the logarithm of total assets in € million. White 

heteroscedasticity-consistent errors are clustered at the 

firm level and are presented in parentheses. An 

unbalanced panel dataset of 1,853 firms is used over the 

8-year period. The symbols ***, **, * denote statistical 

significance at the 1%, 5%, and 10% levels, respectively.   

 

 

 

Table 4 presents the results from the 

regression to predict the change in cash, as 

presented in equation 1. Both the size and 

the cash flow of the firm appear to be 

significant predictors of changes in cash 

holdings, where the former has a negative 

effect and the latter a positive effect. 

Regarding the cash flows of a firm, it is 

predicted that an increase in cash flow 

should lead to higher levels of liquid assets 

in constrained situations (Almeida et al., 

2004). The results are consistent with this 

theoretical prediction, and suggest that the 

larger the cash flow of the firm, the larger 

the accumulation of cash. Moreover, 

Almeida et al. (2004) include size as a 

control variable, based on standard 

arguments of economies of scale in cash 

management. Results are consistent with the 

theoretical prediction. Finally, a firm’s cash 

holdings are predicted to be positively 

influenced by valuable growth opportunities. The coefficient is negative in this model, 

implying higher growth opportunities will negatively affect the firm’s cash policy, yet it is 

Variables       

Panel A: descriptive statistics N Mean Median StDev Maximum Minimum 

  Cashi,t / Equityi,t-1 14,477 0.0140 0.0025 0.2385 18.1383 -4.4546 

Cash flowi,t-1 /  Equityi,t-1 14,477 0.0388 0.0596 0.3171 14.9195 -2.1814 

LnAssetsi,t-1 14,477 6.7461 6.7592 1.8967 10.1681 3.1825 

Tobin’s Qi,t-1 14,477 1.7601 1.3734 0.7379 3.7347 0.7908 

Panel B: correlations   Cashi,t  Cash flowi,t-1 LnAssetsi,t-1 Tobin’s Qi,t-1 

  Casht /  Equityi,t-1 1    

Cash flowt-1 /  Equityi,t-1 0.2491 1   

LnAssetsi,t-1 -0.0220 0.0 1  

Tobin’s Qi,t-1 -0.0101 0.1936 0.4087 1 

 Cashi,t/ Equityi,t-1 

Constant 0.0893***  

(0.0143) 

Tobin’s Qi,t-1 -0.0001  

(0.0001) 

Cash Flowi,t-1/  Equityi,t-1 0.1985***  

(0.0062) 

LnAssetsi,t-1 -0.0088***          

(0.0011) 

  

Year dummies Yes 

Industry dummies Yes 

Adjusted R
2 

0.0690 

N 14,477 
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insignificant. As mentioned by Almeida et al. (2004), it is likely that this variable provides 

less useful information about the effect of financial constraints on cash policies. The residuals 

from this regression present the unexpected changes in cash. These are necessary for the 

estimation of the value of financial flexibility, and therefore the residuals are saved. 

To determine the value of financial flexibility of the firm, a second regression estimates the 

effect of unexpected changes in cash, the predictors of financial flexibility, their interactions, 

and control variables on the excess return of the firm, as shown in equation 2. The summary 

statistics and the correlation matrix of the variables included in the regression are presented in 

table 5.  

From the summary statistics we see that the average firm in the sample underperformed the 

market by 3.2% per year. Based on minimum and maximum values, as well as on the standard 

deviation, it can be concluded that there is a large variety in the variable in the sample. There 

are firms in the sample that outperformed and underperformed the market by 59.9% and -

59.9%, respectively. Another finding is that the median firm did not change its payout of 

dividends, interest or R&D expenses. It could suggest that the median firm does not have any 

dividend payouts or R&D expenses at all, and the median firm had similar interest payments 

over the years. Average changes in earnings of a firm in the sample are approximately 1.7% 

of its lagged market value of equity. Yet, standard deviation is very high implying large 

diversity in changes in earnings across the sample, which can also be seen from the maximum 

and minimum values. Changes in net assets constitute on average 19.4% of the lagged market 

value of equity of a firm, whereas the median lies at 7.7%. Market leverage is on average 

23.8%, yet there are firms that are almost completely levered or have no leverage at all. 

Additionally, an average firm issued 3.3% of new financing of its market value of equity in 

the prior year. Furthermore, the average firm had a sales growth rate of 12.3%. The maximum 

and minimum values demonstrate there are firms in the sample that grew rapidly with sales 

growth of 73.3%, but that there are also firms that had a decline in sales of 27.1%. 

Additionally, whereas the average firm has tangible assets of 20.3% of total assets, there are 

firms in the sample for which this is 99.7% or 0%, thereby showing large diversity. The bid-

ask spread of the average firm is -2.8% in the sample (median -1.7%), and the average and 

median corporation paid more in taxes than individuals of that country did. The correlation 

matrix demonstrates that there are no high correlations between the independent variables.  
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TABLE 5 

Summary statistics of variables in the regression to determine the coefficients for the value of financial flexibility.           represents the excess stock return of the firm.   Cash are 

the unexpected changes in cash. Growth rate is the sales growth rate of the firm, and earnings is defined as income before extraordinary items plus interest and deferred taxes. Tax is 

the effective tax rate of the firm over the income tax rate of the average household. Spread is the average bid-ask spread, calculated as the average of trades from every third 

Wednesday of the month in a year. Tangibility is the ratio of property, plant and equipment to total assets. Cash represents cash and cash equivalents in the firm, and net assets is 

calculated as total assets minus cash. R&D are research and development expenses, which are set to 0 when missing. Interest is the interest expense and dividends are the common 

dividends. Market leverage is calculated as the sum of long-term and short-term debt over the market value of the firm. Net financing is the net equity issuance plus net debt issuance. 

 

Variables       

Panel A: descriptive statistics N Mean Median StDev Maximum Minimum 

          14,477 -0.0322 -0.0317 0.3037 0.5988 -0.5988 

  Cashi,t / Equityi,t-1 14,477 0.0001 -0.0078 0.2302 15.1690 -4.3329 

Tangibilityi,t 14,477 0.2029 0.1300 0.2149 0.9770 0.0000 

 Earningsi,t / Equityi,t-1 14,477 0.0172 0.0000 0.4031 13.7647 -8.5766 

Growth ratei,t 14,477 0.1227 0.0828 0.2402 0.7336 -0.2709 

Spreadi,t 14,477 -0.0277 -0.0167 0.0831 0.1763 -0.2500 

Taxi,t 14,477 4.4505 1.8743 8.4639 32.5537 -1.1892 

 Interesti,t / Equityi,t-1 14,477 0.0013 0.0000 0.0448 1.8840 -1.1634 

 Net Assetsi,t / Equityi,t-1 14,477 0.1939 0.0767 1.3081 82.3893 -18.3000 

 R&Di,t / Equityi,t-1 14,477 0.0111 0.0000 0.1195 4.8924 -1.0058 

Market Leveragei,t 14,477 0.2384 0.1502 0.2750 0.9996 0.0000 

Net financingi,t / Equityi,t-1 14,477 0.0325 0.0015 0.4771 22.0406 -12.7754 

Casht i,t-1 / Equityi,t-1 14,477 0.1391 0.0742 0.3915 14.3155 0.0003 

 Dividendsi,t / Equityi,t-1 14,477 -0.0004 0.0000 0.0318 1.1925 -1.3277 

Panel B: correlations           u  ash Tang   arn Growth                          ML NF Cash      

          1              

  Cashi,t / Equityi,t-1 0.054 1             

Tangibilityi,t 0.025 -0.027 1            

 Earningsi,t / Equityi,t-1 0.047 0.072 0.009 1           

Growth ratei,t 0.149 -0.047 0.038 0.006 1          

Spreadi,t 0.023 0.007 -0.197 -0.009 -0.017 1         

Taxi,t -0.009 -0.014 -0.259 -0.002 -0.009 0.496 1        

 Interesti,t / Equityi,t-1 -0.043 0.106 0.022 -0.166 0.043 -0.006 -0.011 1       

 Net Assetsi,t / Equityi,t-1 0.034 0.049 -0.051 -0.088 0.129 0.181 0.193 -0.063 1      

 R&Di,t / Equityi,t-1 -0.021 0.079 -0.084 -0.109 0.099 0.161 0.156 -0.006 0.189 1     

Market Leveragei,t -0.158 -0.005 0.219 0.032 -0.093 0.004 -0.013 0.039 -0.018 -0.055 1    

Net financingi,t / Equityi,t-1 -0.007 0.352 0.034 -0.112 0.132 0.009 0.004 -0.049 0.324 0.316 0.025 1   

Casht i,t-1 / Equityi,t-1 -0.003 -0.187 -0.035 0.061 -0.082 -0.018 -0.034 0.054 0.111 0.027 0.112 -0.135 1  

 Dividendsi,t / Equityi,t-1 0.007 -0.129 -0.012 -0.115 0.071 0.037 0.018 0.025 0.142 -0.006 -0.039 -0.049 -0.090 1 



 
 

28 
 

With the variables described in table 5 the second equation is estimated. The results from the 

regressions to predict the coefficients for the value of financial flexibility are presented in 

table 6.  

Unexpected changes in cash are significantly positively affecting the excess returns of a firm, 

implying the market positively values increases in cash holdings that were not predicted. This 

finding is consistent with the results of Rapp et al. (2014). Additionally, sales growth rates 

and changes in earnings both positively affect the excess return of the firm. This implies that 

shareholders value growth, as well as increases in earnings, which seems intuitive and is 

consistent with prior research (Rapp et al., 2014). In addition, taxes appear to positively affect 

the level of excess returns of the firm. The bid-ask spread has a significant positive effect on 

excess returns. With bid-ask spreads as a proxy for the cost of external capital, markets 

receive increases in cost of capital positively, which appears inconsistent with the agency 

perspective that high cost of external capital can reflect agency problems (Jensen, 1986). 

Finally, tangibility has a significant positive effect on excess returns, consistent with the 

findings of Rapp et al. (2014).  

In model 2 the variables of interest are estimated. The interaction term of sales growth and 

unexpected changes in cash is positive, consistent with Rapp et al. (2014), but insignificant. 

Theoretical predictions state that growth opportunities positively affect the value of financial 

flexibility, as growth opportunities are correlated to unforeseen shocks in cash flows (Gamba 

and Triantis, 2008). The interaction term involving changes in earnings is positive and 

significant. This is not in alignment with the theoretical predictions of Gamba and Triantis 

(2008), who argue that firms with higher earnings should have lower value of financial 

flexibility as they can better rely on internally generated cash. Additionally, Gamba and 

Triantis (2008) predict that higher cost of holding cash will decrease the value of financial 

flexibility. The interaction term associated with the coefficient for the effective cost of 

holding cash (tax) is insignificant in the model. However, the bid-ask spread has a significant 

negative effect on the value of financial flexibility. This is consistent with the agency theory 

(Jensen, 1986), where the high cost of external capital may be caused by the fear of 

managerial expropriation. Hence, a lower value will be attached to the financial slack in the 

firm (Rapp et al., 2014). Finally, the interaction term concerning asset tangibility is 

significantly negative. This is, however, inconsistent with Gamba and Triantis (2008), who 

argue that for firms that are able to sell their assets quickly less value should be attributed to 

financial flexibility.  
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 [1] [2] 

Constant 0.0202  

 (0.0157) 

0.0202 

(0.0157) 

  Cashi,t / Equityi,t-1 0.0893***  

(0.0117) 

0.1358*** 

(0.0178) 

Growth ratei,t 0.1752***  

(0.1109) 

0.1747*** 

(0.0111) 

 Earningsi,t/ Equityi,t-1 0.0193*** 

(0.0063) 

0.0158** 

(0.0065) 

Taxi,t 0.0019***  

(0.0005) 

0.0019*** 

(0.0005) 

Spreadi,t 0.2606***  

(0.0369) 

0.2614*** 

(0.0369) 

Tangibilityi,t 0.0647*** 

(0.0005) 

0.0601*** 

(0.0125) 

Growth ratei,t *   Cashi,t  0.0447 

(0.0364) 

 Earningsi,t / Equityi,t-1*   Cashi,t  0.0149** 

(0.0062) 

Taxi,t *   Cashi,t  0.0030 

(0.0019) 

Spreadi,t *   Cashi,t  -0.3923** 

(0.1609) 

Tangibilityi,t *   Cashi,t  -0.2932*** 

(0.0593) 

Cashi,t-1 / Equityi,t-1 0.0185*** 

(0.0067) 

0.0222*** 

(0.0068) 

  et assetsi,t / Equityi,t-1 0.0063*** 

(0.0021) 

0.0077*** 

(0.0022) 

 R&Di,t / Equityi,t-1 -0.0891*** 

(0.0224) 

-0.1061*** 

(0.0231) 

 Interesti,t / Equityi,t-1 -0.2805***  

(0. 0560)) 

-0.2404*** 

(0.0565) 

  ividendsi,t / Equityi,t-1 0.1309* 

(0.0799) 

0.0457 

(0.0831) 

Market leveragei,t -0.1807*** 

(0.0093) 

-0.1824*** 

(0.0093) 

Net financingi,t / Equityi,t-1 -0.0169*** 

(0.0062) 

-0.0101 

(0.0065) 

   

Dummy variables included   

Year dummies Yes Yes 

Industry dummies Yes Yes 

Adjusted R2 0.0843 0.0865 

N 14,477 14,477 

TABLE 6 

This table presents the results of the estimation of the coefficients of the value of financial flexibility, consistent with Rapp 

et al. (2014). The dependent variable is           representing the excess stock return of the firm in a year.   Cashi,t are 

the unexpected changes in cash. Growth rate is the sales growth rate of the firm, and earnings is defined as income before 

extraordinary items plus interest and deferred taxes. Tax is the effective tax rate of the firm over the income tax rate of the 

average household in the firm’s primary country. Spread is the average bid-ask spread, which is calculated as the average of 

trades for the firm from every third Wednesday of the month over a year. Tangibility is the ratio of property, plant and 

equipment over the total assets of the firm. Cash represents the cash and cash equivalents in the firm, and net assets is 

calculated as total assets minus cash. R&D are research and development expenses, which are set to 0 when missing.  

Interest is the interest expense and dividends are the common dividends. Market leverage is calculated as the sum of long-

term and short-term debt over the market value of the firm. Finally, net financing is the total net equity issuance plus net 

debt issuance. White heteroscedasticity-consistent standard errors are clustered at the firm level and are presented in 

parentheses. An unbalanced panel dataset of 1,853 firms is used over the 8-year period. The symbols ***, **, * denote 

statistical significance at the 1%, 5%, and 10% levels, respectively.  
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Regarding the control variables higher cash balances increase the excess returns of a firm, 

consistent with the results by Rapp et al. (2014) and Faulkender and Wang (2006). Changes in 

net assets positively affect excess returns, which implies the market generally perceives new 

investments positively. Changes in R&D and interest expenses are both significant in 

predicting excess returns, where both have a negative effect on the dependent variable. This is 

consistent with the findings of Rapp et al. (2014), yet R&D expenses are insignificant in their 

model. Moreover, changes in dividends have a positive effect on excess returns, and is 

significant only in model 1. This positive effect is in alignment with the dividends effect as 

found by, for instance, Dhillon and Johnson (1994). Additionally, higher market leverage 

leads to lower excess returns, which is consistent with the empirical results from Faulkender 

and Wang (2006) and Rapp et al. (2014). Finally, net financing has a significant negative 

effect on firm returns in one of the models.  

With the coefficients determined, the value of financial flexibility can be estimated for the 

firms in the sample. This allows for the testing of the hypotheses. In table 7 the summary 

statistics of the variables used in the regression to test for the effect of the value of financial 

flexibility are presented. From the summary statistics it can be seen that the average deal had 

CAR(-1,+1) of 0.8%. Furthermore, CAR(-2,+2) has an average that is slightly higher with 

0.9%. This suggests the average deal was received positively by the market on its 

announcement. However, the minimum and maximum values demonstrate large variety in the 

sample in announcement returns, which can be very positive or negative. Additionally, the 

average value of financial flexibility in the sample is 0.10. From the average and median 

values of the cross-border dummy we can conclude that more firms in the sample announced 

a domestic M&A as opposed to a cross-border M&A. Similarly, the mean and median value 

of the dummy variable on industry relatedness suggests more firms announced an M&A 

within their industry. Deals were on average 12.3% of the market value of equity from the 

bidder, whereas the median lies only at 3.8%. Yet, the maximum value suggests there are 

relatively large deals in the sample that are 75.4% of the market value of equity from the 

bidder. Moreover, most deals were paid for in full with cash, rather than equity. Finally, from 

panel B in table 7 it can be concluded that no high correlations between the independent 

variables are present.   

To test the effect of the value of financial flexibility and the cross-border effect, equation 6 is 

first ran for the full sample. Table 8 presents the results of the estimated models. 
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TABLE 7 

Summary statistics of variables in the regression to determine effect of the value of financial flexibility on bidder’s M&A performance. CAR(-1,+1) and CAR(-2,+2) are cumulative 

abnormal returns. VOFF represents the value of financial flexibility. Cross-border is a dummy variable that takes value 1 when the bidder and target are from different countries, and is 0 

otherwise. LnSales is a proxy for firm size and is measured as the logarithm of total sales. Market leverage is defined as the sum of short-term and long-term debt over the market value of 

the firm. EBITDA/TA measures profitability and is calculated as the earnings before interest, taxes, depreciation and amortization over total assets. Tobin’s Q is the sum of total assets and 

market capitalization less the book value of equity over total assets. Relative size is measured as the transaction value over the market value of the bidder. Same industry is a dummy 

variable that takes value 1 when bidder and target are operating in the same industry based on the first two digits of the industry code, and is 0 otherwise. Lastly, cash and stock deal are 

dummy variables that take value 1 when the deal was paid for in full with cash or stock, respectively, and are 0 otherwise. 

 

 

 

 

Variables       

Panel A: descriptive statistics N Mean Median StDev Maximum Minimum 

CARi (-1,+1) 3,882 0.0076 0.0047 0.0442 0.1008 -0.0816 

CARi (-2,+2) 3,882 0.0092 0.0068 0.0516 0.1175 -0.0909 

VOFFi 3,882 0.1010 0.1167 0.0626 0.2482 -0.1316 

Cross-borderi 3,882 0.3529 0.0000 0.4779 1.0000 0.0000 

EBITDAi /Total Assetsi 3,882 0.1275 0.1222 0.0667 0.2612 -0.0051 

Market Leveragei 3,882 0.1972 0.1632 0.1674 0.5783 0.0000 

Tobin’s Qi 3,882 1.8360 1.6157 0.7784 3.8417 0.9168 

Ln salesi 3,882 21.0998 21.0266 1.6974 24.1506 17.7823 

Relative sizei 3,882 0.1228 0.0382 0.1931 0.7541 0.0022 

Same industryi 3,882 0.4675 0.0000 0.4990 1.0000 0.0000 

Cash deali 3,882 0.7826 1.0000 0.4125 1.0000 0.0000 

Stock deali 3,882 0.0404 0.0000 0.1970 1.0000 0.0000 

Panel B: correlations CAR 

(-1,+1) 

CAR 

(-2,+2) 

VOFF Cross-

border 

EBITDA/

TA 

Market 

Leverage 

Tobin’s Q Ln Sales Relative 

size 

Same 

industry 

Cash deal Stock deal 

CARi (-1,+1) 1            

CARi (-2,+2) 0.714 1           

VOFFi 0.012 0.019 1          

Cross-borderi 0.013 -0.011 0.100 1         

EBITDAi,/Total Assetsi 0.018 0.0124 -0.108 0.016 1        

Market Leveragei 0.008 0.016 -0.300 -0.040 -0.229 1       

Tobin’s Qi 0.046 0.039 0.176 -0.017 0.438 -0.580 1      

Ln salesi -0.091 -0.098 -0.073 0.170 0.287 0.069 -0.068 1     

Relative sizei 0.048 0.065 0.016 -0.133 -0.317 0.316 -0.254 -0.336 1    

Same industryi -0.014 -0.007 0.027 0.023 -0.005 -0.049 0.012 -0.028 0.011 1   

Cash deali -0.001 -0.012 -0.093 0.137 0.194 0.012 -0.041 0.276 -0.367 -0.028 1  

Stock deali -0.043 -0.049 0.044 -0.086 -0.148 -0.025 0.037 -0.116 0.204 0.020 -0.390 1 



 
 

32 
 

TABLE 8 

OLS regression for determining the effect of the value of financial flexibility on bidder’s M&A performance. This table 

presents the results of the estimation of the effect of the value of financial flexibility on bidder’s announcement returns. The 

dependent variable is CAR(-1,+1) or CAR(-2,+2). VOFF represents the value of financial flexibility. Cross-border is a 

dummy variable that takes value 1 when the bidder and target are from different countries, and is 0 otherwise. LnSales is a 

proxy for firm size and is measured as the logarithm of total sales. Market leverage is defined as the sum of short-term and 

long-term debt over the market value of the firm. EBITDA/TA measures profitability and is calculated as the earnings 

before interest, taxes, depreciation and amortization over total assets. Tobin’s Q is the sum of total assets and market 

capitalization less the book value of equity over total assets. Relative size is measured as the transaction value over the 

market value of the bidder. Same industry is a dummy variable that takes value 1 when bidder and target are operating in the 

same industry based on the first two digits of the industry code, and is 0 otherwise. Lastly, cash and stock deal are dummy 

variables that take value 1 when the deal was paid for in full with cash or stock, respectively, and are 0 otherwise. A sample 

of 3,882 deals is used. White heteroscedasticity-consistent standard errors are presented in parentheses. The symbols ***, 

**, * denote statistical significance at the 1%, 5%, and 10% levels, respectively. 

 

 

 

  

 

 

 

Dependent variable CAR (-1,+1) CAR (-2,+2) 

 [1] [2] [3] [4] [5] [6] 

Constant 0.0449***     

(0.0114) 

0.0457*** 

(0.0115) 

0.0456*** 

(0.0115) 

0.0545*** 

(0.0135) 

0.05333*** 

(0.0136) 

0.0535*** 

(0.0136) 

VOFFi  0.0082 

(0.0132) 

0.0044 

(0.0145) 

 0.0183          

(0.0155) 

0.0210 

(0.0170) 

Cross-borderi  0.0029*        

(0.0015) 

0.0009 

(0.0036) 

 0.000707      

(0.0042) 

0.0021 

(0.0042) 

Cross-borderi*VOFFi   0.0181  

(0.0308) 

  -0.0133 

(0.0363) 

LnSalesi -0.0025*** 

(0.0005) 

-0.0026*** 

(0.0005) 

-0.0026*** 

(0.0005) 

-0.0029*** 

(0.0005) 

-0.0029 *** 

(0.0005) 

-0.0030*** 

(0.0006) 

Market leveragei 0.0111* 

(0.0058) 

0.0127** 

(0.0061) 

0.0125** 

(0.0061) 

0.0138** 

(0.0069) 

0.0162** 

(0.0073) 

0.0164** 

(0.0073) 

EBITDAi,t/TAi 0.0166 

(0.0142) 

0.0199 

(0.0145) 

0.0199 

(0.0145) 

0.0215 

(0.0167) 

0.0259 

(0.0171) 

0.0259 

(0.0016) 

Tobin’s Qi 0.0041*** 

(0.0014) 

0.0041*** 

(0.0014) 

0.0041*** 

(0.0014) 

0.0044*** 

(0.0016) 

0.0042** 

(0.0016) 

0.0042** 

(0.0017) 

Relative sizei 0.0110* 

(0.0058) 

0.0111* 

(0.0058) 

0.0113* 

(0.0059) 

0.0165** 

(0.0066) 

0.0161** 

(0.0066) 

0.0160** 

(0.0065) 

Same industryi -0.0013 

(0.0014) 

-0.0014 

(0.0014) 

-0.0014 

(0.0014) 

-0.0008 

(0.0017) 

-0.0008 

(0.0017) 

-0.0008 

(0.0017) 

Cash deali 0.0019 

(0.0022) 

0.0018 

(0.0022) 

0.0017    

(0.022) 

0.0008 

(0.0026) 

0.0009 

(0.0026) 

0.0009 

(0.0026) 

Stock deali -0.0119** 

(0.0051) 

-0.0115** 

(0.0051) 

-0.0115** 

(0.0051) 

-0.0172*** 

(0.0016) 

-0.0169*** 

(0.0057) 

-0.0169*** 

(0.0057) 

       

Dummy variables included     

Year Yes Yes Yes Yes Yes Yes 

Industry Yes Yes Yes Yes Yes Yes 

       

Adjusted R2 0.0138 0.0144 0.0142 0.0171 0.0170 0.0168 

Observations 3,882 3,882 3,882 3,882 3,882 3,882 

 

In model 1 only control variables are introduced. It can be seen that increases in size 

decreases the announcement returns of the firm significantly. This finding is consistent with 

the size effect found by Moeller et al. (2004). In addition, market leverage and Tobin’s Q 

have a positive effect on abnormal returns. The finding on market leverage is consistent with 

Uysal (2011), and the finding on Tobin’s Q is consistent with Lang et al. (1989). Profitability 

appears to be insignificant in predicting the cumulative abnormal returns. The relative deal 
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size has a positive significant effect on the cumulative abnormal returns, which is consistent 

with Asquith et al. (1983). Additionally, when the deal was paid for in full with stock this has 

a significant negative effect on the CARs. This negative effect is consistent with the signaling 

hypothesis, as the financing of a transaction with stock communicates the negative 

information that the bidder is overvalued (Travlos, 1987).  

When adding the value of financial flexibility and the cross-border dummy in model 2, the 

control variables remain similar. The value of financial flexibility does not appear to affect the 

CAR(-1,+1) significantly, yet the cross-border dummy has a significant positive effect. This is 

consistent with the theoretical predictions that cross-border M&As can be of high strategic 

importance, allowing for exploitation of markets by overcoming barriers to investment 

quicker (Root, 1987). Additionally, benefits of international diversification (Caves, 1982; 

Doukas and Travlos, 1988) can make cross-border M&As more value-enhancing compared to 

domestic M&As. Finally, when adding the cross-border and value of financial flexibility 

interaction in the third model no evidence is found for a cross-border effect. Additionally, the 

cross-border effect becomes insignificant. Overall, this provides no evidence for hypothesis 1 

and 3, which argue that the value of financial flexibility has an effect on bidder’s 

announcement returns, and that the cross-border dummy has a moderating effect on this 

relationship, respectively. However, partial evidence for hypothesis 2 is found, which states 

that the cross-border dummy has a significant effect on the bidder’s M&A performance. 

When increasing the event window to five days surrounding the announcement, similar 

conclusions can be drawn. The results are presented in models 4, 5 and 6 of table 8. However, 

it can be seen that the cross-border dummy is now insignificant in predicting bidder’s M&A 

performance. Overall, no strong evidence can be found to support the hypotheses, yet there is 

partial evidence that the cross-border effect affects bidder’s M&A performance.  

To test for the effects of the financial crisis from 2007-2009 as stated in hypothesis 4, the 

sample is split and two separate regressions are run to see whether there are differences 

between the subsamples. Results of the regression are reported in table 9. 

In panel A of table 9 the first model presents the control variables, where it can be seen that 

the size and Tobin’s Q controls have not changed in comparison to the regression of the 

whole sample. However, the effect of market leverage is insignificant in the model, whereas 

profitability now has a significant positive effect on the announcement returns. Finally, the 

cash dummy variable now is significantly positive, whereas the stock dummy becomes 
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TABLE 9 

OLS regression for determining the effect of the financial crisis. This table presents the results of the estimation of the effect 

of the value of financial flexibility on bidder’s announcement returns. Panel A presents the results on deals announced in the 

financial crisis, whereas panel B presents the results of deals announced outside of the financial crisis. The dependent 

variable is CAR(-1,+1) or CAR(-2,+2). VOFF represents the value of financial flexibility. Cross-border is a dummy variable 

that takes value 1 when the bidder and target are from different countries, and is 0 otherwise. LnSales is a proxy for firm size 

and is measured as the logarithm of total sales. Market leverage is defined as the sum of short-term and long-term debt over 

the market value of the firm. EBITDA/TA measures profitability and is calculated as the earnings before interest, taxes, 

depreciation and amortization over total assets. Tobin’s Q is the sum of total assets and market capitalization less the book 

value of equity over total assets. Relative size is measured as the transaction value over the market value of the bidder. Same 

industry is a dummy variable that takes value 1 when bidder and target are operating in the same industry based on the first 

two digits of the industry code, and is 0 otherwise. Lastly, cash and stock deal are dummy variables that take value 1 when 

the deal was paid for in full with cash or stock, respectively, and are 0 otherwise. White heteroscedasticity-

consistent standard errors are presented in parentheses. The symbols ***, **, * denote statistical significance at the 1%, 5%, 

and 10% levels, respectively. 

 

insignificant. The positive effect of the cash dummy is consistent with the results that cash 

deals are found to consistently have higher announcement returns than stock deals (Huang 

and Walkling, 1987). When introducing the value of financial flexibility and the cross-border 

dummy in model 2, the value of financial flexibility remains insignificant, yet the cross-border 

dummy positively affects bidder’s M&A performance. This provides some additional evidence 

on the theory that argues cross-border M&As are more value-creating than domestic M&As. 

 

 

 

 

 

 

Panel A: Crisis CAR (-1,+1) CAR (-2,+2) 

 [1] [2] [3] [4] [5] [6] 

Constant 0.0627*** 

(0.0182) 

0.0646*** 

(0.0184) 

0.0649*** 

(0.0186) 

0.0682*** 

(0.0215) 

0.0784*** 

(0.0219) 

0.0795*** 

(0.0221) 

VOFFi  -0.0137 

(0.0216) 

-0.0111 

(0.0239) 

 -0.0235 

(0.0256) 

-0.0125  

(0.0283) 

Cross-borderi  0.0043* 

(0.0025) 

0.0057 

(0.0057) 

 0.0009 

(0.0029) 

0.0067 

(0.0067) 

Cross-borderi*VOFFi   -0.0133 

(0.0508) 

  -0.0558 

(0.0600) 

LnSalesi -0.0031*** 

(0.0008) 

-0.0033*** 

(0.0008) 

-0.0033*** 

(0.0008) 

-0.0036*** 

(0.0009) 

-0.0040*** 

(0.0009) 

-0.0040*** 

(0.0009) 

Market leveragei 0.0055 

(0.0088) 

0.0046 

(0.0090) 

0.0047 

(0.0093) 

0.0135 

(0.0103) 

0.0076 

(0.0110) 

0.0078 

(0.0110) 

EBITDAi/TAi 0.0379* 

(0.0210) 

0.0363* 

(0.0216) 

0.0364* 

(0.0217) 

0.0669*** 

(0.0248) 

0.0582** 

(0.0256) 

0.0586** 

(0.0256) 

Tobin’s Qi 0.0029* 

(0.0021) 

0.0042* 

(0.0022) 

0.0042* 

(0.0022) 

0.0029 

(0.0026) 

0.0030 

(0.0026) 

0.0030 

(0.0026) 

Relative sizei 0.0059 

(0.0088) 

0.0070 

(0.0090) 

0.0069 

(0.0090) 

0.0070 

(0.0100) 

0.0098 

(0.0104) 

0.0094 

(0.0104) 

Same industryi 0.0033 

(0.0023) 

0.0038 

(0.0023) 

0.0038 

(0.0023) 

0.0025 

(0.0027) 

0.0024 

(0.0027) 

0.0023 

(0.0027) 

Cash deali 0.0063* 

(0.0032) 

0.0059* 

(0.0033) 

0.0059* 

(0.0033) 

0.0054 

(0.0038) 

0.0054 

(0.0039) 

0.0054 

(0.0039) 

Stock deali -0.0105 

(0.0075) 

-0.0116 

(0.0077) 

-0.0117 

(0.0077) 

-0.0093 

(0.0082) 

-0.0126 

(0.0082) 

-0.0126 

(0.0082) 

       

Dummy variables included     

Year Yes Yes Yes Yes Yes Yes 

Industry Yes Yes Yes Yes Yes Yes 

       

Adjusted R2 0.0195 0.0230 0.0225 0.0195 0.0221 0.0220 

Observations 1,542 1,542 1,542 1,542 1,542 1,542 
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TABLE 9 

Continued 

 

 

 

Model 3 introduces the moderating cross-border effect, yet it appears insignificant in the 

model. No other changes can be noticed in this model compared to model 2. When increasing 

the event window to five days surrounding the announcement, it can be seen from models 4-6 

that the cross-border dummy becomes insignificant, as well as the method of payment 

dummies. Overall, marginal evidence is again found in support of hypothesis 2. However, no 

strong evidence is found to provide support for the other theories. 

In the sample of M&As announced outside the crisis years, as presented in panel B of table 9, 

the firm controls are similar except for profitability. This control variable is insignificant in 

the model, similar to the results of the whole sample in table 8. Interestingly, in the estimation 

of the bidder’s gains on the announcement outside of the crisis years additional deal 

characteristics are significant. Firstly, the size of the deal increases bidder’s M&A 

performance significantly in models 9-12, consistent with prior research (Asquith et al., 

1983). Secondly, M&As undertaken in the same industry decreases the CAR(-1,+1), which is 

Panel B: No crisis CAR (-1,+1) CAR (-2,+2) 

 [7] [8] [9] [10] [11] [12] 

Constant 0.0288*** 

(0.0140) 

0.0346** 

(0.0164) 

0.0344** 

(0.0143) 

0.0433*** 

(0.0163) 

0.0364** 

(0.0166) 

0.0364** 

(0.0166) 

VOFFi  0.0266 

(0.0163) 

0.0193 

(0.0179) 

 0.0482** 

(0.0190) 

0.0468** 

(0.0210) 

Cross-borderi  0.0024 

(0.0019) 

-0.0013 

(0.0045) 

 0.0010 

(0.0022) 

0.0003 

(0.0052) 

Cross-borderi*VOFFi   0.0346 

(0.0383) 

  0.0007 

(0.0443) 

LnSalesi -0.0021*** 

(0.0006) 

-0.0021*** 

(0.0006) 

-0.0021*** 

(0.0006) 

-0.0023*** 

(0.0007) 

-0.0023*** 

(0.0007) 

-0.0022*** 

(0.0007) 

Market leveragei 0.0172** 

(0.0076) 

0.0214*** 

(0.0080) 

0.0207*** 

(0.0080) 

0.0165* 

(0.0091) 

0.0234** 

(0.0096) 

0.0233** 

(0.0097)  

EBITDAi/TAi 0.0105 

(0.0181) 

0.0128 

(0.0018) 

0.0129 

(0.0018) 

0.0026 

(0.0208) 

0.0099 

(0.0221) 

0.0099 

(0.0221) 

Tobin’s Qi 0.0033* 

(0.0017) 

0.0036** 

(0.0017) 

0.0036** 

(0.0017) 

0.0047** 

(0.0020) 

0.0045** 

(0.0020) 

0.0045*** 

(0.0020) 

Relative sizei 0.0172 

(0.0074) 

0.0124 

(0.0077) 

0.0128* 

(0.0077) 

0.0186** 

(0.0082) 

0.0192** 

(0.0085) 

0.0193** 

(0.0085) 

Same industryi -0.0043** 

(0.0018) 

-0.0048*** 

(0.0018) 

-0.0048*** 

(0.0018) 

-0.0022 

(0.0020) 

-0.0029 

(0.0021) 

-0.0029 

(0.0021) 

Cash deali -0.0014 

(0.0029) 

-0.0010 

(0.0030) 

-0.0011 

(0.0030) 

-0.0027 

(0.0033) 

-0.0023 

(0.0034) 

-0.0023 

(0.0034) 

Stock deali -0.0118* 

(0.0065) 

-0.0107 

(0.0067) 

-0.0107 

(0.0068) 

-0.0185** 

(0.0076) 

-0.0193** 

(0.0079) 

-0.0193** 

(0.0079) 

       

Dummy variables included     

Year Yes Yes Yes Yes Yes Yes 

Industry Yes Yes Yes Yes Yes Yes 

       

Adjusted R2 0.0150 0.0178 0.0178 0.0187 0.0215 0.0215 

Observations 2,340 2,340 2,340 2,340 2,340 2,340 
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inconsistent with the diversification discount (Denis et al., 2002). When increasing the event 

window, this effect becomes insignificant. For the variables of interest, the value of financial 

flexibility is significantly positively associated with bidder’s returns five days surrounding the 

announcement date. This provides partial evidence in support of hypothesis 1, where the 

value of financial flexibility is argued to significantly affect bidder’s M&A performance. It 

suggests that the lower cost of capital for firms with high value of financial flexibility (Gamba 

and Triantis, 2008) can lead to higher value creation caused by the lower discount rates of 

investments, which is received positively by the markets. However, this effect only appears 

significant outside of the financial crisis. Overall, table 9 tests the effects of the financial 

crisis on the cross-border moderation effect. Regarding this hypothesis, which argues the 

effect during the crisis of the cross-border moderation is significantly different, no evidence 

can be found as the moderating effect of the cross-border dummy is insignificant across all 

the models.  

To summarize, the value of financial flexibility appears to positively influence the bidder’s 

announcement returns, providing partial support for hypothesis 1. However, this effect only 

becomes significant in the models of announcements outside of the financial crisis. It was 

argued that the value of financial flexibility could positively affect bidder’s M&A 

performance via a decrease in cost of capital (Gamba and Triantis, 2008), ensuring a lower 

discount rate for the M&A. This, in turn, would increase the shareholder wealth that could be 

created with the deal, and should be perceived positively by the markets. However, prior 

research demonstrates that during the financial crisis there has been a decrease in net equity 

issuance, consistent with the view that the crisis caused an increase in cost of equity (Kahle 

and Stulz, 2013). Additionally, a survey by Campello et al. (2010) shows that CFOs of 

constrained and unconstrained firms complained about higher cost of borrowing. Together, 

these could have positively affected the cost of capital in the crisis, thereby diluting the 

positive effect the value of financial flexibility has via the discount rate on bidder’s returns. 

Furthermore, table 8 provides some evidence for hypothesis 2, which argues that the cross-

border effect has a significant effect on the announcement returns. The coefficient is positive, 

indicating that cross-border M&As can be more value-enhancing. Additional evidence for this 

is found with the regressions of firms in the financial crisis. However, hypothesis 3 cannot be 

supported, as the cross-border moderating effect appears insignificant. Additionally, the 

financial crisis did not influence the cross-border moderating effect. Hence, no evidence is 

found to support the final hypothesis. 
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5. CONCLUSION 

In perfect capital markets firms have full financial flexibility as capital structures can be 

adapted to meet the firm’s capital needs without incurring costs (Modigliani and Miller, 

1958). Yet, with capital markets being less than perfect, financial flexibility becomes an 

important issue. Financial flexibility is defined as the ability of a firm to access and 

restructure financing at low costs (Gamba and Triantis, 2008) and it is considered to be the 

most important factor in capital structure decisions (Graham and Harvey, 2001). Moreover, 

firms with high financial flexibility are better able to avoid financial distress and fund 

profitable investment opportunities when they arise (Gamba and Triatis, 2008). Recent studies 

demonstrate financial flexibility has a significant effect on capital structure decisions (Rapp et 

al., 2014), as well as on the level of a firm’s future investments (de Jong et al., 2012). With 

financial flexibility affecting these areas, the question arises to what extent it can influence 

other corporate policies. Therefore, this research tries to answer the question to what degree 

financial flexibility can influence investment performance, rather than investment levels. 

More specifically, this research looks into M&A performance. Overall, this research attempts 

to extend the literature on financing constraints and investments by focusing on bidder’s 

M&A performance and how a broader measure of financial flexibility affects this. The value 

of financial flexibility combines into one measure several empirical proxies of determinants 

of the value of financial flexibility (Rapp et al., 2014).  

This paper has examined whether bidder’s M&A performance is influenced by its value of 

financial flexibility. Furthermore, this research has looked at the cross-border effect in the 

announcement returns of an M&A, as well as the moderating effect it could have on the 

relationship between the value of financial flexibility and M&A performance. Finally, it is 

examined whether the global financial crisis of 2007-2009 has a significant effect on the 

cross-border effect. Using OLS regressions on a sample of 3,882 M&As, the effects of the 

value of financial flexibility on bidder’s gains from an M&A announcement are tested. 

Evidence provides partial support that the value of financial flexibility has a positive effect on 

bidder’s M&A performance, and it appears to hold only for M&As announced outside of the 

financial crisis. Where the positive effect of the value of financial flexibility is argued to arise 

from a lower discount rate, the financial crisis could have diluted this effect as prior research 

shows that cost of capital are positively affected in the financial crisis (Kahle and Stulz, 2013; 

Campello et al., 2010). In addition, some evidence is found for the argument that cross-border 

M&As are more value-enhancing than domestic M&As. However, no evidence is found 
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regarding the moderating cross-border effect on the relationship between the value of 

financial flexibility and M&A performance. Finally, no support is found for the theoretical 

prediction that the financial crisis has a significant impact on the strength or direction of the 

cross-border effect. Overall, this study implies that financial flexibility is to some extent 

significant to the M&A performance of the bidder. These findings have several implications 

for management. The partial evidence that is found suggests it might be useful for managers 

to take the value of financial flexibility into account when structuring M&A decisions, as it 

can influence announcement returns in some circumstances. Additionally, as evidence 

suggests that there is a difference between cross-border and domestic M&As, it is useful for 

management to take this into account when looking for targets. 

This study suffers from some limitations, of which some provide opportunities for future 

research. First of all, some of the measures of the variables deviated from the measure as 

developed by Rapp et al. (2014), due to time constraints and limitations in data availability. 

For instance, excess firm returns were calculated using returns on the local market index, 

rather than relative to a benchmark portfolio matched on size and growth. Hence, this might 

have biased the outcomes of this study. Additionally, the effective cost of holding cash were 

calculated with average household taxes, which might be biased compared to median 

household taxes. Besides the limitations in the measurement of variables, this research only 

looks into developed countries. This affects the generalizability of the research, yet also 

provides an interesting opportunity for further research. Where countries that are less 

developed have higher financial constraints (Love, 2003), financial flexibility might be of 

higher strategic importance. Another suggestion for future research includes to investigate the 

effect of the value of financial flexibility on other strategic areas. More interestingly, as this 

research indicates the value of financial flexibility is a significant influence outside of the 

financial crisis, it could be interesting to investigate in more detail how additional external 

financing constraints affect the value of financial flexibility. Lastly, a suggestion for future 

research is to investigate the differences between cross-border and domestic M&As further, as 

well as their moderating impact on already established relationships. Where this research 

shows some evidence for a positive cross-border effect, consensus on this topic is still limited. 

Hence, it provides additional opportunities for research. 
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