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1 Introduction

How do monetary conditions set in core reserve currency countries spill over to the rest of
the world? A growing literature examines various facets of this question (see, for example,
Ammer et al., 2016, Jiang and Xu, 2019, Kalemli-Özcan, 2019, and Rey, 2013). Much
of this literature focuses on cross-border lending specifically, and on capital flows more
generally. In this paper, we explore another facet of spillovers from monetary policy in
core countries, its effect on cross-border M&As around the world.

Why does this matter? First, a corporate acquisition is a way to reallocate ownership
and control over corporate assets, which is clearly an important spillover effect. Moreover,
acquisitions are usually accompanied by a significant increase in capital raising by the
acquirer (unless the acquirer pays in its own stock) to finance the bid. The resultant
change in capital structure, including leveraging, is also a spillover effect, which can have
considerable consequences if conditions turn. Finally, the change of ownership and control
may or may not be efficient. This may not be easily reversed, magnifying its longer term
consequences.

The cyclical aspects of asset reallocations have been studied within countries. In the
United States, Maksimovic and Phillips, 2001 show that the fraction of plants that change
hands per year is higher in expansion years than in recession years, consistent with easier
access to financing facilitating asset reallocation during expansions. Similarly, Eisfeldt
and Rampini, 2006 show in the United States that capital reallocation and assets sales
are procyclical. However, they find that the benefits to reallocation in terms of potential
productivity gains are countercyclical.

Turning to cross-border acquisitions, there are multiple reasons why cross-border ac-
quisitions might take place between a pair of countries (see Erel et al., 2012 for a compre-
hensive analysis; and Erel et al., 2022 for a survey of literature on cross-border M&As).
Many of these reasons do not fluctuate significantly over time. For instance, some coun-
tries may simply prohibit acquisitions while others may welcome them, some country
pairs may be geographically, culturally, linguistically, or politically close while others may
not (unfortunately, neighbors can be deadly enemies), some countries may be dominated
by state sector enterprises, others not, some may have prohibitive taxes or impediments
to greenfield investment, others not. . . Disentangling these effects, both on the organic
growth versus acquisition decision, as well as how that decision varies across country pairs,
is a hugely ambitious task. Fortunately, our focus is narrower. We intend to examine how
acquisition activity between countries fluctuates over time, and to what extent it can be
deemed a spillover from core country financial conditions. Because we examine deviations
in acquisition activity over time for specific country pairs, we avoid having to explain the
level of activity between them.
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There are a number of reasons why M&As activity can vary with global financial
conditions and exchange rates. The traditional view is that changes in real effective
exchange rates should affect the competitiveness of production. It may be cheaper to
produce in a country when its real effective exchange rate is weaker or more depreciated.
So ceteris paribus, a sustained appreciation in a country’s real effective exchange rate
should make it more likely for acquirers to emanate from there (they look for cheaper
locales in which to produce) and less likely to have targets (it is a more expensive locale
for production).

Yet, more than changes in real exchange rates, it may be changes in local financing
conditions, induced by changes in financing conditions at the core but also by nominal
exchange rate changes, that affect cross border M&A activity. Importantly, our experi-
mental design allows for the possibility of differential changes in access to finance in the
acquirer’s country and in the target country, even if the common impulse for change, the
financial conditions at the core, is similar. For instance, easier access to financing in the
acquirer country should make acquisitions, both domestic and cross-border, easier. Sim-
ilarly, easier financing in the target country should lead to more domestic acquisitions,
increasing the liquidity of assets, and easing cross-border acquisitions also.

Changes in nominal exchange rates, induced by changes in policy at the core, can also
have differential effects through the foreign exchange liabilities of corporations. Diamond
et al., 2020 argue that asset churn stemming from domestic exchange rate appreciation is
especially pronounced in countries where firms have large net foreign exchange liabilities.
In their model, an appreciation of the domestic exchange rate increases the net worth
of industry insiders who have borrowed in foreign currency, allowing them to make bids
for other players in the industry and for firms elsewhere. Spillovers from easier financial
conditions at the core are particularly important, since the persistence of such easy finan-
cial conditions (often driven by the monetary stance at the core) could lead to a durable
domestic exchange rate appreciation, and thus a durable increase in domestic industry
net worth and financing capacity. Clearly, this would increase the capacity of firms in
that country to acquire firms in other countries.

In countries with potential targets, a rise in the nominal exchange rate in the presence
of large domestic corporate foreign exchange liabilities raises the net worth and price of
those targets thus reducing the probability of acquisitions. However, as discussed earlier,
easier domestic financing conditions associated with the stronger exchange rate could also
increase domestic asset trading, enhancing liquidity and the availability of loans against
target assets. This would increase the likelihood of more firms in that country being
acquired. Given these effects going in opposite directions, the impact of domestic exchange
rate appreciation driven by easier financial conditions at the core on the likelihood of firms
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in a country becoming targets is more ambiguous.

Diamond et al., 2020 argue that the additional borrowing (to finance acquisitions)
during the period of easy financial conditions also makes M&A activity more pro-cyclical.
Since well-financed industry insiders tend to neglect to maintain other sources of financial
access in liquid times (for instance, by neglecting corporate governance), financing be-
comes disproportionately asset based. So a tightening in core financial conditions would
reduce industry net worth, access to finance, as well as merger activity significantly (see
also the evidence in Hofmann et al., 2019).

What about efficiency? To the extent that corporate acquisitions are efficient real-
locations of control, a reduction in the financial frictions preventing acquisitions should
improve efficiency. However, to the extent that acquisitions are destructive of value in
general and reflect agency problems such as empire building tendencies in the acquirer,
the reduction in financial frictions that prompt acquisitions could generate an excessive
number of value-reducing acquisitions.

We take these theories to the data. We find that financial conditions in the core
have significant spillover effects on cross-border M&As. On average, a 100 basis point
(1 percentage point) tightening of the IMF US Financial Conditions Index (that is, an
increase in the index) is associated with approximately a 10% lower value of M&As. The
spillovers are stronger for countries with a higher stock of liabilities denominated in foreign
currency, or in US dollars. For an acquirer economy in the tenth percentile of net FX
liabilities (e.g. Colombia or Japan), a 100 basis point easing of FCI would be associated
with a 1.3% increase in deals compared to over 11 times that increase for a country in the
90th percentile (e.g. Netherlands or United Kingdom). The magnitude of the difference
is even bigger when we consider US$ liabilities. We establish that US enjoys a kind of
“exorbitant privilege” from perspective of transmission of global financial conditions too –
we find that spillovers to M&As are driven by changes in US financial conditions, rather
than changes in conditions in the Euro area.

Importantly, we find a similar, though not as robust, effect for of US FCI for target
countries, suggesting that the additional liquidity in target countries trumps the higher
prices of targets in making them more attractive to acquire.

Finally, we explore the effects of these deals on corporate values by looking at stock
returns around acquisitions. There is robust evidence for a tightening of US financial
conditions to be associated with higher excess returns for the acquirer around the months
of the acquisitions. In other words, acquisitions that happen around tighter financial
conditions globally create greater value; while those that coincide with loose financial
conditions presage weaker performance, at least as suggested by the stock market reac-
tions. Indeed, a number of acquisitions that reduce the value of the acquirer at the time
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of announcement take place at a time of loosening financing conditions, with the mean
excess returns for acquirers at such times being negative.

Our empirical methodology has the following features: (i) M&As take place at the
firm level while monetary policies are adopted at the core-country level. Therefore, our
estimates are less susceptible to reverse causality concerns since deals that take place at
a highly disaggregated level, are unlikely to affect a macroeconomic policy variable like
financial conditions or exchange rate, particularly when the latter is the financial condition
of another country, the United States, and (ii) bilateral country-pair fixed effects are
included. While these features of the methodology partly help mitigate concerns about
omitted variables, we recognize that even after conditioning on (i) and (ii), monetary
policies in the core may operate through other factors than firm financing conditions.
Therefore, our methodology takes an additional step and examines the differences in
spillovers across countries with different degrees of FX denominated debt, which also
allows us to control for all observable and unobservable bilateral country-pair and time
varying factors.

Our paper contributes to a growing literature on estimating spillovers. Ours is not
the first paper to evaluate the effect of exchange rates on acquisition activity. Pelli, 2018
finds that a sudden, sizeable, and persistent appreciation of the local currency is associated
with reduced cross-border M&A activity targeting domestic firms relative to comparable
countries, especially for high-tech firms. However, Fransson, 2010 finds mixed evidence of
any relationship between M&A inflow and the exchange rate; the Euro area and the UK
show evidence of increased M&A inflows when the currency is weak, while there are some
signs of the opposite relationship for the US and Sweden. Finally, Georgopoulos, 2008
use bilateral Canadian-US industry level count data on cross-border M&As (M&As), and
finds evidence that a real dollar depreciation of the home currency leads to an increase
in the probability of acquisitions by foreign firms, but only in high R&D sectors.1 Unlike
these papers, our focus is not on the direct effect of exchange rates on acquisition activity,
but the effect as mediated through greater ease of financing.

Our paper is most closely related to Erel et al., 2012. While their focus is on the
more persistent determinants of cross-border M&A activity between country pairs (such
as a common language or physical proximity) that are absorbed by our fixed effects, they
also examine the effect of relative changes in valuation through exchange rate and stock
market appreciation. They find an increase in acquisitions when the acquirer country’s
exchange rate and stock market appreciate relative to the target country. In contrast to

1Other related papers on the exchange rate spillovers are Ammer et al., 2016 and Tietz, 2020. The
latter estimates the real effects of US monetary policy on investment in 36 countries, and establishes that
exchange rate regimes play an important role, with reductions in business investment after US monetary
tightening being the largest in countries with pegged or managed exchange rates.
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their focus, ours is on the effect of a common source of spillovers, the policy settings in
the core country. We find that an easing in core country conditions, and a consequent
appreciation in both the acquirer and the target nominal exchange rate, tends to enhance
M&A activity, especially in the presence of higher foreign exchange borrowing in either
country, with a more robust effect found for acquirers.

The rest of the paper is organized as follows. Section 2 describes the data on M&As, fi-
nancial conditions indices, exchange rates, and the liabilities of a countries denominated in
foreign currency. Section 3 presents the empirical methodology and our findings. Section
4 concludes.

2 Data

2.1 M&As

The merger and acquisitions data are taken from Security Data Corporation’s (SDC)
Merger and Corporate Transactions. The sample used in our analysis comprises completed
deals during the period 2000-2017. Following Erel et al., 2012, we exclude LBOs, spin
offs, recapitalizations, self-tender offers, exchange offers, repurchases, partial equity stake
purchases, acquisitions of remaining interest, and privatizations. We have a sample of
523,818 deals in 180 advanced, developing and emerging countries, with a total transaction
value of US$ 36 trillion of which 43% are cross border, with a transaction value of US$ 12
trillion. This paper focuses on cross-border mergers for reasons specified above. At the
same time, there is information in domestic deals about the desirability of acquisitions,
which we will use in our analysis. The average cross-border deal size is US $227 million,
but the distribution is heavily skewed to the right, with mean deal value significantly
higher than the median value. The sample of countries with data available on both cross-
border deals and foreign currency or US dollar liabilities is smaller with 50 countries.2

As noted in Erel et al., 2012, there are a substantial number of deal-level observations
in the SDC data for which the value of the deal is missing (62% of our sample, and these
are fairly dispersed across income groups of targets and acquirers). These missing values
are likely to be associated with smaller, private firms. We assume these to take a value of
zero. We then collapse the raw deal data by acquirer country, target country, and year so

2We filter the SDC data based on the variable MENUMAIN=1 or 2, which indicates all deals where
the “acquirer is acquiring an interest of 50% or over in a target, raising its interest from below 50% to
above 50%, or acquiring the remaining interest it does not already own”. Based on the variable “FORM”,
our final data sample cover (i) Acquisition by shareholders, defined as “deal in which 100% of a company
is spun off or split off”, (ii) Merger, where “a combination of business takes place or 100% of the stock
of a public or private company is acquired”, or (iii) Acquisition of majority interest, where “the acquirer
must have held less than 50% and be seeking to acquire 50% or more, but less than 100% of the target
company’s stock”.
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that we have two observations per country pair A B for each year, one for the aggregate
value of acquisitions from country A with targets from country B in that year, and the
other for the aggregate value of acquisitions from country B with targets in country A.

Missing values have to be dealt with carefully. If there are no deals with positive deal
value throughout the sample period from country A to country B, we will assume no
observations for the pair – for we cannot tell if data were simply not available, or that
there were no deals. If a bilateral country-pair did not report a deal in the years between
their first and their last reported deals with a non-missing positive value, we know that
the pair were reported at some time, so we can assume there were no, or very small,
deals. In this case, we will assume the aggregate value of deals in each of those years to
be zero (out of a total of 1326 bilateral country pairs included in our main regression,
deals were reported for some but not all years for 182 pairs). In sum, if Brazilian firms
have no reported acquisitions of US firms in selected years, then the aggregate value of
acquisitions from Brazil with targets in the US would be zero in those years, provided
they are non-zero in some years before and after. Else, they would be coded as missing.

To check the robustness of our assumptions on missing deal values and country pairs,
we re-estimate our key regressions in two additional ways using (i) a smaller sample where
we set the value of all deals with missing deal values to be missing and (ii) a larger sample
where we count deals rather than sum deal values by acquirer country, target country,
and year.

In Figure 1, we plot the dollar value of deals over our sample period. Both cross-border
and domestic deals exhibit similar patterns. They increased since 2002 until before the
Global Financial Crisis (GFC) and declined sharply during GFC. Cross-border mergers
remained subdued till 2013 and started rising until 2015, declining thereafter. Domestic
deals follow a similar pattern. As a fraction of the total value of worldwide mergers,
cross-border mergers amounted to 34% (=860/(860+1690)) at the end of our sample
period. Figure 2 indicates that the aggregate value of cross border deals is highest when
both the acquirer and the target are in advanced economies, though the aggregate size
of deals from emerging economies to other emerging economies is increasing. In addition,
largest aggregate value of deals occur when both the acquirer and the target are public
firms, and the smallest aggregate value is when both are private (Figure 3).

2.2 Foreign exchange liabilities

Ideally, we would like a measure of the foreign exchange liabilities of specific corporations,
failing which we would like the liabilities of a country’s corporate sector. The most reliable
data we have, however, is from the IMF, which reports a country’s stock of net foreign
exchange liabilities, from which we can compute the liabilities as a fraction of domestic
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GDP. The IMF measure is broad and is based on the country’s international investment
position and includes the country’s overall liabilities. Specifically, the measure is taken
from Bénétrix et al., 2020 who compile a dataset on the currency composition of the
international investment position, building on earlier estimates by Lane and Shambaugh,
2010, and Bénétrix et al., 2015.

For robustness, we consider two alternative measures of foreign exchange liabilities.
The first is from the Bank for International Settlements (BIS) local banking statistics
data. To calculate the liabilities of each country, we add up the claims that banks in
other countries report having on the country in question. We sum up claims denominated
in Euro, USD, Yen, Swiss Franc, and Pounds to arrive at the total FX claims. We do a
similar exercise to arrive at US$ liabilities. Both FX and US$ liabilities are normalized
by target or acquirer country GDP as relevant. Although the BIS measure is narrower
compared to that from the IMF (for instance, it would not include non-bank claims on
the country), the correlation between the two measures is high, at 0.9.

The second measure uses micro data from the SDC. The SDC measure is constructed
using its Platinum Loans and Bonds data. The database records corporate bonds at
issuance and new corporate syndicated loans at origin. The dataset includes all major
characteristics of the bonds and loans, including currency of denomination and sector of
the issuer (financial vs non-financial). For each country and year, we aggregate the micro
data to construct a flow variable measuring the total value of FX and US$ bond issuances
and new syndicated loan originations by non-financial corporates. We also consider an
alternative measure, the average of the flows of the last three reported periods, all in
percent of GDP, to get a proxy for the pre-determined stock of foreign liabilities, which
is more exogenous to current financing conditions.

2.3 Financial condition indices and exchange rates

Our primary measure of US financial conditions is the Financial Conditions Index in
the United States, obtained from the IMF’s GFSR database. The US FCI is a compos-
ite index, with time varying weights on real short-term rates, term spreads, interbank
spreads, sovereign and corporate spreads on domestic and external debt, equity market
price-to-book ratios, equity market volatility, house prices, and exchange rates. More
specifically, variables in the IMF FCI include 3-month T-bill yield minus CPI, Interbank
rate (Libor) minus T-bill yield, 5-year government bond yield minus T-bill yield, corporate
local currency spread (ICE OAS), corporate dollar debt spread (CEMBI spread), equity
prices (MSCI P/B), equity vol (VIX/V2X/VNKY) and real house prices (BIS house price
increases year on year minus CPI increase year on year). The time varying weights are cal-
culated based on a dynamic factor model. Higher values of FCI indicate tighter financial
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conditions.

For robustness, we also use a second measure of financial conditions, which is narrower
and is based on changes in monetary policies in the US, and taken from Iacoviello and
Navarro, 2019, who identify U.S. monetary shocks by regressing the federal funds rate on
a set of controls and use the residuals as the identified shocks.3 The correlation between
US FCI and the US monetary policy residual measure is positive, at 0.26, though small,
over our sample period. Arguably, slower moving changes in policy (and not just the
unpredictable changes) are what affect a more deliberate decision such as a merger. Those
slower moving changes are captured by changes in the level of the US Financial Conditions
Index, which is the primary measure we use for the US to reflect financial conditions at
the core.

We report summary statistics of all the variables used in the analysis in Table 1 (all
variables are winsorized at the 5 and 95 percent level). In Figure 4, we plot the US
FCI and the average annual residual from a regression of aggregate deal value on country
indicators over time. The negative time series relationship between the two is clearly
visible.

3 Empirical Analysis

3.1 US Financial Conditions and Cross-Border M&A activity

To analyze how US financial conditions affect cross border deals, we use the following
specification:

yα,τ,t = sα ∗ vτ + γ ∗ FCIUS,t + ϵα,τ,t (1)

where yα,τ,t is the total dollar value of deals between acquirer country α, target country
τ and in year t (in logs), FCIUS,t is the FCI in the United States in year t.

All specifications control for bilateral country pair fixed effects, sα ∗ vτ , which capture
all time-invariant cross-sectional determinants of cross-border mergers considered in the
literature such as per capita income, GDP growth, local monetary stance (see, for example,
Erel et al., 2012).

We report the regression estimates in Column 1 in Table 2. The total number of
observations in Column 1 is 48,316 which is based on an unbalanced sample of 180 target
and acquirer countries across 18 years. Based on the estimated coefficient in Column 1,

3The measure reflects shocks identified by the residual in a Taylor rule regression and is purged of
current macroeconomic conditions in the US. Since 2009, the Taylor rule regression uses the Wu-Xia
shadow rate to account for the zero lower bound and for the stimulus to the economy provided by the
unconventional monetary policy actions that followed the Great Recession.
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a one percentage point reduction (i.e., easing) in the US FCI is associated with a 9.4
percent higher value of deals. The magnitude is therefore large.

For robustness, we include the US monetary policy shocks taken from Iacoviello and
Navarro, 2019 in Column 2. To isolate the spillovers to the rest of the world, we exclude
in Columns 3 and 4 the deals which include the US as an acquirer or a target (8% of
observations). We find similar estimated coefficients.

3.2 Exchange rate and Cross-Border M&A activity

One channel through which easier US financial conditions are transmitted is through a
depreciating dollar exchange rate (and an appreciating domestic exchange rate). So next,
instead of the US FCI, we include the nominal effective exchange rate (NEER) in the US
(replacing FCIUS,t in Equation 1 by NEERUS,t). Higher values of NEER indicate an
appreciation of the exchange rate.

We report results in Table 3. The sign of the estimated coefficient on NEERUS,t is
negative in Column 1, indicating that a tightening of US financial conditions captured in
a stronger US exchange rate (increase in US NEER) is associated with a lower value of
deals globally. Of course, the effect on deals between specific country pairs should depend
on how the domestic exchange rate moves as US financial conditions move. To analyze the
effects of local exchange rate movements in the acquirer and target, we use the following
specification:

yα,τ,t = sα ∗ vτ + πt + γ ∗NEERα,t + δ ∗NEERτ,t + ϵα,τ,t (2)

where πt denotes year fixed effects. NEERα,t and NEERτ,t denote NEER in acquirer
and target countrie, respectively. The advantage of equation 2 is that by including πt

it allows us to control for global waves in M&A activity, as well as any global shocks,
including the common shock to US financial conditions, allowing its influence through
local currency appreciation (and local financial conditions) to be highlighted.

Columns 2 (without year indicators) and 3 (with year indicators) suggest a loosening
of global financial conditions, as reflected in a weaker US NEER and therefore stronger
local currency exchange rates (higher NEER in acquirer and target) is associated with
a higher value of deals (and hence positive coefficients on acquirer and target NEERs).
Columns 4 and 5 build on Column 2, and include US FCI, US NEER respectively, while
dropping year effects. In column 6, we reintroduce time fixed effect, as also the local
currency exchange rate vis a vis the dollar. The estimated coefficients are remarkably
stable, supporting the finding that a tightening of US financial conditions, a stronger US
NEER, or weaker exchange rates in acquirer and target countries are all associated with
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lower M&As. In general, the size of the coefficient estimate of the NEER appreciation in
acquirer countries is larger and generally of higher statistical significance than the NEER
appreciation in target countries (two and a half times based on Column 2 in Table 3). Of
course, this evidence is only suggestive at this point of a financing channel of spillovers
causing a change in cross-border acquisitions.

In Columns 7-12, we repeat the analysis, excluding M&As involving the US as an
acquirer or a target country. Interestingly, the US NEER can even explain the variation
in mergers over time for other country pairs. Once we include the NEERs of the target
and acquirer countries (column 10), the US NEER remains strongly significant in the
expected direction. Put differently, US financial conditions matter, even conditioning on
country specific valuations.

In the Online Appendix Table 1, we allow the coefficients on target and acquirer
exchange rates to vary between targets and acquirers in advanced economies and emerging
markets and developing countries (henceforth EMs), and by pre and post GFC. The
estimated coefficients on the target NEER is stronger when the target is an EM whereas,
the coefficient on acquirer NEER is stronger when the acquirer is an EM, relative to
when the target or the acquirer is an AE. In other words, the effect of country exchange
rate movements on M&A activity appears to be stronger for emerging markets, which
is plausible if we think financial development is lower in such countries, so the boost to
access to finance from changes in financial conditions is higher. The magnitude of the
estimated effects is not statistically different between pre- and post GFC.

3.3 Foreign Exchange Liabilities and Cross-Border M&A

activity

Why do exchange rates matter? One possibility is that exchange rate movements enhance
cross-border activity because they enhance equity valuations, giving acquirers more ability
to raise capital in their domestic markets, while increasing liquidity and asset churn in
the acquirer and target market and thereby further enhancing the acquirer’s ability to
borrow against own, and target, assets. One way to get at this channel is to look for a
variable that would modify the extent to which equity values are sensitive to exchange rate
movements and see if that variable is correlated with M&A activity. One such variable is
the amount of net foreign exchange liability corporations have. Diamond et al., 2020, for
example, suggest an appreciation in the local currency would lead to more merger activity,
especially in a country with more net foreign exchange liabilities. We start with data on
the nation’s net foreign exchange liabilities, which we will use as a proxy for corporate
foreign exchange liabilities.
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We then estimate the following specification:

yα,τ,t = sα ∗ vτ + πt + γ ∗ FCIUS,t ∗NFXLα,t−1 + δ ∗ FCIUS,tNFXLτ,t−1 + ϵα,τ,t (3)

Where NFXLα,t−1 and NFXLτ,t−1 are the net foreign liabilities of the acquirer and
target countries, respectively, computed as a ratio of the country’s GDP, and lagged by
one year. Equation 3 is estimated without and with including year fixed effects, where
the former allows for inclusion of the base effect of US financial conditions, in addition to
its interaction with FX liabilities.4

Table 4 reports the estimated effects. The liabilities are interacted with the US FCI.
Columns 1 (without year fixed effects) and 2 (with year fixed effects) include all FX liabil-
ities, whereas Columns 3 and 4 include only the US$ liabilities. The results from Column
1, Table 4, suggest that the interactions of US financial conditions with both target and
acquirer FX liabilities are negative and statistically distinguishable from zero. In words,
easier US financial conditions are associated with higher M&A activity in countries with
high FX liabilities. The coefficient estimates are qualitatively similar when we include
time fixed effects (Column 2) or we replace foreign exchange liabilities with dollar liabil-
ities (Columns 3 and 4) or when we exclude acquisitions involving US entities (Columns
5-8).

Three points are worth noting. First, the coefficient estimate of US FCI alone is
around a tenth the size of Table 2, Column 1, and statistically insignificant, suggesting
much of its effects show up in the interaction variables. Second, the direct effect of the
stock of FX liabilities is always positive for the acquirer, and often statistically different
from zero, suggesting that acquirers are more likely to come from countries that have
had past access to foreign financing. Third, the interaction effect between exchange rates
and liabilities is typically stronger for the acquirer, both in magnitude and statistical
significance, suggesting the possible offsetting effects of higher equity valuations in target
countries and the greater liquidity and churn there from stronger financing conditions.

The magnitude of the estimated effects on the interactions between FX liabilities and
core financial conditions are economically significant too. For example, based on Column
2 in Table 5, for an acquirer economy in the tenth percentile of net FX liabilities (e.g.
Colombia or Japan), a 1 percentage point easing of FCI would be associated with 1.3%
increase in deals compared to 11 times that increase for a country in the 90th percentile
(e.g. United Kingdom or Netherlands). The differences are even bigger when we consider
US$ liabilities.

4While financial conditions in the United States are contemporaneous in Equation (3), and target
and acquirer FX liabilities are lagged by one year, the results are qualitatively similar if the US FCI is
lagged by a year, and FX liabilities are lagged by 2-years, though the standard errors are higher due to
smaller number of observations.
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Overall, the results presented in Table 4 show the spillover of financial conditions in
the US to other economies varies depending on the FX liabilities of the country, suggesting
some evidence of a “net worth” channel of transmission. An easing of US financial condi-
tions, or a depreciating US$, is associated with relatively higher M&A activity, driven by
countries with higher FX liabilities.

3.4 Robustness with alternative sources of data on FX liabilities

It is useful to check that the results are robust to alternative specifications of FX liabilities.
Instead of using one-lag of FX liabilities, in Table 5, we use (i) an average of FX and US$
liabilities over the entire sample period (Columns 1-2, note FX or US liabilities are time
invariant in this measure), and in Columns 3-4, we repeat the specification in 1-2, but
defining liabilities based on all past years since the start of the sample till the year of
the observation – this would be a time varying measure. In Online Appendix Table A2,
we examine a specification which emphasizes the non-linearity of liabilities – an indicator
for whether the average across the sample for the country is above the cross-sectional
median of the country averages. The results on the interaction estimates are robust
to these alternative measures. In particular, tighter financial conditions in the United
States are associated with lower merger activity in countries with higher FX liabilities,
with stronger results for liabilities of the acquirer countries. These alternative proxies for
liabilities suggest it is not the cyclical variation in a country’s FX liabilities that drive our
results but, instead, a country’s persistent propensity to have foreign liabilities interacted
with the cyclical variation in FCI that drives our results.

We can also obtain foreign liabilities from alternative sources. Table 6 estimates the
spillover effects of US financial conditions, and its interactions with FX liabilities taken
from two completely different sources – the BIS (Columns 1-4) and the SDC (Columns
5-8). Note that while the data from BIS refers to stocks of liabilities, that from the SDC
refers to flows. While the interaction effects of US FCI with FX liabilities in the target
are weaker with the BIS and SDC measures (though still negative with the latter), the
main finding – a negative and statistically significant interaction effect between US FCI
and FX and US$ liabilities in the acquirer – remains robust to using two different measure
of liabilities, from totally distinct sources.5

5Finally, another concern could be that the interactions effects captured in the paper reflect the effects
of interactions with other global macroeconomic variables rather than financial conditions in the United
States as in our baseline specification in Table 4. For illustration (in results available from the authors),
we included in Table 4, world GDP growth, and its interactions with FX and US$ liabilities in the target
and acquirer. The baseline results remain unchanged, and the estimated coefficients on interactions of
FX and US$ liabilities with world GDP growth are statistically indistinguishable from zero.
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3.5 Are domestic acquisitions different?

As Erel et al., 2012 point out, conceptually cross-border mergers occur for the same rea-
sons as domestic ones, but national borders can add an additional set of frictions that
can impede or facilitate mergers. While Erel et al., 2012 emphasize the cross-sectional,
time-invariant determinants such as cultural or geographic differences, this paper focuses
on changes in financial conditions, while controlling for time-invariant cross-sectional de-
terminants. Whether domestic acquisitions could also be driven by the same factors is
ultimately an empirical question.

In this section, we evaluate whether financial conditions in the US and their interaction
with FX liabilities play a significant role in determining domestic acquisitions, using the
following empirical specifications.

yi,t = αi + πt + γ ∗ FCIUS,t + ϵi,t (4)

yi,t = αi + πt + γ ∗ FCIUS,t ∗NFXLi,t−1 + ϵi,t (5)

Where yi,t denotes the total dollar value of domestic deals in country i and in year t (in
logs), and NFXLi,t−1 denotes the net foreign exchange liabilities of country i, lagged by
one year. Similar to Equation 3, Equation 5 is also estimated with and without including
year fixed effects.

The results from estimating Equations 4 and 5 are reported in Tables 7 and 8 respec-
tively. While we do find some evidence for US financial conditions and exchange rates to
affect domestic deals in Table 7, the effect importantly gets outweighed by the effect of
domestic financial conditions (column 4).

Columns 1-2 in Table 8 report results including interactions with total FX liabili-
ties, while 3-4 report estimations with US$ liabilities only. The results are consistent
across specifications. While a tightening (loosening) of US financial conditions reduces
(increases) domestic acquisitions, the effects do not vary significantly depending on the
foreign exchange liabilities of the country. The results are similar, whether we focus on
total FX or only the US$ liabilities.

Overall, Tables 7-8 confirm our priors that the net worth channel of spillovers are more
relevant for international mergers, compared with domestic ones, while domestic financial
conditions play a more significant role in driving domestic mergers. It may well be that
FX liabilities are concentrated in the more outward/trade focused sectors of the economy,
which may explain why their effects interacted with easing financing conditions would
show up in cross-border acquisitions than in domestic acquisitions.
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3.6 Is the US special?

While the world is becoming more multipolar, it is important to analyze whether the
United States remains special among reserve currency issuers from point of view spillovers
to other economies. In Table 9, we analyze the role of financial conditions in the Euro
Area (EA). Columns 1 and 2 report the effects of EA FCI on cross-border deals (without,
and with US FCI). Columns 3-5 present the interactions with FX liabilities. We find
a significant effect of EA FCI (Column 1), and its interaction with FX liabilities, in
particular, of the acquirer (Columns 3, and 4) on cross-border deals. However, when both
US and EA FCI are included (column 2) or time fixed effects along with US and EA FCI
interactions with FX liabilities are included (column 5), the estimated effects appear to be
driven by US FCI (Column 2 and 5). Overall, there is some evidence that the exorbitant
privilege of the United States carries over from the perspective of spillovers too.

3.7 Do domestic financial conditions matter?

While we did not include financial conditions in the acquirer or the target in the baseline
specifications, as they are likely to be endogenous, we check if the results reported so
far are driven by the evolution of domestic financial conditions. Table 10 reports the
results controlling for domestic financial conditions. While it does seem to be the case
that movements in domestic financial conditions trump the coefficient on US FCI reported
in Table 1, the interactions with FX liabilities, in particular, of the acquirer seems to be
driven by movements in the US FCI. In fact, the interactions of both target and acquirer
FCI with FX liabilities remain statistically indistinguishable from zero in our preferred
specifications with time fixed effects in Columns 6 and 12, while the estimate of the
interaction with US FCI with acquirer country FX liabilities is reliably negative.

3.8 Exchange rate as a mechanism

So far in the paper we focused on movements in US financial conditions and its interactions
with borrowing in foreign currency as a driver for M&As. As discussed in the introduction,
the advantage of using US FCI is that our estimates are less susceptible to reverse causality
concerns since deals that take place at a highly disaggregated level are unlikely to affect
a macroeconomic policy variable like financial conditions of another country, the United
States. Yet, to get a sense on the importance of country-specific exchange rates, in Table
11, we report our main findings with exchange rates vis a vis the dollar (with an increase
in the exchange rate vis a vis the dollar implying a depreciation of the domestic currency)
for the target and the acquirer.
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The estimated coefficients on the interaction between FX/US$ liabilities and domestic
exchange rates of both the target and the acquirer are negative in sign, though stronger
and statistically significant for the acquirer in all specifications. The results are similar
when we include the US (Columns 1-4), or exclude it (Columns 5-8) from the sample.
In other words, a depreciation of the domestic exchange rate vis-à-vis the US$ (that is,
a higher value of the exchange rate vis a vis the dollar) is associated with lower M&As
when the country has greater FX and US$ liabilities. This is especially the case for the
country of the acquirer. Once again, the results are consistent with a net worth channel
operating through the exchange rate.

3.9 Additional robustness tests

We conduct several other robustness checks, reported in Table 12. First, there are a
substantial number of deal-level observations in the SDC data for which the value of the
deal is missing. We repeat the analysis in the paper with counts of deals (rather than the
value) as the dependent variable and find all results to be robust (Columns 1 and 2 in
Table 12 report our key specifications).

Second, domestic and cross-border could be driven by common factors (indeed, our
argument is that domestic asset churn will make cross-border acquisitions more attrac-
tive). While global time-varying factors capturing waves of both global and domestic
M&As could be absorbed by time fixed effects, we explicitly include domestic deals in
target and acquirer countries as additional explanatory variables in Table 12 (columns
3 and 4). While there is a strong and positive association between domestic and cross-
border deals (suggestive that asset churn in both the acquirer and the target countries
are important), US financial conditions and their interactions with FX liabilities continue
to play a significant role in driving merger activity.

Next, rather than using the value of deals in logs as the dependent variable, we use the
share of cross-border deals as a fraction of total (cross border and domestic) deal value
of target in Columns 5-7, and of the acquirer in Columns 8-10). While the interactions
of US FCI with target country FX and US$ liabilities are significant in Columns 6-7, the
interactions with acquirer country FX and US$ liabilities are significant in 9-10.

3.10 The Stock-Price Reaction to Announcements of M&As

Ultimately, what is the value addition of deals that take place during loose or tight
global financial conditions? There is a significant body of evidence on acquirers’ abnormal
returns for domestic as well as cross-border mergers (Erel et al., 2022). While, on average,
domestic acquirers have a small negative return, domestic acquisitions of smaller and
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private companies tend to be associated with positive acquirer returns. For cross-border
acquisitions, there is robust evidence across studies that abnormal returns to acquirers is
positive and statistically significant.6

We contribute to this literature by exploring how acquirer returns around the an-
nouncements of acquisitions vary depending on US FCI. Table 13 takes a first look at the
data and reports positive and higher average abnormal returns of the acquirer during pe-
riods of tightening (after controlling for acquirer fixed effects), compared to negative and
lower average returns during periods of loosening. In fact, abnormal returns are higher
during periods of tightening compared to periods of loosening for the entire distribution
too (e.g. even though the 25th percentile is negative, it is less negative during periods of
tightening).

Table 14 reports estimates from specifications where abnormal returns around the
announcement of the acquisition are regressed on US FCI at different horizons (in the
month of announcement, within one and two months). We find robust evidence across
specifications for a tightening of US financial conditions to be associated with higher
excess returns around the months of the acquisitions. Columns 1-3, 4-6, and 7-9 report
coefficients on US FCI for all deals, only cross-border, and only domestic respectively. The
estimated coefficients on US FCI are positive for all horizons, and statistically significant
at conventional levels in most specifications. The results are similar for both domestic and
cross-border acquisitions, and there is some evidence that the returns increase over the
time period over which acquisition performance is measured, especially for cross-border
acquisitions, when acquirer fixed effects are included.

Overall, these findings suggest that acquisitions that happen around tighter financial
conditions globally create greater value; while those that coincide with loose financial
conditions report relatively weaker performance.

6Most studies do not report returns of targets, two exceptions are Eckbo and Thorburn, 2000 and
Kiymaz, 2004, both of which report positive returns. We do not analyse returns of targets around
acquisitions, as analysis of returns of targets may be affected by selection issues, as targets cease to exist
in the dataset after the acquisitions.
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4 Conclusion

This paper offers evidence for spillovers of financial conditions and exchange rates in the
core to M&A activity in the rest of the world. Our results suggest that financial condi-
tions in the core have significant spillover effects on cross-border M&As. Our focus on
interaction effects suggests our findings may not merely be a reflection of easier financial
conditions at the core being mirrored by policy responses in other countries. In particular,
we find that transmission is stronger in some countries than in others, typically countries
that have a higher degree of FX liabilities, suggesting some evidence of a “net worth” chan-
nel of spillovers. Importantly, therefore, we see an impulse given to M&A activity which
need not be primarily based on real economic conditions and investment opportunities
but on valuations and access to financing, altered by impulses from elsewhere.

This has a number of implications. The extent of FDI into a country, especially the
pattern over time, is sometimes seen as a measure of that country’s health. That some
of this FDI (or lack of it) is explained by financial conditions at the core should temper
both the euphoria as well as pessimism surrounding that data.

It is well documented that corporate acquisitions are not always driven by value max-
imization – many fail to create value (see Fernandes, 2019, for example), and acquirers
rarely benefit. At the same time, acquisitions are often accompanied by increases in corpo-
rate debt. The leveraging of local industry when financial conditions elsewhere are easier
leaves a legacy problem for the country when financial conditions at the core tighten.
This has always been seen as one of the key problems associated with spillovers but is
especially concerning when it accompanies an activity with uncertain benefits. From a
regulatory perspective, the implication is not to ban cross-border mergers, but to pay
more attention to financial stability concerns when financial conditions are easy.

Relatedly, many emerging market central banks smooth exchange rate movements in
response to monetary impulses from the core. Our paper adds to the literature suggesting
that there may be a macro-prudential aspect to such smoothing (see Diamond et al., 2020
and Hofmann et al., 2019).

There is much scope for additional research, including looking at the performance
of “spillover” induced acquisitions over time, looking at the effect of acquisition-induced
leveraging, and getting better data on foreign exchange exposures of the corporate sector.
This paper should be viewed as simply a beginning.
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Figure 1: Total value of domestic and cross-border M&As
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Figure 2: Total value of cross-border M&As: by country groups
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Figure 3: Total value of cross-border M&As: by public/private
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Figure 4: Average annual residual from regression of deal value to GDP and country
indicators
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Table 2: US financial conditions and cross-border M&A activity

Dependent variable: value of deals (in logs)
All cross-border deals Excluding US

(1) (2) (3) (4)

US FCI -0.09426*** -0.08334***
(0.01500) (0.01561)

US Monetary Policy Shock -0.06737*** -0.06198***
(0.01937) (0.02013)

Constant 1.16761*** 1.15986*** 1.05827*** 1.05141***
(0.00760) (0.00756) (0.00791) (0.00786)

Observations 48,316 48,316 44,439 44,439
R-squared 0.49269 0.49237 0.42467 0.42440
Target x Acquirer country FE YES YES YES YES

Notes: All regressions use data from 2000-2017. Columns 1 and 2 include all bilateral deals.
Columns 3 and 4 exclude all deals with the acquirer or the target in the United States.
Columns 1 and 3 use Financial Conditions Index (FCI) in the United States from IMF GFSR
(2018) as the dependent variable, while Columns 2 and 4 include US monetary policy shocks
from Iacoviello and Navarro (2018). Target country x acquirer country fixed effects are
included in all specifications. Robust standard errors reported in parentheses. ***, **, and *
denote significance at the 1, 5, and 10 percent levels.
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Table 13: Abnormal returns of the acquirer for different phases of US FCI

Mean Median 25th pct 75th pct
Loosening -1.6051 -1.3499 -12.1686 8.7575
Tightening 1.8458 0.0947 -9.5956 10.6155

Notes. This table reports summary statistics on residual excess returns of the acquirer during
periods of loosening and tightening of FCI. Periods of loosening (tightening) defined by a
decline (increase) in US FCI in the month previous to the announcement of the acquisition.
Excess returns are calculated as the change in acquirer’s stock market price from the month
before the announcement of the acquisition to two months after the acquisition, net of the
change in the country’s overall stock market index over the same period.
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