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THE IMPACT OF FREE CASH FLOW ON TARGET AND
BIDDER PROBABILITY: A STUDY OF UK FIRMS 1989-95

Edel Barnes

Kevin Barrett

University College Cork

ABSTRACT

This study examines the influences on target and bidder probability for
UK firms over the period [989-95. Managerial theory suggests that
managers may sub-optimally exercise discretion over free cash flow
(FCF). Following Jensen (1986), it is suggested that the take-gver mar-
ket can potentiaily resolve this FCF problem - firms with high FCF may
become bidders or attractive targets to value-optimising predators. The
contribution of the study is twofold. A sample of UK firms is gxanined
over g relatively recent time period, where most of the extant literature
is more dated and is based on US companies. Importantly, a FCF met-
ric is devised to explore the issue of identification of bidding and target
firms, which, it is posited, captures the essence of Jensen’s agency cost
model more coherently than metrics currently utilised in related stud-
ies. Empirical support for this theory of take-over activity controlling
for alternative influences on target/bidder likelihood is documented. Of
the drivers of target and bidder probability analysed here, FCF per-
forms strongly and examination of marginal effects suggests that FCF
has substantial economic consequences for take-over activity. Applica-
tion of the proposed. Logit model to an out-of-sample group of firms
resulted in accurate prediction of targets (bidders) in 73 per cent {71
per cent} of cases respectively. Weaker evidence of a positive role for
gearing (prior performance) in the identification of target (bidder)
firms is also documented. The precise impact of FCF on acquisition
returns is suggested as an important area for future reseqrch.


















































































































































































































