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This report was generated autonomously by an AI replication pipeline for the “Does Empirical Finance
Replicate?” project. It documents one attempt to reproduce the paper’s main analysis from the data and
methods described below. Individual replications may contain mistakes. Treat the numbers as estimates
to be checked, not as a verdict on the original paper. Original article: doi:10.1016/j.jfineco.2004.06.015.

1 Summary

1.1 The Paper

The paper asks whether valuation errors shape merger activity. It decomposes log market-to-
book into three parts, a firm-specific error, a time-series sector error, and long-run value to book.
Annual cross-sectional regressions within twelve Fama-French industries deliver the current and
long-run valuation multiples that this decomposition needs. Matching the components to SDC
mergers then links misvaluation to merger participation, to the bidder and target roles, and to the
method of payment. The authors find that overvalued firms acquire less overvalued targets, while
firms with low long-run value to book acquire firms with high long-run value to book.

1.2 Replication Findings

The replication supports the main conclusions of Table 6. Model III firm-specific error equals
0.4390 for acquirers and 0.0148 for targets, and their difference is highly significant. Long-run
value to book equals 0.4918 for targets and 0.2531 for acquirers, which preserves the paper’s novel
reversal. Cash targets carry negative firm-specific error, while stock targets carry positive error.
The panel size closely matches the paper, although date-valid merger matching recovers 72.2 per-
cent of the paper’s merger-role count. An out-of-sample test for 2001 through 2011 retains the
firm-specific and long-run results. The sector-error difference keeps its predicted sign but loses
significance.
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2 Data

Compustat annual fundamentals (comp.funda) supply book equity, net income, total assets, fiscal
year, fiscal year-end date, and SIC code. The CRSP monthly stock file (crsp.msf) supplies price and
shares outstanding three months after fiscal year-end. CRSP name history (crsp.msenames) sup-
plies date-valid six-digit NCUSIPs, and the CRSP/Compustat merged link history (crsp.ccmxpf
lnkhist) connects PERMNO to GVKEY. Fama-French SIC ranges assign each firm to one of twelve
industries. An SDC Platinum M&A extract supplies acquirer and target CUSIPs, announcement
dates, ownership stakes, and payment fields.

The sample covers fiscal years 1977 through 2000. It requires CRSP market equity above $10
million, positive book equity, book-to-market below 100, and finite log variables. Control acquisi-
tions are those that raise ownership from below 50 percent to at least 50 percent, and both sides of
a transaction must obtain valid CRSP and Compustat observations. The final panel holds 114,755
firm-years and 6,027 merger role rows, of which 2,995 are targets and 3,032 are acquirers. The pa-
per reports 110,877 firm-years and 8,350 merger roles. The SDC extract begins in 1980, two years
after the paper’s announcement window opens.

3 Methodology

Within each industry-year, Model III estimates

mit = α0jt + α1jtbit + α2jtni+it + α3jt I(ni<0)ni+it + α4jtLEVit + ε it,

where m is log CRSP market equity, b is log book equity, ni+ is log absolute net income, and LEV
is 1 − ceq/at. Model I retains only book equity, and Model II adds the two income terms. The
current fitted value vt uses industry-year coefficients, while the long-run fitted value vlr uses each
industry’s time-series mean coefficients. Firm-specific error is m − vt, time-series sector error is
vt − vlr, and long-run value to book is vlr − b.

Each SDC role takes the latest accounting observation whose three-month-ahead CRSP value
precedes the announcement by at least one month. Date-valid NCUSIP and CCM links establish
firm identity. Multiple-bidder contests retain each acquirer and count each target firm-year once.
Table 6 compares group means with Welch unequal-variance tests.

Key differences from the paper. The SDC extract lacks 1978 and 1979. The paper states neither
its control-deal screen nor which leverage measure enters Model III, so the replication imposes a
majority-control screen and uses book leverage. These choices measure the paper’s economic
objects directly, but dated matching and the shorter SDC window reduce merger-role coverage.
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4 Results

4.1 Table 6

Table 1: Model III group comparisons in natural-log points

Paper Replication

Comparison Left Right t Left Right t

Firm error, target versus acquirer 0.03 0.32 −20.21 0.0148 0.4390 −24.90
Sector error, target versus acquirer 0.07 0.12 −8.73 0.1522 0.1931 −4.91
Long-run value, target versus acquirer 0.58 0.39 12.52 0.4918 0.2531 16.74
Firm error, cash target versus acquirer −0.08 0.29 −15.01 −0.1218 0.3568 −13.69
Firm error, stock target versus acquirer 0.05 0.44 −16.09 0.1199 0.5845 −17.56

Welch unequal-variance tests. No fixed effects in the group-mean tests.
Replication N = 6,027 roles. Targets N = 2,995. Acquirers N = 3,032.

Table 1 reproduces every headline direction and significance conclusion. The firm-specific target-
minus-acquirer difference equals −0.4242, compared with −0.29 in the paper. Cash targets remain
undervalued and stock targets remain overvalued. The time-series sector difference is smaller in
magnitude but remains significant. The long-run target-minus-acquirer difference equals 0.2387,
compared with 0.19 in the paper. Acquirers therefore carry more short-run valuation error, while
targets carry more long-run value.

The replication panel closely matches the paper’s total firm-year count. Merger-role cover-
age is lower because the SDC extract starts in 1980 and all identities must pass dated CRSP and
Compustat links. This attrition changes magnitudes but does not alter the paper’s comparisons.

4.2 Out-of-sample test

Table 2: Model III out-of-sample target-minus-acquirer comparisons

Component Target Acquirer t

Firm-specific error 0.0806 0.4650 −13.56
Time-series sector error 0.0157 0.0201 −0.41
Long-run value to book 0.6062 0.4163 8.22

Fiscal years 2001 through 2011. Welch tests. No fixed effects.
N = 1,902 roles. Targets N = 949. Acquirers N = 953.

The out-of-sample estimates preserve the paper’s two headline contrasts. Firm-specific error re-
mains higher for acquirers, and long-run value remains higher for targets. The sector-error differ-
ence becomes statistically indistinguishable from zero. The extension therefore weakens but does
not reverse the paper’s core result.
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