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Abstract
The literature on the valuation relevance of R&D investments is based primarily on cross-sectional
regressions or panel data regressions with time and firm (or industry) fixed effects such that the
parameters relating R&D to market value are cross-sectionally constant. In an alternative approach,
this paper investigates the value relevance of R&D investment using an earnings-based time series
valuation model. Model parameters are estimated for each firm separately. In contradistinction to the
results obtained from cross-sectional and fixed effects panel models, this study finds weak empirical
support at best for the value relevance of R&D expenditures at the firm level.
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1. Introduction
There is an extensive empirical literature showing that security prices impound the
information contained in R&D investment.1 Most studies measure R&D investment in
terms of contemporaneous (and sometimes lagged) R&D expenditures. Other studies
measure R&D investment in terms of some estimate of R&D capital. With few exceptions,
these studies find that the impact of R&D on firm market values is significant and positive
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irrespective of how R&D is measured.2 The only significant exceptions to date are
variance decomposition studies that find that R&D investment explains very little if any of
the variance of firm (industry) returns.3
The purpose of this paper is to test the value relevance of R&D investment in a time series
context. Despite the apparent robust result that R&D investment has a positive and
significant effect on market values, we find that in a firm-level time series context the
relationship between R&D and market values is significant at conventional levels for no
more than 25% of our sample (and often far less), depending upon the specific valuation
model. Much of the empirical evidence to date concerning the value relevance of R&D
investment is based upon (pooled or annual) cross-sectional regressions.4 The crosssectional approach makes use of comparisons across firm (or industry) expenditures on
R&D. The primary advantage of the cross-sectional approach comes where R&D
expenditures vary substantially across firms and where there are a large number of sample
firms. Then the data yield multiple comparisons from which the effects of R&D on market
value may be isolated. However, comparisons across firms can only isolate the effects of
R&D if they control for other influences on market value that may vary from one firm to
the next. For example, most studies control for firm size because market values are likely
to be at least partially size driven as are R&D expenditures. Absent a control for size, the
relationship between market value and R&D may be spurious and size driven.
Unfortunately, it is not always possible to observe and control for all firm differences
that could affect market values. For example, no cross-sectional study relating R&D and
market values to date has controlled for the talent and expertise of the managerial team,
which may be driving both firm market values and R&D expenditures. This possibility of
correlated omitted variables bias is the primary disadvantage of cross-sectional models of
R&D. Moreover, in an attempt to solve the correlated omitted variables problem, ad hoc
control variables may be included in the regressions having no intrinsic relationship to the
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