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“R&D Spillovers and Firm Value: The Absorptive Capacity Channel” 

In this paper I identify the specific firm-level channel through which innovation fosters economic 

growth:  absorptive capacity (AC). AC is the ability of a firm to utilize external knowledge (i.e., other 

firm's R&D investments) to enhance its own productivity. I develop a simple model in which AC varies 

across firms. The model predicts that firm value is increasing in AC and that whether R&D intensity 

increases with AC depends upon the degree to which firms' R&D investments are strategic 

complements.  Empirically, I estimate a firm-level measure of AC and show that it is strongly related 

to firm value (as measured by Tobin's Q). I also examine the effect of knowledge spillovers on R\&D 

intensity and find that it is different for high-tech sectors and non-high-tech sectors. Non-high-tech 

sectors have the incentive to invest more in R\&D to take advantage of the existing knowledge and the 

firms that are in the high-tech industries strategically utilize their absorptive capacity to substitute their 

own R\&D with existing knowledge. 

 

“The Second Mover Advantage: R&D and Absorptive Capacity”  

It has been shown that the stock market undervalues R&D investments, even after controlling for 

traditional measures of risk.  Since absorptive capacity represents the firm's ability to utilize other firms' 

R&D, it can be viewed as a substitute for own-firm R&D investment. In this paper we test the hypothesis 

that the stock market also undervalues this form of R&D. Employing my measure of absorptive capacity, 

we find that absorptive capacity is a strong, positive predictor of future stock returns after controlling 

for firm characteristics and risk. This result holds even after controlling for other R&D-related measures 

that have been identified in the R&D anomaly literature. This undervaluation is most pronounced for 

firms which are characterized by low investor attention.   
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