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Lev and Sougiannis (1996) indicate that R&D assets can explain
future stock returns (hereafter, R&D related excess returns).
Furthermore, they provide two possible explanations to these excess
returns. First, these excess returns are the results of investors
mispricing shares of R&D intensive firms, which are caused by
market inefficiency. Second, these excess returns are risk premiums
of omitted risk factors that cannot be captured by the pricing model of
Fama and French (1992). Stock prices of R&D intensive firms will be
mispriced if investors fail to see through earnings distortions caused
by expensing R&D expenditures. On the other hand, if the previous
pricing model doesn’t capture all significant risk factors, then the
R&D related excess returns are to compensate for higher risk of R&D
intensive firms. The purpose of this study is to provide evidence
useful for distinguishing between the mispricing and risk explanations
for R&D related excess returns in Taiwan. Our empirical findings
conclude that the excess returns to R&D intensive firms are more
likely to result from the failure to control adequately for risk. That is,

Taiwan stock market is still efficient in valuing R&D expenditures.
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