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Abstract:  
We examine the effect of country-level research and development (R&D) tax credits on optimal levels of firm-level 
R&D investments. We use a sample of R&D active firms from 22 countries and find that such credits promote optimal 
levels of R&D investment and particularly reduce overinvestment. Thus, we provide novel evidence that R&D tax 
credits do serve the purpose intended by regulators. Further, we find that our findings hold for firms with higher 
information asymmetry indicating that R&D tax credits are indeed more valuable for efficient investing when needed 
the most, that is when information asymmetry which drives inefficient investment is higher. Additionally, we show 
that our findings hold only for firms headquartered in countries with strong tax enforcement indicating that tax 
credits incentivize managers towards optimal R&D investment only in the presence of tax enforcement. Finally, we 
find that R&D tax credits strengthen the positive association between R&D investment and firms’ accounting and 
market performance, and this finding is driven by those firms that overinvest. This evidence indicates that R&D 
investing incentivized by tax credits positively reflects future profitability and this positive outcome is also reflected 
on market appraisal. Our study makes significant contributions to both the tax and corporate finance strands of the 
literature, and its findings raise important policy implications. 
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