Profiting for the Innovation of Others

ABSTRACT

Although recent theoretical work suggests that superior performance requires optimal
decisions about the use of external scientific know-how, there is little empirical research
to test such predictions. This study examines how the strategic decision of innovative
firms to rely exclusively on in-house R&D or to buy external know-how from other R&D
organizations influences financial performance and R&D efficiency. Drawing on various
theoretical frameworks, we develop hypotheses which are tested with data on 109
chemical firms. The findings indicate that, on average, buying know-how from outside
may enhance firm profitability. However, although the use of external scientific know-
how that firms buy from foreign organizations is positively associated with performance,
this relationship is reversed when the effect of domestic external know-how is
considered. We also find that external know-how has an adverse effect on firms’ ability
to develop innovations internally, lowering the payoff of their own research. One of the
implications is that despite some profitability improvements, innovative firms that rely on
the know-how of others may be left without the internal capabilities that are needed to
survive intense rivalry.
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