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1. Introduction

During the last few decades, economists have paid increasing attention to the role played by
R&D in modern economies. The origins of this research agenda are often placed in Solow’s
(1957) work on the importance of the total factor productivity growth as a measure of
technological change, and in Nelson’s (1959) and Arrow’s (1962) works on the economics of
knowledge creation (Encaoua et al., 2013). From a theoretical point of view, the tools of new
game theory were applied to analyze the behavior and interactions of firms undertaking R&D.
From an empirical point of view, some authors began the task of measuring and understanding
the determinants and outcomes of R&D.

Nowadays, the empirical literature on R&D is abundant and still growing because of the
increasing availability of micro-data. Taking this fact into account, the main purpose of this
chapter is to provide a general view of three of the main topics covered by this literature: the
determinants of firms’ R&D investments, the link between R&D, innovation and productivity,
and the studies trying to open up and examine the contents of the black box of R&D. To this
aim, we build on already existing reviews, and complete them with some recent works. In
addition, we pay special attention to some new lines of research not covered in previous
reviews. For reasons of space, our analysis does not address other topics that appear to be
worthwhile, like the relationship between R&D and employment, the outsourcing and/or
offshoring of R&D, or R&D spillovers.

In the second section of the chapter, we review studies on the determinants of R&D, which are
generally supported on Dorfman-Steiner-type (1954) models. In these models, profit-
maximizing firms choose the level of R&D investment that equalizes the marginal revenue
effect and the marginal cost effect of R&D expenditure. Regarding specific determinants of
revenues and costs, most of the literature has focused on testing the so-called Schumpeterian
hypotheses, which predict a positive relationship between size and R&D investment on the
one hand, and between market power and R&D investment on the other. A related line of
research also focuses on industry determinants of R&D: demand pull, technological
opportunity and appropriability.

Much attention has recently been devoted to the role of public funding as a determinant of
business R&D investment. There is considerable agreement that R&D activities suffer from
market failures. First of all, the presence of information asymmetries and moral hazard
increases the cost of financing R&D relative to other investments. Secondly, the main output of
R&D activities is knowledge, which shows some ‘public good’ characteristics that make its full
appropriation difficult. As a consequence, the amount of public funding for R&D is of
considerable magnitude in most countries, and many studies have aimed to evaluate its effect.
Despite the profusion of empirical literature about this subject (see David et al., 2000, Becker,
2013, and Zuiiga-Vicente et al., 2014, for a review), only a few papers propose structural
models describing firms’ decisions as the analytical framework for their estimations. We pay
special attention to these papers in our assessment.

In the third section of the chapter, we deal with studies analyzing the relationship between
R&D, innovation and productivity. In this regard, we take into account three main approaches:



the knowledge capital model, the model proposed by Crépon, Duguet and Mairesse (1998) and
subsequently known as the CDM model, and a group of recent structural models.

In most early studies, an augmented production function with R&D capital (or R&D
expenditures) is used to estimate the returns to R&D at the firm level. Later, this approach was
improved by using a more complex modelization in which a demand equation is also included
to control the bias generated in the estimation of a firm-level production function where
output is proxied by deflated sales. In this case, the firm's knowledge capital also affects the
demand by improving product quality. Hall et al. (2010) review the literature on returns to
R&D based on different specifications of the production function at the plant, firm, industry,
and country levels since the 1960s. We summarize their review and include some new papers.

A second approach refers to the CDM model, which takes into account the fact that it is not
innovation inputs but innovations outputs that increases productivity. Specifically, under this
approach, productivity is explained by technological outputs and the latter by technological
effort. Revisions of this approach have already been provided by Hall (2011) and Mohnen and
Hall (2013). However, most papers included in these revisions use cross-sectional data and do
not take into account dynamic linkages between innovation and economic performance or
persistence in R&D activities. The availability of longer time series and new econometric
methods has generated some recent empirical evidence that considers the timing of
innovation and other dynamics aspects. There are different explanations for persistent
behavior in R&D activities: sunk costs associated with the performance of R&D activities, the
“success breeds success” hypothesis and the existence of dynamic increasing returns, among
others. We summarize this empirical evidence, which has not been reviewed before.

Finally, we revise the results obtained in recent papers that develop structural models to relate
productivity and R&D. In these studies, productivity is assumed to be unobservable and is
modeled as a Markov process which depends on R&D expenditure or other endogenous firms’
decisions. In addition, to deal with the simultaneity problem, instead of estimating a
production function, these authors model and estimate the firm’s dynamic decision to invest
in R&D. Specifically, they propose a dynamic structural model of R&D demand where the
expected benefit to the firm’s investment in R&D is inferred from the rational decision of R&D
investment.

The forth section of this chapter concerns itself with studies aimed at opening up the black box
of R&D. In particular, we examine two lines of research. The first one distinguishes between
the components of R&D, while the second analyzes the complementarities among different
types of R&D activities.

One common drawback of much of the literature is that R&D is considered a single activity.
However, the black box of R&D is composed of basic research, applied research and
development activities. These activities are different in purposes, knowledge bases, the people
involved and management styles, so their determinants and outcomes may be quite different.
While some seminal studies were carried out on this topic in the 1980s, it has gained renewed
attention in the last decade. To our knowledge, no systematic empirical review addresses this
subject.



A related topic is that internal R&D is not carried out in isolation. On the contrary, in-house
R&D activities should be understood as part of a more general strategy of the firm. In this
regard, one important topic of the recent literature has focused on the analysis of the
complementarities of internal R&D with other firm decisions related to technological activities.
From an empirical point of view, the analysis of complementarities involves some specific
challenges. We briefly summarize both the methodologies developed to address these
challenges and the main empirical studies on complementarity in R&D activities.

Finally, in section 5, we provide the main conclusions of our analysis and suggest some
avenues for further research.

2. R&D determinants

The study of Research and Development (R&D) determinants is a classic topic in industrial
organization. From a theoretical point of view, these studies are generally supported on
Dorfman-Steiner-type (1954) models, in which profit maximizing firms choose the level of R&D
investment that equalizes the marginal revenue effect and the marginal cost effect of R&D
expenditure (Needham, 1975; Scherer, 1980; Kamien and Schwartz, 1970, 1976, 1978, 1982).
The specific relation among the key variables depends on whether the R&D investment is
considered a demand-increasing strategy and/or a cost-reducing strategy. In particular, Cohen
and Levin (1989) emphasize that the impact of price elasticity of demand will be ambiguous in
empirical studies that do not distinguish between product and process innovation: the gains
from process innovation, which is associated with cost-reducing strategies, will be larger the
more elastic demand is (Kamien and Schwartz, 1970), while the gains from product innovation,
which is related to demand-increasing strategies, will be larger the more inelastic demand is,
given that inelastic demand could amplify the gains from a rightward shift in the demand curve
(Spence, 1975).

With the emergence of new firm-level and project-level databases at the end of the twentieth
century, the study of the determinants of R&D investment faced a revival. As in previous
works, most of the authors tended to distinguish between demand-side effects and cost-side
effects of R&D. The implicit framework in these analyses assumes that, for each planning
period and R&D project, the level of R&D expenditure is the result of equalizing the marginal
cost of R&D, MCR, and the marginal revenue of R&D, MRR. Following David et al. (2000), we
can represent this setting through the equations:?

MRR = f(R,X) [2.1]

MCR = g(R, Z) [2.2]

! For instance, following Needham (1975), the profit maximizing R&D expenditure condition can be written as

follows: :;Y = wscs—’”sm, where g is the price elasticity of demand for the firm’s product, &5 is the elasticity of the
d

quantity demanded of the firm’s product with respect to the firm’s R&D expenditure, £4y;. is the elasticity of the

rival’s R&D expenditure respect to the firm’s own R&D expenditure and ¢, is the elasticity of demand for the

firm’s product with respect to the rival’s R&D expenditure.

2 Throughout the chapter we slightly change the original notation in reference papers to keep the notation as

homogeneous as possible in all sections.



where R is the level of R&D expenditures. In this simplified model X stands for the vector of
other variables that can affect the distribution of project rates of return, like technological
opportunities and appropriability conditions, while Z represents the vector of other variables
that determine the marginal cost of R&D, such as those related to access to bank financing or
venture capital, to macroeconomic conditions or to technological public policy.?

Where MRR and MCR are equal, we find the firm’s profit maximizing level of R&D investment,
R*:

R* = h(X,Z) [2.3]

Departing from this kind of model, the use of a micro-level perspective in empirical analysis
allows the testing of new hypotheses. One of the most relevant during the last few decades is
the complementarity or substitutability relation between public R&D and private R&D. This
concern about the effect of public aid on business R&D points out the relevance of taking into
account not only the determinants of R&D intensive margins, but also the determinants of
extensive margins, that is, the propensity to perform R&D (Gonzélez et al., 2005; Takalo et al.,
2013a; Arqué-Castells, 2013; Arqué-Castells and Mohnen, 2015). The evidence obtained about
extensive margins supports the existence of sunk costs of R&D that act as a barrier to entering
R&D markets, especially for small firms. This would be one of the explanations for R&D
persistence, and justifies the interest in dynamic approaches to model R&D decisions. Some of
these topics will be analyzed in more detail in the following sections.

There are several estimation issues involved in the estimation of the R&D equation:
unobservable heterogeneity, dynamics and persistence, endogeneity and parameter
heterogeneity.

First, a number of unobservable characteristics, such as managerial ability or culture, usually
exist. This issue is dealt with by using some kind of transformation (within or differencing) that
wipes out individual (time-invariant) effects.

Second, R&D is an investment that should be analyzed in a dynamic framework because it
shows high adjustment costs. Accordingly, firms tend to smooth their R&D investment over
time (Lach and Schankerman, 1989). Most R&D studies use standard investment equation
methodology to incorporate adjustment cost dynamics into the static R&D model. The main
approach is a neoclassical accelerator model with ad-hoc dynamics (Mairesse et al., 1999),
introducing a lagged dependent variable. This model is sometimes expressed in error
correction form in order to take explicit account of short term versus long-term effects (Bond
et al, 2005). Recent developments distinguish adjustment costs of those firms starting R&D
from adjustment costs of those firms already investing in R&D (Peters et al., 2013).*

Third, R&D endogeneity may take place for a number of reasons: (i) it may be correlated with
unobserved time-variant effects, (ii) it may respond to expectations regarding future
technological shocks, (iii) the random shocks to current R&D (g;;) may affect the future values

® Prior antecedents to this model can be found in Anderson (1967) and Howe and McFetridge (1976). See also a
reference to this model in Martin (2010).
* This issue will be addressed in detail in Section 3.4.



of the explanatory variables; or, (iv) it may be determined simultaneously with other firm
characteristics included in X;;. These problems have usually been addressed using GMM-IV
methods, where the model is estimated in first differences and the lagged levels are used as
instruments and system-GMM where the equation in levels is added and the lagged
differences are used as instruments (Bond et al, 2005).

Fourth, the models usually assume that the effect of the different determinants is
homogeneous across firms. If one believes they are heterogeneous, then the estimated
coefficients reflect average effects within the sample. Some authors have explored whether
the effect of R&D determinants may differ across different types of firms (e.g., small vs large,
low-tech vs high-tech or young vs mature).

The rest of this section is organized as follows. First, we review the literature on the classical
determinants of R&D. Second, we summarize the more recent structural studies focusing on
the role played by public funding.

2.1 Classical determinants

The main classical determinants of R&D investment are firm size, market power and industry
determinants, such as appropriability, demand pull and technological opportunity. The role
played by size and market power in firm investment has been analyzed since Schumpeter
(1939, 1942) while the focus on industry determinants was raised by a series of papers in the
1980s (Levin et al., 1985; Cohen et al., 1987; Cohen and Levin, 1989).

2.1.1 Size

There are several arguments which support a positive relationship between firm size and R&D
investment. The main one is related to the availability of R&D funding. Larger firms are usually
able to generate larger cash flows to internally finance R&D investment, and they have better
access to imperfect capital markets. In addition, R&D investment usually shows scale and
scope economies.

The empirical analysis of the size-R&D relationship has been a matter of interest for decades
leading to the development of some stylized facts (Cohen and Klepper, 1996; Cohen, 2010): (i)
the likelihood of performing R&D increases with firm size, (ii) R&D rises monotonically, and
typically proportionally, with firm size (within industries and among R&D performers, (iii) small
firms account for a larger share of innovations and patents than expected according to their
R&D investment.

More recent studies focus on directly analyzing the relationship between R&D and the motives
behind the importance of size. Many studies focus on indicators of internal and external
availability of funding, usually concluding that availability of funding is positively related with
R&D investment effect (Bloch, 2005; Brown et al, 2009; Czarnitzki and Hottenrott, 2011;
Borisova and Brown, 2013)°. Some evidence has been developed that this relationship is
stronger in the US and the UK than in continental Europe (Hall, 2002; Bond et al, 2005),
because of a different structure of capital markets and different corporate attitudes towards

> Some studies have not found a significant effect (Bond et al., 2005).
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uncertainty. In turn, Henderson and Cockburn (1996) find strong evidence of the existence of
scale and scope economies using program level data from the pharmaceutical industry.

2.1.2 Market power

The relationship between market competition and R&D investment is less straightforward.
Theory postulates two different effects. On the one hand, a decrease in market power may
reduce the incentive to invest in R&D because the firm would be less able to extracts the rent
resulting from innovation output (Grossman and Helpman, 1991; Aghion and Howitt, 1992).
On the other hand, innovation could partially displace oligopolistic rents, thus reducing R&D
incentives for firms with high market power (Arrow, 1962), or it may be used as a strategic
variable to face increased competition (Spencer and Brander, 1983). The theoretical
controversy has stimulated empirical research. Some authors have obtained a positive
influence of market power on innovation (Crépon et al.,, 1998; Blundell et al,. 1999), while
others authors have found a negative one (Geroski, 1990; Harris et al., 2003). As a third
possibility, Aghion et al. (2005) find that the relationship between product market competition
and innovation is an inverted U-shape. All in all, Cohen (2010) concludes that what emerges
from previous empirical evidence is that market power does not seem to play an important,
independent role in affecting R&D.®

2.1.3 Industry determinants

Since the late 1980s some studies (Levin et al., 1985; Cohen et al., 1987; Cohen and Levin,
1989; Geroski, 1990) have placed great attention on industry-specific determinants of R&D,
such as appropriability, demand and technology opportunity.

Appropriability issues have received most of the attention. Firms should be able to appropriate
returns sufficient to make their investment worthwhile (Levin et al., 1987). Appropriability may
take place using formal or informal methods. Although most of the studies have focused on
the role played by the patenting system, empirical evidence suggests that lead time, secrecy
and complementary assets are the most employed methods to appropriate innovation results,
especially outside some specific industries, such as pharmaceutics or medical equipment (Hall
et al., 2014). However, the idea that more appropriability is related to more innovation effort
has been questioned (Bessen and Maskin, 2009; Lerner, 2009). The reason is that knowledge
spillovers and own R&D may be complements. That is, higher appropriability means a decrease
of spillovers, which may lead to a net decrease of own R&D (Hall et al., 2014). Empirical
evidence is not conclusive. On the one hand, firms in industries with high formal
appropriability are found to invest more in R&D (Hall and Sena, 2014). On the other, the
increase in formal property rights has been found to increase only patents but not R&D in the
semiconductor industry (Hall and Ziedonis, 2001), while a strengthening of legal protection of
trade secrets has been found to reduce R&D in manufacturing firms (Png, 2015).

®In a recent study, Beneito et al. (2015) argue that these contradictory results are driven by the impossibility of
finding an accurate measure of market power. Instead, they use indicators of the fundamental determinants of
competitive pressure (product substitutability, size of the market and ease of entry) and distinguish between
product and process innovation. They conclude that greater product substitutability and higher costs of entry
induce greater process innovation and lower product innovation, while market enlargement spurs both types of
innovation.



Some studies qualify these results. Arora and Ceccagnoli (2006) show that stronger patent
protection helps firms lacking complementary assets to appropriate from innovation output
through licensing. Arora et al. (2008) find that patenting is a net cost for the typical invention
but very valuable for a subset of inventions and, consequently does provide an incentive for
R&D. Czarnitzki and Toole (2011) find that patents increase R&D in German firms through a
reduction in market uncertainty, and Duguet and Lelarge (2012) find that patents clearly
promote R&D and product innovations but not process innovations in French firms.

Regarding the role of demand and technology opportunity, they are the subjects of an old
debate: the seminal works by Schmookler (1962) pointed out the critical importance of
demand as a driver of innovation. The underlying assumption is that a common pool of
knowledge and capabilities is available to all industries, and therefore large and growing
markets provide higher incentives to invest in innovation as these markets offer higher returns
for the investment (Cohen and Levin, 1989). On the other hand, some authors supported the
view that technological opportunities were the driving force of technological change.
Technological opportunities comprise the set of possibilities for advancing the knowledge
frontier and may be measured in terms of the distribution of values of improved production-
function or product-attribute parameters that may be attained through R&D or, alternatively,
as the distribution of returns to R&D, given demand conditions and the appropriability regime
(Klevorick et al., 1995). That is, at prevailing input prices, innovation is “easier” (less costly) in
some industries than in others (Cohen and Levin, 1989), so more R&D is found in these
industries. Technological opportunities are usually considered exogenous to a firm’s decisions.
Some authors, however, argue that its influence over technological input is not clear. The
reason is that technological opportunity may raise the average product of R&D without raising
its marginal product, and therefore may not increase R&D investment (Klevorick et al., 1995).

Empirical studies support the importance of demand pull (Cohen et al., 1987; Acemoglu and
Linn, 2004), although this support is not as strong as Schmookler thought (Geroski and
Walters, 1995). On the other hand, empirical studies have usually agreed that technological
opportunities are very influential in driving technological change (Raymond et al.,, 2010;
Graevenitz et al., 2013). Accordingly, the old debate has been solved, concluding that both are
important determinants of R&D investments, although the fraction of variance explained by
technological opportunity seems larger.

2.2 The role of public funding

The main justification for public support of R&D activities is the correction of market failures.
Because of the presence of information asymmetries and moral hazard, innovating firms
usually face a higher cost of R&D finance with respect to ordinary investment and show a
lower level of private external financing (Hall, 2002; Hall and Lerner, 2010). In addition, the
‘public good’ nature of knowledge prevents full appropriation, which pushes private R&D
investment below the socially optimal level.

Taking this into account, there is abundant literature analyzing whether public R&D spending
complements or displaces private R&D spending. When public support consists of subsidies or
loans, testing for complementarity relies on determining whether public R&D induces
additional private R&D investment beyond the level that would have been performed anyway.
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The spectrum of empirical methodologies for performing this analysis is wide, including
specific techniques to control for potential endogeneity of public support, firm heterogeneity
or non-linearities, among other issues. Interested readers are referred to the reviews by David
et al. (2000), Becker (2013) and Zuiiga-Vicente et al. (2014). As these reviews point out, the
evidence is ambiguous, with results supporting both a (total or partial) crowding-out and a
crowding-in (additionality) effect of public subsidies on private R&D investments.

Despite this wealth of empirical literature about the impact of public R&D funding on business
R&D, only a few papers propose structural models describing firms’ decisions as the analytical
framework for their estimations. Outstanding exceptions are the works by Gonzalez et al.
(2005), Takalo et al. (2013a, 2013b) and Arqué-Castells and Monen (2015).

Gonzalez et al. (2005) model firms’ decisions about R&D extensive and intensive margins when
some government support can be expected. In their model, each firm is a product-
differentiated competitor capable of shifting the demand for its product by enhancing product
quality through R&D. To decide the level of R&D expenditures, the firm maximizes expected

profits, E[N(R)—(l—s)ﬂR] , Where firm net revenue, N, is a function of R&D expenditures, R,

with s being the subsidized fraction of these R&D expenditures. In the equilibrium, the optimal
non-zero R&D effort can be expressed as follows:

*

o= R__Ror (—PaYE[(l—s)ﬁ]j, [2.4]

“PY Yor/\ vop

where E denotes the expectation over s values and f stands for the level of expenditure
efficiency of public funds.

This Dorfman-Steiner (1954) type expression reflects both the optimal effort of performing and
non-performing firms. It will only be observed if it surpasses a threshold effort e that
corresponds to the level of expenditure which makes the firm indifferent between performing
R&D or not. Below this threshold, R&D costs are not completely recovered by means of the
sales increment. Notice that, as expected subsidies reduce the cost of R&D, they affect both
the decision to undertake innovative activities and the size of planned R&D expenditures of
performing firms.

As Gonzalez et al. (2005) explain, this framework naturally leads to a Tobit-type modelling of a
censored variable for estimating the model parameters and, particularly, the effect of
subsidies. The econometric model consists of the following equations:

e =—BIn(1-5°)+z,p +y, [2.5]
e=zpf +u, [2.6]

where e* is only observed whene* —¢é > 0. z (which contains at least all variables in z;),
stands for the vector of variables that determine the spending profitability threshold, that is,
demand characteristics, technological opportunities and set-up costs of R&D projects. The
error term u, is assumed to be auto-correlated, while the error term u, is supposed to be

independent and identically distributed over time. s° is the expectation for s, which is



unobservable and must be previously estimated. To do so, the expectation is decomposed in

the product of the conditional expectation of receiving a grant, P(s >0|zp), and the expected

value of the subsidy conditional on z, and its granting, E(S|Zp,5>0). These two components

are estimated using, respectively, a probit and an OLS specification.

Given that subsidies are presumably granted by agencies according to the effort and
performance of firms, for the estimation of this model Gonzélez et al. (2005) apply methods
for dealing with selectivity and endogeneity in a context which allows for auto-correlated
errors. One of the main conclusions of their analysis is that subsidies can stimulate non-R&D-
performing firms to start investing in R&D.

Takalo et al. (2013b) complement the framework of Gonzalez et al. (2005) with the structural
modelling of the subsidy-application decision of firms, each one with a unique R&D project,
and the subsidy-granting decision of the public agency. In particular, the subsidy program is
modelled as a four-stage game of incomplete information between both players. In stage 0,
the players’ types (denoted by ¢ and 7, respectively, for the project/firm and the agency) are

determined.” In stage 1, the firm decides whether or not to apply for a subsidy. In stage 2, the
agency grades the proposal and learns its type. Finally, in stage 3, the firm chooses the R&D
investment with or without the subsidy. As in Gonzalez et al. (2005), the optimal R&D
investment (intensive margin) is obtained through the first order condition of the firm’s profit-
maximizing problem.

As Takalo et al. (2013b) point out, given that the goal of their approach is to derive equations
that could be empirically estimated, they “model the players’ payoffs by more specific
functional forms that would be necessary from a purely theoretical point of view” (page. 257).
In particular, the objective function of the firm and the agency’s expected utility from an
applicant’s project are expressed, respectively, as:

II(R(s),s,X,&)=exp(X L +¢&)InR(s)—(1-s)R(s) [2.7]
U(R(s),s,X,Z,&,n)=V(R(s),Z,n)+T1(R(s),s,X,&)—gsR(s)-F , [2.8]

where s stands for the subsidy rate. In equation [2.8], the first term, V(.), captures the

(domestic) spillovers of the project beyond the firm’s profits, the direct costs of the subsidy (
gsR(s)) and the fixed costs of applying and processing the application (F ). g denotes the

constant opportunity cost of agency resources, while X and Z stand for vectors of observable
firm characteristics.?

Under this framework, Takalo et al. (2013b) prove that there is a unique perfect Bayesian
equilibrium of the game. The econometric implementation of this model relies on the
estimation of four types of equations regarding the firms’ application and R&D investment
decisions, the agency’s subsidy rate decision and the grading process. The estimation of this
multi-equational system with project-level data from Finland allows them to quantify the

7 The type of project and the agency’s type corresponding to each project are drawn from common knowledge
(joint) distributions and constitute the unobservables of the econometric model.
8 See the complete set of equations in the original paper.
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benefits and costs of the R&D subsidy program. They report four main findings: first, the
expected effects of subsidies are very heterogeneous; second, estimated application costs vary
greatly, and shocks to application costs and marginal profitability of R&D are positively
correlated. Third, spillover effects of subsidies are somewhat smaller than effects on firm
profits; and, fourth, the expected rate of return on the subsidy program is about 30% to 50%.

Two strong assumptions in the depicted model are the lack of fixed R&D costs and the absence
of credit rationing. Takalo et al. (2013a) specifically extend this model by including a cost of
external funding and fixed costs of R&D projects. To overcome liquidity problems and given
that public subsidies are paid ex-post, these authors assume that the firm can raise funding
from financial markets, which are competitive with free entry of identical financiers and an
unlimited supply of funds. Therefore, the contract between the firm and the financier can be
defined as the one that maximizes the firm’s payoff subject to a financier’s zero profit
condition. In this framework, the presence of fixed costs of R&D allows us to determine the
effects of R&D subsidies at the extensive margin, where the firms decide whether or not to
invest in R&D. In addition, the cost of external finance reduces the optimal subsidy rate at the
intensive margin, while the association is the opposite at the extensive margin. Takalo et al.
(2013a) also derive necessary and sufficient conditions for the existence of additionality effects
of public support to private R&D. In particular, they show that additionality at the intensive
margin inversely depends on the spillover rate. As a consequence, the relationship between
additionality and welfare may be ambiguous.

Focusing explicitly on the firm’s optimal R&D decisions, Arqué-Castells and Mohnen (2015)
consider an additional dimension: the existence of sunk entry costs of R&D. The firm would
incur these costs only the first time that it engages in R&D. Classical subsidy granting schemes
consist of subsidies seeking to increase the intensive margin, i.e., to promote the R&D effort of
regular R&D performers. The existence of sunk costs also provides a justification for the use of
‘extensive” subsidies, i.e., subsidies seeking to expand the base of R&D performers through the
coverage of these costs.

The model framed by Arqué-Castells and Mohnen is similar to the ones in Gonzdlez et al.
(2005) and Takalo et al. (2013a, 2013b). However, they consider a dynamic model in which
firms decide whether to start, continue or stop performing R&D depending on R&D ‘intensive’
or “extensive’ subsidies. Through this model, they characterize the firm’s optimal participation
strategy in terms of two subsidy thresholds, which determine R&D entry and continuation.
Using firm-level data on Spanish manufacturing firms, Arqué-Castells and Mohnen (2015) are
able to compute these thresholds through the estimation of a dynamic panel data type-2 Tobit
model with two equations: the R&D participation equation and the R&D investment equation.
Simulation on this estimated model suggests that one shot trigger subsides positively affect
the share of R&D performers and average R&D expenditures. In addition, extensive subsidies
might induce permanent effects, as R&D performers in a given period are more likely than
non-performers to undertake R&D activities in the next period.
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3. R&D, innovation and productivity

The analysis of productivity growth and its determinants is a classic topic in industrial
economics. There is a large number of papers that study this question from an empirical point
of view, pointing out the performance of technological activities as an essential source of
firms’ growth. Specifically, many authors have analyzed the relationship between R&D
activities and productivity, finding, in general, a positive and significant effect of R&D on
productivity, although with different magnitudes depending on the methodology employed
and the level of analysis. In this respect, as Mairesse and Sassenou (1991) point out, the issue
is not so much the question of whether or not such a relationship exists, but whether or not
econometric studies can characterize such a relationship in a satisfactory and useful manner.

R&D activity can affect productivity in different ways. It can reduce the production costs or
increase the quality of the goods that exist in the markets. But it can also generate new goods.
These effects can cause price reductions, margins increases and reallocations, not only in
terms of factors, but also in terms of firm entry and exit in the market. In this sense, it is
difficult to accurately measure the impact of R&D because it affects both supply and demand
of products. In addition, R&D undertaken by other firms in the own sector (or different sectors
and countries) can generate positive spillovers in other firms of the same sector (or different
sectors or different countries) and should also be taken account. In our revision, we are going
to distinguish between three main approaches: the knowledge capital model, the CDM model®
and recent structural models.

Most early studies follow Griliches (1979) using an augmented production function with R&D
capital (or R&D expenditure) to estimate the returns to R&D at the firm level. They focus on
the supply side estimating a Cobb-Douglas production® in levels or in log differences, which
allows them to compute the impact of R&D capital on the level or the growth of the
productivity. In this context, under the assumptions of constant returns to scale and perfect
competition, some papers use the growth accounting framework, which allows relating the
growth of total factor productivity (TFP) to R&D in a non-parametric way. This framework will
be known as the knowledge capital model.

Later, following Hall (1988), Klette (1996) proposes a combination of non-parametric and
parametric productivity analysis to take into account not only the existence of markups as in
Hall (1988) but also the treatment of scale economies. In addition, and as in Klette and
Griliches (1996), he tries to control the bias generated in the estimation of firm-level
production functions when output is proxied by deflated sales, based on a common deflator
across firms. In this case, biases occur in situations where firms compete in an imperfectly
competitive environment in which prices will reflect idiosyncratic differences in cost and in
market power across firms. Some of these differences are generated by the innovation in
creating and/or increasing that market power. To control this, they add a model of product
demand to the model of producer behavior. The firm's knowledge capital affects the demand

° The model proposed by Crépon, Duguet and Mairesse (1998) and subsequently known as the CDM model.
10 A smaller number of papers estimates a system of factor demand equations derived from a dual (cost function)
representation of technology.
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through improved product quality. They rewrite the production function in terms of revenue
rather than real output assuming an isoelastic demand function and combining the production
function with the demand equation.

In the previous approach, the variable which measures the technological activity and enters in
both supply and demand equations is R&D capital (or R&D expenditures), which is an input
measure. Recently, the idea that the growth of firms is more related to the results of
technological activities than to the inputs used in them has generated some studies that
directly analyze the impact of technological outputs (process, product or organizational
innovations, patents, etc.) on firms’ productivity. Specifically, Crépon et al. (1998) developed a
multiequational model that explains productivity by technological outputs and the latter by
technological effort (innovation input). Since the appearance of this seminal paper, many
researchers have applied the same methodology to different European countries, using
essentially cross-sectional data from Community Innovation Surveys (CIS Data). Most of them
estimate the equations of this model in a recursive way, although some recent papers estimate
the equations simultaneously.

More recently, some authors developed structural models to relate productivity and R&D
Specifically, they assume that productivity is unobservable and model it as a Markov process
which depends on the R&D expenditure or other endogenous decisions of the firms (Aw et al.,
2011; Doraszelski and Jaumandreu, 2013). In this context, Aw et al. (2011), Roberts and Vuong
(2013) and Peters et al. (2013) propose a dynamic structural model of R&D demand where the
expected benefit to the firm’s investment in R&D is inferred from the rational decision of R&D
investment.

In sections 3.1 and 3.2, the general theoretical framework of the classical approach is
summarized as the empirical results derived of it. In sections 3.3 and 3.4, the CDM model and
the new papers taking into account the persistence inside the structure of this model are
depicted. Finally, section 3.5 presents some recent structural models that relate R&D and
productivity.

3.1 The knowledge capital model

Griliches (1979) introduced a basic framework where the production function is augmented
with a knowledge capital term. In this case, the productivity equation starts by assuming a
production function for firm i in year t of the type:

Y, =AF(L, K

i’ it?

Mit'Git)’ [3.1]

where Y denotes the quantity of output, L, K and M are, respectively, the quantities of labor,
physical capital and materials, G denotes the quantity of knowledge capital, and A represents
the level of efficiency reached by the firm (or a productivity shifter). Griliches (1979) proposed
computing the knowledge capital from the accumulation of R&D expenditures over time, i.e.,
to construct a variable that measures the stock of R&D capital owned by a firm. Specifically, he
used the perpetual inventory method, and this method remains the most widely used.
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Assuming a Cobb-Douglas production function for equation [3.1] and taking logarithms, we
obtain two alternative linear regressions (in levels and first differences) to be estimated:

Vi = T lit +a, kit ta, my+yg, tu, (3.2]
Ay = Aaje + Al + ap Ak + a Amy + yAgi + Auy, [3.3]

where lower case letters denote logarithms of the variables and A denotes first differences of
the variables. The parameters ¢, «, and «, measure the output elasticities with respect to

the traditional inputs, and y is the output elasticity with respect to the knowledge capital of
the firm. In this context, y is the main parameter of interest and it may reflect the impact of
process innovation. In this sense, the knowledge capital is expected to have a direct positive
effect on productivity because new processes reduce production costs. In addition, process
innovations can also have indirect effects: if cost reductions are translated to prices, a big
enough increase in sales to compensate price decreases can generate additional productivity
improvements in the presence of returns to scale. However, the translation to the price
depends on the competition in the market.

Estimation of firm-level production functions (such as equations [3.2] and [3.3]) involves a
number of econometric issues, including simultaneity (endogeneity of the firm’s input choices)
and selection bias (endogenous exit)™. Apart from these econometric issues, the estimation of
production functions is full of challenges, especially related to data problems and, in particular,
to measurement error in inputs and output. In the context of the knowledge capital model, the
construction of R&D capital stock is problematic. As we said before, this capital is usually
computed using the perpetual inventory method, but this method has major drawbacks in
practice.' First, the depreciation rate is unknown and usually considered to be constant over
time. Second, there is a problem related to the initial conditions for R&D capital stock.

Other measurement issues are related to quality changes in both inputs and output. If the
prices used to deflate nominal inputs do not include quality adjustment, the real input would
be undervalued and the TFP would be overestimated. This problem is clear in the case of ICT
equipment but can also be applied to labor input, whose productivity can be increased over
time. In this regard, if inputs are quality-adjusted, they can capture the effects of innovation on
them. With respect to the output, if the price doesn’t incorporate the quality changes, the real
output is undervalued when an industry output deflator is used. Instead, the quality
improvement is reflected as an increase in the nominal revenue.

For the output measure, there is an additional problem related to non-competitive pricing.
Market power across firms can be different and the differences are associated with the
innovator behavior of firms: product innovations give a market-power position to the firms
that allow them to sell at prices higher than competitive prices™. As in the case of quality

van Beveren (2012) provides a detailed overview of both the econometric issues that arise when estimating total
factor productivity in a production function framework at the firm level, and the existing (parametric and semi-
parametric) techniques designed to overcome them.

12 See Van Beveren (2012) for a detailed discussion.

3 |n Dobbelaere and Mairesse (2010, 2013), they also consider monopsonistic competition, which allows firms to
hire some of their inputs below competitive prices.
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improvement, if there are no firm prices, the use of industry output deflators implies that part
of the estimated productivity reflects price effects.

A second way to calculate Total Factor Productivity (TFP) growth is the accounting growth
approach, which assumes some assumptions that allow calculating the elasticities from
observables. Specifically, under assumptions of constant returns to scale with respect to L, K
and M and competitive markets, the inputs elasticities are the shares of revenue received by
each of the factors. Even in the context of imperfect markets, cost minimization implies that
input elasticities equal cost shares, s;. Therefore, the Solow residual can be rewritten as:

éicIYic_(Sl'Iic+Sk'ki[+sm'kic) [3.4]

The main problems of this methodology are the non-fulfillment of the previous assumptions
associated with this kind of model (constant returns to scale, instant adjustment of the inputs,
competitive markets) and the interpretation of TFP. Note that it picks up everything not
captured by the labor productivity, capital intensity, materials as changes in the firms’
efficiency, capacity utilization or measurement errors of the variable (output and inputs).
Nevertheless, some papers use this approach to estimate TFP, including some variables

reflecting the non-fulfillment of the assumed assumptions, x., along with other control

it ?

variables like the cycle. In this context, to estimate the impact of knowledge capital on TFP,
. 14
equation [3.3] can be replaced by :

éit :ﬂ"git + X 'ﬁ +V, [3.5]

Hall et al. (2010) review the literature on returns to R&D based on different specifications of
the production function previously revised at the plant, firm, industry, or country levels since
the 1960s. Most papers refer to pooled (or temporal) estimates on firm data which use the
level production function, although they also consider estimates from growth rates regressed
on R&D intensity. When the production function is estimated in first-differenced form, they
find a substantial downward bias to the R&D coefficient. This bias can be mitigated by
imposing constant returns. They find that research elasticities range from 0.01 to 0.25. The
cross-sectional estimates are higher than the panel data estimates, which in some cases are
statistically non-significant. One explanation might be that measurement errors have a much
more serious impact on growth rates than on the levels of variables. The rate of return is
obtained by multiplying the estimated elasticity by the average output—R&D capital ratio in the
sample. The R&D rates of return in developed economies during the past half century have
been strongly positive and are more likely to be in the 20-30% range.

Wieser (2005) surveys the empirical literature on firm-level R&D and productivity at the firm
level using a production function approach, but also taking into account the impact of R&D
spillovers. He finds a significant impact of R&D on firm performance on average. A meta-
analysis on the studies surveyed shows that the estimated rates of return do not significantly

" Klette (1996), following Hall (1988), develops a model to take into account the possibility of the existence of scale
economies in addition to imperfect competition in the product market (markup different from one) considered by
Hall (1988). He proposes an expanded equation of [3.2], which allows estimating the markup and the scale
elasticity.
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differ among countries, whereas the estimated elasticities do. Furthermore, the estimated
elasticities are significantly higher in the 1980s and consistently higher in the 1990s compared
with the 1970s.

3. 2. Interaction with the demand side

When equations [3.2] and [3.3] are estimated using firm data with sectoral deflators, the
output measure (deflated nominal sales) also captures the impact of product innovation.
Klette & Griliches (1996) deal with the problem of unobservable output prices including a
demand equation. They consider that with an appropriate specification of the demand system,
there is identification: the omitted price variable can be expressed in terms of the firm's
output growth relative to industry output, and eventually in terms of observables and
parameters already present in the production (or cost) function®. In this regard, the supply
side approach can be improved by considering a demand function as follows:

Y, :Y(Pit’Git’Dit) , [3.6]

where Y denotes the quantity of demanded output and P, G and D refer to price, knowledge
capital and other demand shifters, respectively.

Technological capital affects firms’ demand through the improvement of product quality or
product innovations. The introduction of a new product on the market generates a new source
of demand. The new product can replace the old product and in this case can cannibalize the
revenues and the profits made from producing the old products. However the new product
can also be complementary to the old product. In this case, selling both products can generate
economies to scale in the distribution of the goods on the market.

Assuming a Cobb-Douglas specification for equation [3.6] and taking log differences, we
obtain:

Ay, =nAp, +&Ag, +Ad, (3.7]

where lower-case letters denote logarithms of the variables and A denotes first differences of
the variables. As in Klette and Griliches (1996), Klette (1996) uses the relationship between
output and sales (revenue), S, =p,Y, to rewrite the TFP equation in terms of revenue rather

than real output, under the assumption of an isoelastic demand equation. Klette (1996)
assumes that each firm produces differentiated products and therefore faces its own
downward sloping demand curve, that the number of firms is large and that oligopolistic
aspects of price setting behavior are negligible. Because firms have idiosyncratic output prices,
real revenue instead of an actual output measure is generated when revenue is deflated by an
industry deflator. Taking log differences in the sales, As;; = Ap;; + y;¢, and substituting in
equation [3.7], the demand equation can be rewritten as:

> Nevertheless, Mairesse & Jaumandreu (2005) do not find big differences estimating the revenue function or the
production function (using a real output measure) for French and Spanish firms. They point out that biases due to
other sources of specification errors are probably more important.
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1
Ay, =1 As, +——Ag, +—Ad, [3.8]
1+7 1+n 1+7n
where 1L:y is the price-marginal cost markup®. Combining, [3.3] and [3.8], the revenue
+7
production function can be expressed as:

Aa. AU,
As, =20 L ZAL 4+ S n, + S Am, +[Z—£jAgit g B 39
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Equation [3.9] combines supply and demand effects, which that implies that the parameter
associated with R&D capital captures the effects of process innovations (cost reduction) and
product innovations (demand increase)’’. Because demand elasticity is negative, the
parameter associated with this variable is positive. However, as the dependent variable is the
revenue, the R&D elasticity is a combination of output and price elasticity. Identification is only
possible with individual prices that allow us to estimate 1 and & separately.*®

There are only a few papers that incorporate the demand side. In these studies, the impact of
R&D on revenues is usually higher than the impact on physical output. See Hall et al. (2010) for
a review of this literature.

3.3 The CDM model

For the last two decades, the most commonly used model to analyze the effect of innovation
on productivity has been proposed by Crépon, Duguet and Mairesse (1998), subsequently
known as the CDM model. It takes into account the fact that not innovation inputs but
innovation outputs increase productivity. Firms decide to invest in R&D in order to obtain
some innovation outputs (product, process, organizational innovations, patents, etc.) which
positively affect their productivity (or productivity growth) and other performance variables. In
this regard, this model consists of a recursive system of three sets of equations. The first set of
equations describes whether a firm undertakes R&D and, if so, how much, as a function of firm
and industry characteristics.”® The second one takes the form of a knowledge production
function, that is, explains innovation outcomes as a function of R&D intensity and other
firm/industry characteristics. Finally, a productivity equation is considered where innovation
outputs are factors among other inputs.

The first set explains the probability of undertaking R&D and the intensity of the R&D
expenditure. The R&D effort Ri*: can be measured by the intensity of the R&D expenditure R,

only if the firm makes (and reports) that expenditure. The decision to perform R&D
expenditures is represented by:

16 Alternatively, the demand equation can also be expressed in levels.
17 . . . .

This equation can also be estimated in levels.
'8 Van Leeuwen (2002) estimates this equation and, apart from including process innovation, he parameterizes the
demand shifter by the share of new (or new and improved) sales in total sales. The basic assumption of this model is
that innovation is predominantly “demand driven,” and therefore its contribution to productivity growth should be
measured according to quality or product variety.
19 Sometimes this first block involves just one equation when the sample refers to innovative firms.
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iR, - {1 if dR,=x,, f,+&, >0 3.10]

0 if dR, =x,, f +&,<0

lit —

where dR, is a binary variable that takes the value 1 when the firm invests in R&D, and 0

otherwise. If the latent variable dR, is bigger than a constant threshold (which can be zero),
we then observe that the firm engages in R&D activities. x,, is a vector of observable

explanatory variables (time-variant and time-invariant variables). Conditional on the
performance (and report) of R&D activities, the second equation refers to the quantity of
resources allocated to this purpose:

R :{Ri*t =Xy S+ &y i dR =1 [3.11]

* 0 if drR, =0

where x,, is a vector of determinants of the innovative effort, which can differ from those
determinants that explain the decision to perform R&D expenditures. Finally, ¢,, and ¢,, are

idiosyncratic errors (which refer to other unobservable time-variant determinants). Most

papers assume that the error terms ¢&,, and &,. follow a bivariate normal distribution with a

lit 2it

mean equal to 0, variances o, =1 and o, and correlation coefficient p,,. For this reason,
both equations are usually estimated as a generalized Tobit model by maximum likelihood
(Heckman 1976, 1979). In the original paper, the innovative effort is approached by the
research-technological capital per employee. Posterior empirical evidence usually considers
the R&D expenditure per employee a proxy of technological effort.

The third equation of the model corresponds to the estimation of the new knowledge
production function, g, , generated from firms’ innovative effort. The model assumes that the

investment intensity is a public good within the firm that can be used to produce different
outputs without depletion. Therefore, g, can be modeled as a vector of technological outputs

that can take several forms:
Gie = A Rit + X ’ﬂ3 +&5, [3.12]

where latent investment intensity R; appears as an explanatory variable with the vector x,,,

which includes other determinants of knowledge production (time-variant and time-invariant
variables).

In the original paper, new knowledge is measured by two variables: the number of patents and
the percentage share of firm innovative sales (products launched in the market in the last five
years). In the first case, the patent equation is specified as a heterogeneous count data
process. In the second one, since the share is only known by intervals, the equation is specified
as an ordered probit model. The choice of the dependent variable is conditioned by the
availability of data in Community Innovation Surveys (CIS), which are the data bases most
frequently used to estimate the CDM model with European data. Subsequent studies
complement these indicators with dummy variables that capture the achievement of product
and process innovation and, recently, organizational innovation.
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Finally, the last equation refers to the productivity equation. Most papers consider an
augmented Cobb-Douglas production function with physical capital, employment, innovation
outputs and other control variables. In addition, they usually assume constant returns to scale
(in standard inputs). The functional form that has been used more frequently following the
original CDM is:

Yie _Iit :5git T Xy 'ﬂ4 &4 s [3.13]

where y, —1, is labor productivity (added value or output per worker, expressed in log),

it
innovative output g, appears as an explanatory variable with the vector x,, , which includes

other determinants like physical capital per employee (in log) and skill composition, among
others. However, recent empirical evidence considers other augmented Cobb-Douglas
production functions like equations [3.2] and [3.9] of the previous section®.

In the original paper (Crépon et al., 1998), all equations ([3.10]-[3.13]) are estimated jointly by
asymptotic least squares or a minimum distance estimator. In the first stage, they estimate the
reduced form equations parameters by M-estimation, and in the second stage, ALS-estimation
to retrieve consistent estimates of structural parameters. However, successive empirical
evidence uses a sequential approach: the predicted value of the dependent variable of each
set enters as a determinant in the next equation.

Specifically, after the estimation of equations [3.10] and [3.11] of the first set, the predicted
value for all firms is used as a proxy of the innovation effort and included as a determinant in
equation [3], the knowledge production function. This implies that the model assumes that all
firms make some innovative effort even if they do not report this effort. That is, below a
certain threshold, the firm is not capable of picking up explicit information about this effort
and will not report on it. In this regard, equation [3.12] is estimated for all firms and not only
for the sub-sample of those reporting R&D expenditures. In addition, the predicted value

instead of the observed value dR, is used as an explanatory variable to take into account the
potential endogeneity of this variable in the knowledge production function: some

unobservable characteristics of firms can generate both innovative effort and technological
outputs increases. In the last step, the productivity equation is estimated by using the

predicted values of g, to take care of the endogeneity of this variable in equation [3.13]. In
this regard, the CDM model takes into account the endogeneity of R&D effort and innovation

outputs in the knowledge and productivity equation, respectively. However, there is no
feedback from productivity to innovative activities.

Revisions of this literature have been provided by Hall (2011) and Mohnen and Hall (2013). The
empirical evidence shows that productivity is positively related to both innovative sales and
the binary indicator for product innovations and that the association is higher for high

20 Klomp and van Leeuwen (2001) also have exploited the CIS data in a structural modelling approach. But in
contrast to Crépon et al. (1998), they do not use a production function framework.
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technology sectors®. However, regarding process innovation, results vary a lot and, in some
cases, are even negative. Two possible explanations have been provided (Hall, 2011): (i) firms
operate in the inelastic portion of their demand curve so that revenue productivity is not
affected by efficiency improvements in the production process and (ii) there is so much
measurement error in the innovation variables that only one of the two is positive and
significant when added to the productivity equation®.

3.4 Persistence in technological inputs and outputs

Although there is ample empirical evidence that tests the CDM model, most of it is based on
cross-sectional data. This fact does not permit the estimations to take into account persistence
in R&D activities, dynamic linkages between innovation and economic performance or
unobserved firm heterogeneity. Recently, some studies have begun to consider the timing of
innovation and dynamics aspects.

There are papers that show persistence in economic performance (profits and productivity) of
firms. For example, Cefis and Ciccarelli (2005) find long-run persistence in profit differentials
among UK manufacturing firms. In addition, their results show a positive difference in
profitability between innovators (firms which apply for patents) and non-innovators, which is
greater when the comparison is between persistent innovators and non-innovators.
Bartelsman and Dhrymes (1998) and Farifias and Ruano (2005) give evidence of persistence in
the differences in productivity across firms for US and Spanish manufacturing firms,
respectively. The static version of the CDM model shows that output innovation is related to
productivity and, in this regard, persistence in innovation activity can explain the persistence in
firm economic performance.

More recently, the availability of new data allows estimating the growth of labor productivity
or TFP by using panel data and introducing dynamics in the CDM model or, at least, in the
equations for the decisions on technological inputs or outputs. There are two main
explanations for persistent behavior: true state dependence and spurious dependence. The
first one implies a real causal effect: the probability of investing in t-1 increases the probability
of investing in t. Explanations for this real true dependence in the case of innovation activities
are the sunk costs associated with the performance of R&D activities, the “success breeds
success” hypothesis and the existence of dynamic increasing returns, among others (see, for
example, Peters, 2009; Mafiez-Castillejo et al., 2009; and Raymond et al., 2010).

Sunk costs represent a barrier to both entry into and exiting from R&D activities. If a firm
decides to undertake R&D investment, it has to incur start-up expenditures to build an R&D
department. These costs are an entry barrier because potential entrants have to take them
into account in their profit maximization behavior. They also are a barrier to exiting because

2! The effect tends to be lower when growth rather than level of productivity is estimated and when skilled labor is
controlled for, suggesting an identification problem between innovation and other measures of knowledge and
physical capital.

22 \/an Leeuwen and Klomp (2006) present a structural model similar to the CDM model but they use revenue per
employee growth as the measure of firm performance instead of the level of value added per employee in the
performance equation (equation [3.9] of section 3.2.).
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they are not recovered when the firm stops R&D activity and it has to incur them (maybe in a
smaller quantity) again if it decides to re-enter.

Another explanation is the “success breeds success” hypothesis, which is based on different
arguments in the literature. Firstly, and following Schumpeter, if there is a positive relationship
between market power and innovation, incumbents have more to lose by not innovating than
potential new entrants do and this causes incumbents to innovate persistently. In addition, a
firm’s innovation success broadens its technological opportunities, which make subsequent
innovation success more likely. Another argument is the existence of financial constraints.
Innovation projects entail a high risk and, because of information asymmetry between the
innovator and the lender, firms have problems obtaining external funds. Profits that are
generated by past successful innovations provide firms with increased internal funding that
can be used to finance further innovations.

The last explanation, as Peters (2009) points out, is based on the idea that knowledge
accumulates over time (Nelson and Winter, 1982). Evolutionary theory states that
technological capabilities are a decisive factor in explaining innovation. Experience in
innovation is associated with dynamic increasing returns in the form of learning effects which
enhance knowledge stocks and, hence, technological capabilities. In addition, evolutionary
theory defines the notion of technological trajectory. Along a trajectory, radical innovations
are followed by a succession of incremental innovations. Consumers are inclined to buy new
generations of products, increasing the demand for innovation.

According to these theoretical explanations for real state dependence, it is not clear whether
persistence is more related to technological inputs or outputs. Under the sunk cost hypothesis,
R&D decisions are modeled on a long-term horizon, given that sunk costs could represent a
barrier not only to entry for new firms, but also a barrier to exiting for incumbent firms that
have not recovered their investments. In this case, an input measure would be desirable.
However, the “success breeds success” and the “learning by doing” hypotheses are more
associated with technological results. Additionally, if we assume that innovation outputs are in
part determined by innovation inputs, input persistence should be partially translated into
output persistence.

From an empirical point of view, there is a lower number of papers focused on innovation
inputs (R&D expenditure) than on technological outputs (patents or process and product
innovations). As for the first, two outstanding studies are the ones developed by Mafiez-
Castillejo et al. (2009) and Peters (2009). Both obtain evidence in favor of a high degree of
persistence regardless of the methodology. In particular, Mafez-Castillejo et al. (2009)
estimate a multivariate dynamic discrete choice model of R&D decisions using firm-level data
of Spanish manufacturing for 1990-2000. Conditional on firm heterogeneity and serially
correlated unobservable factors, they find that R&D history matters. They interpret this true
dependence as the existence of sunk R&D costs associated with performing R&D. They deal
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with econometric problems (error term serially correlated because of permanent firm-specific
component and the initial conditions problem) following Heckman (1981).%

Peters (2009) analyzes the persistence of firms’ innovation for German manufacturing and
service firms for the period 1994-2002. She estimates a dynamic random effects discrete
choice model and uses the estimator proposed by Wooldridge (2005). The econometric results
show that past innovation experience is an important determinant for manufacturing and for
service sector firms alike, and hence confirm the hypothesis of true state dependence. She
defines an innovator as a firm with positive innovation expenditure in a given year. In this
regard, the paper analyzes persistence in innovation input.

With respect to innovation outputs, apart from patents, the empirical evidence is also
consistent with the existence of high persistence. Duguet and Monjon (2004) show that
persistence in (process or product) innovation is strong for a sample of French manufacturing
firms. Using data on Australian firms, Rogers (2004) also finds that there is some degree of
persistence in innovative activities defined in terms of product and organizational innovations.
However, neither study controls for unobserved individual heterogeneity. Flaig and Stadler
(1994) deal with this problem and examine persistence in process and product innovations
using a panel of manufacturing firms in West Germany in the 1980s. They estimate a dynamic
panel probit model that accounts for unobserved firm-specific characteristics following
Heckman’s (1981) approach. For both types of innovation, their results suggest the existence
of true state dependence, which implies a positive impact of innovative success on further
innovations in the following years.

In the case of patents, most papers find a low level of persistence (see, Malerba and Orsenigo,
1999; Cefis and Orsenigo, 2001; and Cefis, 2003). This result is confirmed by Geroski et al.
(1997) using a duration model for granted patents for a sample of US firms to test the “success
breeds success” idea: very few innovative firms are persistently innovative. This low
persistence when innovation activity is measured with patents can be explained because not
all inventions are patented. In addition, as Duguet and Monjon (2004) point out, patenting
involves both innovating and being the first to innovate. In this regard, patent data could
measure the persistence of innovative leadership rather than the persistence of innovation.
With a panel of French manufacturing firms, Crépon and Duguet (1997) also use patent data to
measure innovation. They estimate a dynamic count data model that links the current number
of patents to both the previous year’s number of patents and the amount invested in R&D.
They find that the effect of lagged patents on the current number of patents is significantly
positive, which suggests a persistence in innovation among formal R&D performers, but the
effects slowly vanish as the number of innovations increases.

Previous empirical evidence analyzes persistence in the R&D activities in just a single equation
without considering the links among technological inputs and outputs and productivity. Recent
papers provide evidence about the relevance of taking persistence into account when
examining these links. In particular, Raymond et al. (2009) consider the possibility of dynamics

2 Heckman (1981) suggests starting on the joint distribution of the dependent variable in all periods conditioned to
the permanent component of the residual and the mean of the explanatory variables. He also proposes specifying
the distributions of the initial condition and the permanent component to the error term to integrate out the
unobserved effect.
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in the first two equations of the CDM model for Dutch manufacturing, using an unbalanced
panel from five waves of the CIS during 1994-2004. They consider not only the persistence of
innovation input and innovation output, but also the lag effect of innovation input on
innovation output and the feedback effect of innovation output on innovation input.** They
find persistence of innovation input and innovation output, a lag effect of the former on the
latter and a feedback effect of the latter on the former.

Van Leeuwen (2002) analyzes the dynamics of R&D intensity and links it to that of innovative
sales using two waves of the Dutch CIS data. The results show that innovation persistence is
smaller when measured from the output side than when judged from R&D intensities. As in
Van Leeuwen and Klomp (2006), he also includes a productivity equation in terms of revenue
growth. In this last equation, the returns of the current R&D endeavor are more significant if
the dynamic specification is relaxed, and a restricted and static model is applied to all available
CIS data.

Huergo and Moreno (2011) specifically take into account persistence in R&D activities and
technological outputs inside the CDM model for a sample of Spanish manufacturing firms
between 1990 and 2005. For the first two equations, they estimate a Heckman model with a
dynamic pooled probit for the decision whether to engage in R&D activities or not, where the
individual heterogeneity is parameterized as in Wooldridge (2005). In the third equation (new
knowledge generation), the lagged dependent variable is added as an explanatory variable to
reflect whether the firm has previously generated new knowledge capturing the innovation
output experience. Because of the binary character of innovation measures, this equation is
estimated as an RE dynamic probit model. The last equation of this paper is a TFP growth
equation, where TFP is calculated as a Solow residual, imposing the usual assumptions. In the
estimation, the authors assume a recursive model where feedback from productivity growth to
technological effort is not allowed, and therefore a three-stage estimation procedure is
applied. The results reflect the existence of true state dependence both in the decision of R&D
investment and in the production of innovations. The omission of this persistence leads to an
overestimation of the current impact of innovations on productivity growth.

The previous paper does not take into account the potential correlation of the error terms
across equations or the dynamics in the productivity equation. Raymond et al. (2015) deal with
these challenges and introduce dynamics in the R&D-to-innovation and innovation-to-
productivity relationships. They consider four nonlinear dynamic simultaneous equations and
estimate them by full information maximum likelihood using two unbalanced panels of Dutch
and French manufacturing firms from three waves of the CIS.?> The results provide evidence of
robust unidirectional causality from innovation to productivity and of stronger persistence in

* 7o do so, a dynamic panel data bivariate tobit with double-index sample selection accounting for individual
effects is estimated by maximum likelihood.

» Specifically, they take care of the initial conditions problem using Wooldridge’s (2005) approach and they handle
multiple integration due to the correlations of firm effects and idiosyncratic errors across equations by using Gauss-
Hermite quadrature sequentially (Raymond et al., 2007).
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productivity than in innovation. Specifically, they only find true persistence in product
innovation in French manufacturing.”

Using an alternative approach, Deschryvere (2014) analyzes what role persistence of
innovation output plays in the growth of firms. Specifically, he applies a vector auto-regression
model to Finnish firm-level data. He finds that only continuous product and process innovators
show positive associations between R&D growth and sales growth. In the case of process
innovations, occasional innovators are the ones that exhibit a stronger association between
sales growth and subsequent R&D growth.

3.5 Recent structural models

Previous empirical analyses on the effect of R&D at the firm level are based on the estimation
of the relationship between technological input (or technological outputs as in the CDM
model) and the level of output. The marginal product of the knowledge input (technological
capital) in the production function provides a measure of the return of the firm’s R&D
expenditure.

An alternative way to incorporate R&D in the firm’s production process has been developed by
Aw et al. (2011) and Doraszelski and Jaumandreu (2013). Instead of building a knowledge
capital, like Griliches (1979), they assume that productivity is unobservable and model it as a
Markov process which depends on the R&D expenditure. That is, productivity is affected by
the firm’s endogenous decision to invest in R&D. In the case of Aw et al. (2011), the export
choice also endogenously affects the path of productivity”’. Specifically, from the standard
Cobb-Douglas production function in logarithms:

y.=a,+a, t+o,l +a, k., +a, m +w, +u, [3.14]

Doraszelski and Jaumandreu (2013) assume that actual productivity, wi, can be decomposed
into expected productivity and a random shock?:

Wi = E[Wit | Wi Ry ] +& =6w, 1 R )+ &, (3.15]

where R, is R&D expenditures in t-1. That is, the firm anticipates the effect on R&D
productivity in period t when making the decision about investment in knowledge in period t-
1. Using an unbalanced panel of Spanish manufacturing firms during the 1990s, they found
that R&D expenditures determine the differences in productivity across firms and the
evolution of firm-level productivity over time. They also provide evidence of the non-linearities
and uncertainty in the R&D process.

®na previous paper, using the same estimation technique, Raymond et al. (2010) study the persistence of product
or process innovation and of innovative sales. They estimate a dynamic type 2 Tobit model and find that the
intensity of past innovation output affects current intensity in high-tech activities, but there is no effect in low-tech
activities.

7 To deal with the endogeneity, following Olley and Pakes (1996), the econometric literature models productivity as
an exogenous first-order Markov process.

% Asin Olley and Pakes (1996), the conditional expectation function G(.) is not observed by the econometrician and
must be estimated non-parametrically along with the parameters of the production function.
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Aw et al. (2011) use a model of firm revenue in domestic and export market instead, but
instead of using equation [3.14] from a standard production function, they consider a short-
run marginal cost function and firms operating in monopolistic competitive markets (domestic
and foreign) that apply a markup to the marginal cost. The firm’s revenue in each market
depends on the aggregate market conditions, the capital stock, the vector of variable inputs
prices and the firm-specific productivity that they model as:

dR.

Wit = G(W it-17

it-1”

dx, )+&, [3.16]

where dR;.; and dX;.,, are the firm’s R&D and export market participation in t-1, respectively.
As in Doraszelski and Jaumandreu (2013), they assume that the firm can affect the evolution of
its productivity by investing in R&D, but now, they also consider the possibility of learning-by-
exporting. That is, being an exporter is a source of knowledge and can improve future
productivity. Using plant-level data for the Taiwanese electronics industry, they obtain that
both activities, R&D and export, positively affect the future productivity of the plants.
Nevertheless, R&D marginal effect varies a lot with productivity; it is much higher for high
productivity plants, and it is higher for non-exporting firms (although the magnitudes of these
second results are quite small).

Some recent articles complement the previous papers and take a different approach to deal
with the simultaneity problem by modelling and estimating the firm’s dynamic decision to
invest in R&D instead of estimating just a production function (Roberts and Vuong, 2013;
Peters et al, 2013). They elaborate a dynamic structural model of R&D demand so that the
expected benefit to the firm’s investment in R&D is inferred from the rational decision of R&D
investment. One important advantage of these models is that they allow the change of
parameters in the firm environment® and the quantification of the effect of these changes on
the firm’s decision to invest in R&D, productivity and the long-run impact on profitability.

The antecedents of these models can be found in Rust’s (1987) model for discrete investment
decision by firms and have been applied to a wide range of a firm’s choices, for example,
export decisions in international trade (Das et al., 2007) or entry and exit choices in industrial
organization (Aguirregabiria and Mira, 2007; Collard-Wexler, 2013).

The starting point of the dynamic structural models for R&D demand is that R&D investment is
an inherently dynamic decision because the firm must incur costs in the present period for an
anticipated gain in profits in future periods. This gain shows several important features: (i)
there is a time lag between investment and output, (ii) R&D is unlikely to have a one-time
impact and (iii) the magnitude of the gains is surrounded by uncertainty. Structural models
accounts for these features.

We will present a summarized version of this kind of model, following Robert and Vuong
(2013)*. A more complex version can be found in Peters et al. (2013). They consider a single
firm, I that makes input choices at the beginning of time period t and faces a logarithmic
production function as equation [3.14].

2 For example, the degree of competition in the output market or the introduction of R&D subsidies.
In their paper, Robert and Vuong (2013) relate the equations of their model to the CDM model.
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As in previous papers, they consider w;; to be a firm-specific productivity level that the firm
observes and u; a random shock that the firm does not control and does not observe in
advance.

In the simplest version, the firm chooses / (and other variable inputs) that maximizes the profit
function, ri(w;). The important point here is that the future firm productivity level (wi;) directly
impacts profit and can be affected through R&D investments®.

Accordingly, the firm must decide whether to invest in R&D (R;) to improve the level of its
future productivity. This decision is based on the comparison of costs and benefits of R&D.

On the one hand, costs of R&D, c(r;) include not only expenditures on R&D inputs but also
adjustment costs. Adjustment costs will be higher for those firms not performing R&D in the
previous period than for those firms already developing R&D activities, reflecting the existence
of an entry cost to R&D. It is also acknowledged that some R&D costs (such as capital costs)
will not be observed by the research and should be estimated within the model.

On the other hand, the benefits of R&D are treated in two steps. First, the firm’s choice of R&D
affects the probability of realizing an innovation in the next period, F(gi:1|Ri:), where ng.;
stands for innovations in t+1. This function recognizes that there is uncertainty in the
innovation process, so some R&D efforts may fail. In addition, it allows innovation without any
formal R&D spending®’. In the Peter et al. (2013) paper, R; is measured as a discrete variable,
dRi; and the innovations, g;:.;, are also defined as discrete variables.

Second, innovations can lead to improvements in the firm’s future productivity, which is
represented by a distribution function G(wi..1 | Wi, nit+1), that depends on both the firm’s current
productivity and its realized innovation®. This specification recognizes the persistence of firm-
level productivity and that innovations have a lasting effect on productivity:

Wit+1 :G(Wit 'git+1)+§it+1 [317]

That is, Peters et al. (2013) and Roberts and Vuong (2013) include the innovation process in
the model (the first step) instead of linking R&D to productivity like Aw et al. (2011) and
Doraszelski and Jaumandreu (2013). Combining both steps, they capture not only the
endogeneity of the productivity process but also the uncertainty of the innovation process. In
addition, that allows them to analyze whether R&D expenditure improves productivity through
the demand side (product innovations) or cost side of the firm’s operations (process
innovations).These features of the model allow for an explicit formulation of the firm’s
dynamic demand for R&D that is absent from the knowledge capital or CDM model.

The firm i chooses its sequence of R&D expenditures (R;:) to maximize the discounted sum of
expected future profits net of the costs of R&D. Its value function can be written as:

3 The profit function will also depend on the fixed inputs (k) and the exogenous input prices (the firms apply a
markup on the short marginal cost like Aw et al. (2011)). The more complex model incorporates exogenous state
variables in the specification (Peters et al., 2013) and explicit equations for firm cost and demand, so that the profit
function is derived from them.

32 |nnovation without R&D is quite widespread and it could be driven by other innovation inputs, such as design,
training or hiring of new people.

3 Thisis analogous to the third equation in the CDM model.

26



V(w,)=n(w,)+max| BEV(w,., |w,,R,)-c(R,)], [3.18]

where B is the discount factor, and the firm’s value function, V, is the sum of the current
period profit, 7, and the maximized discounted future expected value net of the cost of

investment. The term EV(W |Wit'Rit) is important because it captures all future payoffs to

it+1

the firm from R&D investment and it can be written as:

EV(WitJrl | Wit ’Rit ) = J‘ V(Wit+1 )dG(Wit+1 | Wit ’gitJrl )dF(git+1 | Rit) ’ [319]

n,w

where the three terms on the right hand side of the equation identify the three steps: (i) from
R&D to innovation, (ii) from innovation to future productivity and (iii) from future productivity
to future long-run profits.

As previously mentioned, empirical papers have focused on the discrete choice of R&D, so the
R&D variable is given as dR;=1 if the firm invests in R&D and dR;=0 if it does not. Therefore,
the long-run payoff of R&D is defined as:

AEV(w,)=EV(w,,|w,,dR, =1)-EV(w, , |w,,dR, =0) [3.20]

The term AEV is simply the increment to the expected (long-term) future value of the firm if it
chooses to invest in R&D in period t**.

When deciding to invest in R&D the firm weighs this expected gain in future profits against the
current cost of R&D so that the final element to complete the model is the specification of the
cost function for R&D. Like Aw et al. (2011), Peters et al. (2013) treat firm costs as independent
draws, Wi, from an underlying cost distribution, C(¢), and estimate parameters describing this
distribution as part of the model.

In the discrete framework, the firm’s demand for R&D is simply the probability that they
choose to invest in R&D, that is, the probability that AEV >y, .

Peters et al. (2013) estimate the model using firm-level data from the Manheim Innovation
Panel for German manufacturing results. The main results show that, expressed as a
proportion of firm value, the net benefit for the median firm with prior R&D experience varies
from 2.4 to 3.2 percent across five high tech industries but varies from -4.6 to 0.6 percent for
firms without previous R&D experience. This negative value implies that the median
unexperienced firm would not find it profitable to invest in R&D. Given unexperienced firms
find R&D profitable, the net benefit of starting R&D varies from 2.0 to 2.4 percent of firm
value. In low-tech industries the net benefits are substantially smaller. In addition, they
simulate how changes in the R&D cost affect the firm’s choice and, consequently, future
productivity. For example, in high-tech industries a 20% reduction in fixed R&D cost leads after
5 years to an average increase of 7 percentage points in the probability of investing in R&D and
a 4% increase in productivity.

A higher level of productivity would imply a higher return on the investment, thus making it more likely that the
firm will invest in R&D in the future.
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Robert and Vuong (2013) estimate a simplified version of the model estimated in Peters et al.
(2013) for German data. They find similar results: the expected benefit of R&D investment
varies positively with the firm’s productivity, and is substantially larger in a group of high-tech
industries than in a group of less R&D-intensive industries. As a share of a firm’s value, the
expected benefit of R&D net of R&D costs varies from -0.6% to 1.6% across firms with different
productivity levels in high-tech industries, and from -3.3% to 0.8% in low-tech industries. Firms
with negative net benefits would choose not to invest in R&D.

4. Inside the R&D black box

The literature reviewed so far is generally constrained by a lack of information on and analysis
of R&D specificities. This section is aimed at summarizing two strands of literature that seek to
open up and examine the contents of the R&D black box. First, there is literature that has
attempted to open up the R&D black box by explicitly taking into account that research and
development are two different activities, and therefore may differ in terms of their
determinants and effects. Second, firms often adopt a number of innovation strategies
simultaneously, and this coexistence of strategies suggests the existence of
complementarities. Here we focus on empirical studies aimed at identifying complementarity
relationships in R&D activities.

4.1. R&D composition

One limitation of previous literature is that R&D has been assumed to be a homogeneous
activity. However, research and development are two different activities that differ in
purposes, knowledge bases, the people involved and management styles (Barge-Gil and Lépez,
2015). More precisely, the main purpose of research is to acquire new knowledge, while the
main purpose of development is directed to the introduction of new or improved products or
processes (OECD, 2005). Research is more theoretical in nature (although frequently oriented
to some practical objective) and is based on analytical knowledge. Development is essentially
applied and based on synthetic knowledge (Asheim and Coenen, 2005). Research needs
specialized human capital which works relatively independently of the rest of the organization
and without much hierarchy, while development shows clear hierarchy and needs generalists
able to coordinate with other functions of the organization (Leifer and Triscari, 1987). As a
consequence, research and development are increasingly carried out in different departments,
even located in distant places (Chiesa, 2001).

The issue of heterogeneity in R&D was addressed in seminal works by Mansfield (1980, 1981),
Link (1981, 1982, 1985), Griliches (1986) and Lichtenberg and Siegel (1991). However, these
authors themselves point out the limitations of their studies and stress that their results
should be viewed as preliminary. The reason is that they use small samples of very large US
firms and usually were not able to address issues of simultaneity and endogeneity. Two main
topics were addressed: R&D determinants and R&D effect.

Regarding the first topic, Mansfield (1981) uses a survey of 108 large US firms to analyze the
determinants of the composition of R&D expenditures and the effect of this composition on
innovative output. Four types of R&D expenditures are distinguished: (i) devoted to basic
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research, (ii) devoted to relatively long-term projects (five or more years), (iii) aimed at entirely
new products and processes, and (iv) devoted to relatively risky projects (less than a fifty-fifty
estimated chance of success). He finds that these four dimensions of R&D are not related
much (when comparing firms within industries) and that larger firms are more oriented
towards basic research In addition, there is some correlation between the number of
innovations and the proportion of basic research on total R&D expenditures. Link (1982)
analyzes the determinants of basic research, applied research and development for a sample
of 275 firms belonging to the Fortune 1000 list in the US. He finds that orientation to
development is higher for firms operating in more concentrated markets and receiving more
public funding, while firms with a higher level of profits are more oriented to applied research.
Finally, orientation to basic research increases with diversification and profits and was higher
for owner-managed firms. In a later work, Link (1985) adopts a dynamic perspective. He finds
that orientation to basic and long-term research is decreasing, so he analyzes the
determinants of this change for 146 very large US firms. He finds that managerial issues are
important as firms with a more offensive strategy and central R&D labs are also those more
increasingly oriented towards basic and long-term research.

Regarding the second topic, Mansfield (1980) uses data from 119 US firms to analyze the effect
of R&D composition on productivity. He finds that there is a positive relationship between the
amount of basic research and productivity, after holding constant other R&D expenditures
(which do not show an effect on productivity). Griliches (1986) analyzes the relationship
between R&D and productivity growth in approximately 1,000 large US firms from 1957 to
1977. He finds that basic research appears to be more important as a productivity determinant
than other types of R&D and that privately-financed R&D expenditures are more effective than
federally-financed ones®. These results hold when individual firm effects are dropped out.
Finally, Lichtenberg and Siegel (1991) use an improved dataset, with more than 2,000 firms
(including some small ones) accounting for 84% of the R&D performed in the US in 1976. The
data allow them to control for firm diversification so that efficiency of estimation is improved.
They find that only investment in basic research shows a positive effect on productivity
(neither applied research nor development show effects different from zero) and that
company-funded R&D shows a positive effect on productivity, but not federally-funded R&D*.

However, to our knowledge, in spite of the relevance of these papers and claims by their
authors about the importance of studying the composition of R&D, this topic has not received
much attention for a long period. In the last few years, however, interest has been renewed,
driven by the availability of new data from CIS surveys. Three main topics have been
addressed: the relationship between public funding and the composition of R&D, the different
determinants of R&D components and the different effect of these components on innovation
outputs.

Regarding the first topic, Aerts and Thorwarth (2009) use a sample of 521 Flemish firms from
two waves of the R&D survey (2004 and 2006) and find that additionality of public funding

> Confirming at the firm level, the results obtained at the industry level by Griliches and Lichtenberg (1984).

*® nan appendix of their work, Hall and Mairesse (1995) explore the compositional effects of R&D in a sample of
197 firms during 8 periods. They find that the fraction of R&D devoted to basic research reduces overall productivity
by 5-9 percent (standard error of 2-3 percent) and government funded research does not seem to have much effect
until it raises over 20% of the firm’s R&D budget. At this point, its effect is positive.
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exists in development but not in research. Clausen (2009) uses a sample of 1019 firms in
Norway and distinguishes between subsidies for research and subsidies for development and
finds that there is additionality for research but not for development subsidies. Czarnitzki et al.
(2011) use an unbalanced panel (1999-2007) including 952 Belgian firms. These authors
analyze financial constraints associated with research and development activities. They find a
higher effect of financial constraints on research (this activity is performed by firms showing
more liquidity and less debt than those performing development). In a related work, Czarnitzki
and Hottenrot (2011) use an unbalanced panel (1993-2002) of 352 German firms for ten years
and distinguish between ‘routine’ vs ‘cutting edge’ R&D investment and conclude that financial
constraints exist for ‘cutting edge’ R&D but not for ‘routine’ R&D.

Regarding the second topic®’, Barge-Gil and Lépez (2014) use a sample of more than 4,000
firms per year in the period 2005-2009, accounting for the correlation between error terms
from a research and development equation. They find that demand pull and appropriability
have a higher effect on development activities while technological opportunity has a higher
effect on research activities. Additionally, for larger firms the effect of size is usually higher on
development than on research and no important effect is achieved for market power. The
work by Czarnitzki and Hottenrot (2011) controls for the Herfindahl index of market
concentration and finds a positive effect of this index on routine R&D but not on cutting-edge
R&D.

Regarding the third topic, Lim (2004) analyzes the different impact of basic and applied
research in firms from pharmaceutical and semiconductor industries. His sample is composed
of an unbalanced panel (1981-1997) containing 1,129 observations for the semiconductor
industry and 571 for the pharmaceutical industry. He finds that applied research shows a much
higher effect on the number of patents than basic research (actually, basic research shows a
negative effect in the semiconductor industry). Czarnitzki et al. (2009) analyze the different
impact of research and development on patents. They use an unbalanced panel of 122 Flemish
firms from 1993 to 2003. They find that the patent-R&D relationship exhibits a premium for
the portion of R in R&D although they warn about the explorative nature of the result due to
the small size of the sample used. In a later work, Czarnitzki and Thorwall (2012) argue that
previous studies do not control for technological opportunity and appropriability, so they
analyze the different impact of basic research in low-tech and high tech industry, using a
sample of 353 Flemish firms observed in three periods. They find that there is a premium for
investment in basic research in high tech industries but no premium (or discount) exists in low-
tech industries. Additionally, they find that the premium for basic research increases with firm
size. They interpret these results as showing that appropriability conditions for basic research
are lower in low-tech industries and in small firms. Finally, Barge-Gil and Lépez (2015) use a
sample of 4,024 Spanish firms for the years 2005-2008 to estimate the differentiated effect of
research and development in several innovation outputs: patents, new products and processes
and sales from new products. The main findings show that both activities contributes to each

37 Some theoretical works have also been developed in this line. Cabral (1994) proposes that market power is
associated with development (rather than research) activities in a static framework. In a later work, Cabral (2003)
extends this result to a dynamic framework, using a model with a leader and a laggard. In this case, he finds that the
optimal choices are pursuing safer (development) projects for leaders and pursuing riskier (research) projects for
laggards. The model proposed by Kwon (2010) suggests that lower market power leads to riskier and longer-term
projects (research).
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innovation output, but the contribution of research is higher for process innovation, while the
contribution of development is higher for new products, and especially for sales from new
products. On an industry level, they also find that research shows a greater effect of sales from
new products in low-tech sectors.

4.2. Complementarity in R&D activities

In its more general definition, complementarity between practices is understood to exist if the
returns to adopting one practice are greater when the other practices are present. Literature
on Empirical Industrial Organization has long been interested in the analysis of
complementarity between practices or decisions. Researchers in the field of Economics of
Innovation, and in particular those interested in R&D activities, are not indifferent to this
tendency.

The objectives of this section are twofold. First, we summarize the main econometric
approaches used for testing for complementarity. Second, we review the main contributions to
the empirical literature on complementarity in R&D activities.

4.2.1. Empirical methods for testing complementarity

The formal study of complementarity relies on analyzing the interactions among pairs of
decisions and it can be traced back to Topkis (1978). Topkis (1978) formulated the concept of
complementarity within the mathematical theory of lattices, while Milgrom and Roberts
(1990) and Vives (1990) first applied this approach to economics. For a recent review of the
precise mathematical treatment of complementarity, interested readers are referred to
Brynjolfsson and Milgrom (2013). These authors summarize the theory about decision
problems with complementarities in ten theorems based on the results by Topkis (1978),
Milgrom and Roberts (1995, 1996), Milgrom and Shannon (1994), and Milgrom et al. (1991).

This section is focused on the empirical analysis of complementarity. Literature has proposed
two principal ways in which complementarities reveal themselves empirically. First,
complementary practices are often more likely to be adopted jointly rather than separately
(i.e., clustering of practices across firms). Second, complementary practices are often more
productive when adopted together than when adopted separately. These two empirical
predictions are the basis for the statistical methods used to assess the existence of
complementarities (the review of these different approaches done by Athey and Stern (1998)
remains a cornerstone of this literature).

There are two main approaches for testing the existence of complementarities. The first
approach, the so-called adoption or correlation approach, consists of estimating correlations
and demand equations. The second approach, the so-called productivity, production or
performance approach, consists of estimating performance differences.

For simplicity in the exposition, in what follows, we consider a case with two potential
complements, y; and y,. We will refer to the generalization to the case of more than two
complements when necessary. Here, we closely follow the arguments and the notation used
by Brynjolfsson and Milgrom (2013).
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Adoption approach

This approach is based on the revealed preference principle: under the assumption of
optimizing behavior of the firm, the joint adoption of practices is potentially informative about
the joint returns generated by them. This approach has been popular among researchers
because of its simplicity. It does not require data on the objective function, only availability of
data on the practices themselves. In this regard, this approach is referred to as an “indirect”
approach.

Two types of methodologies have been used to implement this approach. The first
methodology relies on the idea that correlation between two practices can be interpreted as
the first evidence of complementarities. This suggests a simple test for complementarities
measuring the correlation coefficient k.. A large value of k. provides evidence in favor of the
existence of complementarities.

The second methodology relies on measuring correlations among error terms of equations
representing the demands of practices. The adoption of the respective practices is regressed
conditionally on assumed exogenous control variables, given by Z (we drop firm subscript for
simplicity):

yi =a,Z+¢&, y,=1if y; > 0and 0 otherwise, [4.1]
y; = a,Z + &, Yy, =1 if y; > 0and 0 otherwise, [4.2]

The error terms (&, &;) are assumed to be normally distributed with zero mean (E[g] =
E[e;] = 0), variances equal to one (Var[e;] = Var[e;] = 1), and the covariance equal to

p (Covly,y,] = p).

Equations [4.1] and [4.2] can be jointly estimated by using a bivariate probit approach. In this
case, a statistically significant covariance coefficient between the error terms of the
regressions would imply a complementary relationship.

The adoption approach can be implemented to test complementarity among three or more
practices by using a multivariate framework (Arora and Gambardella, 1990; Schmiedeberg,
2008).

Productivity approach

This approach starts out with a performance equation (for example, a production function). In
this case, testing for complementarities relies on regressing a measure of firm performance on
interactions (i.e., combinations) of the potential complements. In practice, the implementation
of this approach differs depending on whether we use dichotomous (discrete) practices or
continuously measured practices.

For dichotomous practices the analysis of complementarity builds on the concept of
supermodularity introduced by Topkis (1978). In this case, to test the complementarity
hypothesis, we need to derive an inequality restriction as implied by the theory of
supermodularity and test whether this restriction is accepted by the data. For a two-
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dimensional function f(y;,y.), where y; = {0,1} and y, = {0,1}, practices y,;and y, are
(strictly) complementarity if:

f,D) = £(0,1) > f(1,0) = £(0,0) (4.3]

Equation [4.3] means that the difference in the performance function, f, that arises from
starting to implement one practice (for example, from changing y; from 0 to 1) is greater if the
other practice is also implemented (for example, greater if y, = 1 than if y, = 0).

To implement this approach empirically, the performance function is typically estimated in a
multivariate regression framework as a function of four mutually exclusive combinations of the
practices of interest and other exogenous factors that may affect performance (we drop firm
subscript for simplicity):

fO1LY2,Z) = 000(1 —y1)(A = y2) +610y1(1 —y2) + 051 (1 — y1)y,
+6011y1Y, + 0,7 + ¢ [4.4]

where Z is a vector of exogenous variables and &~ N(0,02). The test statistic for
complementarity between y;and y, now corresponds to:

Kp = 011 — 6o — 010 + O [4.5]

A value of kp significantly greater than zero indicates that we can reject the null hypothesis of
no complementarity.

The productivity approach using dichotomous practices can be generalized to the case of three
or more practices. However, no simple testing procedures are available since, in this case,
testing for complementarity involves adopting a multiple inequality restrictions framework.
Mohnen and Roller (2005) derive the set of inequality constraints that need to be satisfied for
the case of four practices. These authors proceed by testing each pair of practices separately,
which implies jointly testing four inequality constraints by using a distance or Wald test
proposed by Kodde and Palm (1986). Leiponen (2005) and Belderbos et al. (2006) use a similar
specification. Aral et al. (2012) and Tambe et al. (2012) use a graphical framework (the Cube
View) to understand the complementarities among three practices, where each axis represents
one of the practices and there are eight potential combinations of practices. These authors
propose four tests for complementarities: three specific tests of pair-wise complementarities
and a full test of three-way complementarities (the System Test). The System Test determines
whether the gains from implementing the full system of practices are greater than the sum of
gains from adopting any one of the three practices in isolation.

The productivity approach can also be implemented when practices y; and y, are measured as
continuous variables. Complementarity between two continuous variables means that the
incremental effect of one variable on the performance function increases conditionally on
increasing the other variable. In this case, the test for complementarity relies on using a cross-
term specification of the performance function. Now the performance function is estimated in
a multivariate regression framework as a function of the continuous versions of the practices
of interest along with an interaction term between these practices and other exogenous
factors (we drop firm subscript for simplicity):
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fO1LY2,.2) = ayy; + apy, + appy1y, +azZ + ¢ [4.6]

a2f
0y10y2
equal to a4,. This implies that there is evidence for complementarity between practices y;and

where Z is a vector of exogenous variables and &€ ~ N(0,02). The cross-derivative is

y, if ay, is significantly greater than zero.

Again, this approach can be generalized to the case of three or more practices measured as
continuous variables. As in the case of dichotomous practices, difficulties arise from the need
to test multiple inequality restrictions. The first studies are focused on estimating all pair-wise
interaction effects in one equation (see, for example, Caroli and Van Reenen, 2001), but do not
consider the effect of additional cross-terms (for example, a three-way term in the case of
three practices). Recent empirical studies deal with this issue. Aral et al. (2012) and Tambe et
al. (2012) are also concerned with complementarities between three practices measured as
continuous variables. These authors point out that a positive coefficient of the three-way term
is not sufficient for complementarity. In this case, to establish the conditions for
complementarity, it is necessary to evaluate the terms and cross-terms over the sample range
for each practice. Carree et al. (2011) introduce an alternative test for complementarity in the
general case of n practices. These authors focus on explaining for three and four practices, and
claim that their procedure is also applicable to the case of dichotomous practices. Carree et al.
(2011) propose a separate induced test for complementarity. In this case, the separate
induced procedure accepts the null hypothesis of complementarity (which is a combined
hypothesis) if and only if the separate hypotheses are all accepted. These authors derive the
separate hypotheses to be held in the context of a linear regression (the number of separate
hypotheses depends on the number of practices, n).

Unobserved Heterogeneity

Up to this point, we have omitted the discussion of the problems created by unobserved
heterogeneity. Firms’ practices are typically endogenous decisions, and it is precisely
(unobserved) firm heterogeneity in the determinants of firms’ practices that is one of the main
problems in identifying complementarities. The existence of firms’ unobserved heterogeneity
can bias the tests for complementarities based on both the adoption and productivity
approaches we described above. For example, a positive correlation between two practices or
residuals cannot serve as a definite test for complementarity, as it might be the result of
unobserved heterogeneity. Athey and Stern (1998) carefully discuss the problem of
unobserved heterogeneity in the context of cross-section data, while Brynjolfsson and Milgrom
(2013) present a recent review of the principal approaches to mitigating the effects of
unobserved heterogeneity.

Athey and Stern (1998) propose using a system of equations approach, estimating the demand
and the performance equations simultaneously. Kretschmer et al. (2012) is the first example
that implements this approach. These authors adopt the setup of Miravete and Pernias (2006)
to distinguish the complementarity and correlation caused by unobserved heterogeneity.
However, integrating the adoption approach and the productivity approach in a single
estimation procedure is challenging. In the context of cross-section data, a two-step regression
can also be estimated by using instrumental variables (Brynjolfsson and Milgrom, 2013).
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Moreover, if panel data are available, we can look to panel data techniques for tools to control
for unobserved heterogeneity. For example, if we assume that unobserved heterogeneity does
not change over time, we can control for it by including fixed effects or taking first differences
(Brynjolfsson and Milgrom, 2013). Panel data also allow us to control for the simultaneity in
the choices of output and inputs (Leiponen, 2005).

As pointed out by Brynjolfsson and Milgrom (2013), there are alternative approaches for
mitigating the effects of unobserved heterogeneity which are not based on econometric
techniques. A leading example is the use of homogeneous populations. The idea behind this
approach is to eliminate as much unobserved heterogeneity as possible by identifying a
narrow performance function that can be modelled empirically. In practice, this approach is
typically implemented by limiting the analysis to firms in a narrow industry. The rationale is
that firms in the same industry are expected to be similar in terms of the performance
function. The obvious drawback of this approach is that the results may not be generalizable to
other contexts.

To sum up, the study of complementarity is challenging. There are two main approaches for
testing the existence of complementarities, although in practice, both tests are often useful.
Moreover, unobserved heterogeneity can seriously affect both tests. One empirical strategy
followed in some studies is to use both approaches to present as much evidence consistent
with the complementarity hypothesis as possible (Bresnahan et al., 2002; Cassiman and
Veugelers, 2006; Ichniowski et al., 1997). This evidence, considered as a whole, may strongly
suggest the existence of such complementarity.

4.2.2. Empirical studies of complementarity in R&D activities

In what follows, we present examples of empirical studies focused on identifying
complementarity relationships in R&D activities. This revision does not aim to be
comprehensive, and we restrict our attention to those studies which we think are the most
relevant to understanding the scope of this literature. Moreover, we are interested in the
evidence based on the approaches we described above.

Before starting, it is important to notice that we focus on complementarity between practices
when at least one of these practices is related to R&D. Inevitably, our review is limited, since
complementarity has been empirically explored in many fields related to industrial
organization, economics of innovation and strategy literature. Brynjolfsson and Milgrom
(2013) and Ennen and Richter (2010) present comprehensive reviews of this broad literature.
For example, empirical studies of complementarity include the relationship between new
organizational practices and the use of ICTs (see Brynjolfsson and Hitt, 2000, for a review of
this literature), human resource management practices (see, for example, Ichniowski et al.,
1997, and Ichniowski and Shaw, 2003, for a review of this literature), different types of
innovations (Ballot et al., 2015; Martinez-Ros and Labeaga, 2009; Miravete and Pernias, 2006),
and obstacles to innovation (Galia and Legros, 2004; Mohnen and Réller, 2005; Mohnen and
Rosa, 2002).

Researchers in the R&D literature have focused mainly on the analysis of complementarity
between internal R&D and different types of external technology sourcing. Other examples of
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studies of complementarity in R&D activities are the relationship between partners in R&D
cooperation, R&D cooperation and other practices, R&D and ICT investments, domestic and
foreign R&D, R&D and human capital, and components of R&D.

Complementarity between internal R&D and external technology sourcing

The view of in-house R&D as a major factor in explaining technological innovation and
productivity growth is widespread. However, firms typically combine this internal activity with
external sources, including, among others, R&D contracting, R&D licensing, and hiring away
personnel. As we explained before, the joint adoption of such internal and external activities
suggests that these activities are complementary, and most of the empirical evidence supports
this result. Literature has proposed a number of reasons for complementarity between
internal R&D and external technology sources. These factors are related mainly to the
concepts of abortive capacity and economies of scope (see Schmiedeberg, 2008, for a detailed
discussion).

One of the more detailed analyses of complementarity between internal R&D and external
technology sources comes from Cassiman and Veugelers (2006). They examine 269 Belgian
firms from the Community Innovation Survey (CIS)*® conducted in 1993 and characterize the
firm’s innovation practices (internal R&D and external technology acquisition) using
dichotomous variables. From a methodological point of view, Cassiman and Veugelers (2006)
present evidence using both the adoption and the productivity approaches. The performance
measure they use is the percentage of sales due to new or substantially improved products.
Moreover, they propose a two-step procedure for correcting for unobserved heterogeneity. In
the first step (i.e., the adoption approach), the predicted values of the innovation practices are
calculated. In the second step (i.e., the productivity approach), the predicted values of the first
step regressions are used as instruments. However, they are aware of the difficulty of finding
perfectly exogenous instruments. Their two main conclusions are that (i) their results are
consistent with the existence of complementarity between firms’ internal R&D and external
technology acquisition, and (ii) the degree of complementarity is context specific and depends
on the use of “basic” R&D.

Schmiedeberg (2008) runs a similar analysis using German CIS data. However, there are two
main differences with Cassiman and Veugelers (2006). First, this author does not use a two-
step procedure combining the adoption and the productivity approaches. Second, this author
tests for complementarity between internal R&D and externally contracted R&D, but also
between internal R&D and R&D cooperation. The results of this study are twofold: (i) there is
evidence of complementarity between internal R&D and R&D cooperation, but (ii) the
evidence for complementarity between internal R&D and externally contracted R&D is rather
weak.

Lokshin et al. (2008) is a representative application of the productivity approach using
continuous variables. Using a panel of Duch manufacturing firms, the authors test for
complementarity between internal and external R&D in determining labor productivity. Panel

38 CIS data are widely used in the empirical literature (see Mairesse and Mohnen, 2010, for a review). This is also the
data source used in many of the studies we review in this section.
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data estimation techniques allow them to control for unobserved heterogeneity and potential
endogeneities. As its main result, this paper finds evidence of complementarity between
internal and external R&D, but only when allowing for diseconomies of scale in internal and
external R&D. In this case, the positive impact of external R&D is conditional upon a sufficient
level of internal R&D. More recently, Hagedoorn and Wang (2012) find similar results in their
study of pharmaceutical firms. They find evidence of complementarity (substitutability)
between internal and external R&D if the level of internal R&D investment is high (low).

In a recent study, and going beyond the existence of complementarity, Ceccagnoli et al. (2014)
focus on the conditions under which internal R&D and external technology sources are
complements (i.e., the study of “complementarity drivers”). As pointed out by these authors,
there is little research evidence on this issue (Cassiman and Veugelers, 2006, is one exception).
Similar to Lokshin et al. (2008), Ceccagnoli et al. (2014) apply panel data estimation techniques
to a panel of 94 pharmaceutical firms to study whether internal R&D investments and in-
licensing expenditures are complementary in determining the firm’s product pipeline. Using
the whole sample of firms, they find that internal R&D and in-licensing expenditures are
neither complements nor substitutes. However, and more interestingly, this result does not
hold when anlyzing the impact of three potential drivers of complementarity: (i) absorptive
capacity, (ii) economies of scope, and (iii) licensing experience. The idea is to separately
analyze subsamples of firms with low and high levels of the examined drivers. Doing this, they
find a complementary relationship between internal R&D and in-licensing for firms that have a
larger value (to 25%) of two of the drivers (economies of scope and licensing experience).

The literature we have reviewed so far uses data from developed countries. However, a
number of empirical studies have also analyzed the complementarity between internal R&D
and external technology sourcing in developing countries (see Hou and Mohnen, 2013, for a
review of this literature). As a leading example of this literature, Hu et al. (2005) analyze the
complementarity among three continuous variables (internal R&D and expenditures on
disembodied technology from foreign and domestic providers) in determining firm
productivity. One limitation of this study is that it estimates three pair-wise interaction effects
in one equation (a production function), but does not consider the effect of a three-way term.
Using a panel of approximately 10,000 Chinese firms, these authors find evidence of
complementary relationships between internal R&D and both the domestic and foreign
technology transfer variables.

Other topics in the literature of R&D complementarity

The determinants and the effects of R&D cooperation with different partners have been
widely investigated. However, little evidence exists on the complementarity effect between
R&D cooperation with different partners. Using Dutch CIS data, Belderbos et al. (2006) are the
first in exploring the complementarity effects of four types of R&D cooperation on labour
productivity®®. This is an example of the application of the productivity approach using
dichotomous variables (in this case, four dummies for R&D cooperation with competitors,

3 Veugelers and Cassiman (2005) analyze the relationship between R&D cooperation between firms (customers
and/or suppliers) and universities. However, as they pointed out, they do not test for complementarity as such. In
terms of the empirical approaches reviewed above, they only present pair-wise correlations between R&D
cooperation with firms and R&D cooperation with universities.
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customers, suppliers, and universities and research institutes). Their empirical results on
complementarities are mixed. On the one hand, they find evidence of complementarity
between R&D cooperation with competitors and with customers, and between R&D
cooperation with customers and with universities and research institutes. On the other hand,
the find evidence, especially for small firms, of substitutability between three pairs of practices
(supplier cooperation combined with either competitor or university and research institute
cooperation, and competitor cooperation combined with university and research institute
cooperation).

A number of studies have also analyzed R&D cooperation, but in terms of its potential
complementarity with other practices (in this line, we have already cited the paper by
Schmiedeberg, 2008). Using Finnish CIS data, Leiponen (2005) finds a significant
complementarity effect between R&D cooperation and technical skills (measured by
educational levels and fields of employees) in determining a firm’s profits. More recently,
Harhoff et al. (2014) analyze technology sourcing activities of German firms in the United
States. They find a complementarity effect between R&D cooperation with suppliers located in
Germany (United States) and the R&D stock in Germany (United States) at the industry level
(R&D stocks are used as a proxy for the local knowledge pools). Finally, Arvanitis et al. (2015)
use Swiss and Dutch CIS data to analyze the complementarity between external R&D and R&D
cooperation in the presence of internal R&D. These authors find little evidence supporting this
hypothesis.

Other examples of studies of complementarity in R&D activities are the relationship between
R&D and ICT investments (Hall et al., 2013), domestic and foreign R&D (Belderbos et al., 2015),
R&D and human capital (Ballot et al., 2001), and components of R&D (Barge-Gil and Lépez,
2013).

5. Conclusions

The objective of this chapter has been to provide a general view of three of the main topics in
current empirical literature about firms’ R&D: the determinants of R&D investments, the link
between R&D, innovation and productivity, and the studies trying to open up and examine the
contents of the black box of R&D. Regarding research questions, our selection of subjects
indicates that classical topics such as the role of size and market power in determining R&D or
the effect of R&D on productivity still receive considerable attention. However, nowadays
there is a tendency to focus on other issues: the role played by public funding as an R&D
determinant, the channels (for example, new products and processes) through which R&D
influences productivity, the importance of R&D composition and the complementarities of
internal R&D with other activities, such as external R&D, cooperation, ICT investments or
human capital. Other topics that fall beyond the scope of the present chapter are also
receiving increasing attention: the relationship between R&D and employment, the causes and
effects of international R&D sourcing or, in association with the recent economic crisis, the
response of R&D investment to economic cycles.

Our review also points out that there is a tendency towards a higher use of structural
theoretical models to support empirical analysis. These models have made it possible: i) to
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distinguish between the determinants of R&D extensive margin (the decision to undertake
R&D activities) and those of R&D intensive margin (the magnitude or intensity of R&D
expenditures); ii) to reveal the problems of uncertainty and incomplete information that are
usually present in R&D markets; iii) to link additionality effects of public support of private
R&D (when they exist) with social welfare; iv) to take into account the persistence and the
dynamic nature of R&D decisions and their effects (as long as there is a time lag between R&D
investment and output, R&D is unlikely to have a one-time impact and the gains in profits
derived from R&D are surrounded by uncertainty); v) to quantify the effect of changes in the
firm’s environment on its decision to invest in R&D and long-run profitability.

An important question remains open: Where should empirical research on business R&D go
now? There are at least two related areas in which this research may be extended:
methodology and data availability. Regarding the first, although there has been significant
progress in the use of structural modeling, this is still an emerging line of work. A second
methodological issue concerns the exploitation and design of controlled field experiments. The
experimental approach may complement what we learn from more sophisticated modeling.
On the data side, one interesting opportunity is the use of longer panels that would allow for a
more appropriate analysis of the relationship between R&D and the dynamics of entry and
exiting of firms, and also of the persistence in firms’ behavior differences. The availability of
more quantitative data would also improve qualitative analyses that are frequently
conditioned by the categorical character of innovation outputs in public databases.

39



References

Acemoglu, D. & J. Linn (2004): “Market size in innovation: theory and evidence from the
pharmaceutical industry”, The Quarterly Journal of Economics 119(3), 1049-1090.

Aerts, K. & S. Thorwarth (2008): “Additionality effects of public R&D funding: "R" versus "D"”.
FBE Research Report MSI_0811.

Aghion, P. & P. Howitt (1992): “A model of growth through creative destruction”,
Econometrica 60, 323-351

Aghion, P., N. Bloom, R. Blundell, R. Griffith & P. Howitt (2005): “Competition and innovation:
an inverted-U relationship”, The Quarterly Journal of Economics 120(2), 701-728.

Aguirregabiria, V. & P. Mira (2007): “Sequential estimation of dynamic discrete games”,
Econometrica 75(1), 1-53.

Anderson, W. H. L. (1967): “Business fixed investment: a marriage of fact and fancy”“ in R.
Ferber (ed.): Determinants of Investment Behavior, Ed. New York: Columbia University
Press, 413-25.

Aral, S., E. Brynjolfsson L. & Wu (2012): “Three-way complementarities: performance pay,
human resource analytics, and information technology”, Management Science 58(5),
913-931.

Arora, A. & M. Ceccagnoli (2006): “Patent protection, complementary assets and firms’
incentives for technology licensing”, Management Science 52(2), 293-308.

Arora, A., M. Ceccagnoli & W. M. Cohen (2008): “R&D and the patent premium”, International
Journal of Industrial Organization 26(5), 1153-1179.

Arora, A. & A. Gambardella (1990): “Complementarity and external linkages: the strategies of
the large firms in biotechnology”, The Journal of Industrial Economics 38(4), 361-379.

Arqué-Castells, P. (2013): “Persistence in R&D performance and its implications for the
granting of subsidies”, Review of Industrial Organization 43, 193-220.

Arqué-Castells, P. & P. Mohnen (2015): “Sunk costs, extensive R&D subsidies and permanent
inducement effects”, Journal of Industrial Economics 63(3), 458-494.

Arrow, K. (1962): “Economic welfare and the allocation of resources for invention” in The rate
and direction of inventive activity: Economic and social factors. Ed. Princeton University
Press. (pp. 609-626).

Asheim, B. T. & L. Coenen (2005): “Knowledge bases and regional innovation systems:
Comparing Nordic clusters”, Research policy 34(8), 1173-1190.

Arvanitis, S., B. Lokshin, P. Mohnen & M. Woerter (2015): “Impact of external knowledge
acquisition strategies on innovation: a comparative study based on Dutch and Swiss
panel data” Review of Industrial Organization 46(4), 359-382.

Athey, S. & S. Stern (1998): “An empirical framework for testing theories about
complementarity in organizational design”, Working paper 6600, National Bureau of
Economic Research.

40



Aw, B. Y., M. J. Roberts D. J. & Xu (2011): “R&D investment, exporting, and productivity
dynamics”, American Economic Review 101(4), 1312-44.

Ballot, G., F. Fakhfakh, & E. Taymaz (2001): “Firms’ human capital, R&D and performance: a
study on French and Swedish firms”, Labour Economics 8(4), 443—-462.

Ballot, G., F. Fakhfakh, F. Galia & A. Salter (2015): “The fateful triangle: Complementarities in
performance between product, process and organizational innovation in France and
the UK”, Research Policy 44(1), 217-232.

Barge-Gil, A. & A- Lopez (2013): “The complementarity effect of research and development on
firm productivity”, Applied Economics Letters 20(15), 1426-1430.

Barge-Gil, A., & A. Lépez (2014): “R&D Determinants: accounting for the differences between
research and development”, Research Policy 43(9), 1634-1648.

Barge-Gil, A., & A. Lépez (2015): “R versus D: estimating the differentiated effect of research
and development on innovation results”, Industrial and Corporate Change 24(1), 93-
129.

Bartelsman, E. & E. J. Dhrymes (1998): “Productivity dynamics: U.S. manufacturing plants,
1972-1986", Journal of Productivity Analysis 9, pp. 5-34.

Becker, B. (2013): “The Determinants of R&D investment: a survey of the empirical research”,
Discussion Paper Series 2013_09, Department of Economics, Loughborough University,
revised Sep 2013.

Belderbos, R., M. Carree & B. Lokshin (2006): “Complementarity in R&D cooperation
strategies”, Review of Industrial Organization 28(4), 401-426.

Belderbos, R., B. Lokshin & B. Sadowski (2015): “The returns to foreign R&D”, Journal of
International Business Studies 46, 491-504.

Bessen, J., & E. Maskin (2009): “Sequential innovation, patents, and imitation”, The RAND
Journal of Economics 40(4), 611-635.

Bloch, C. (2005): “R&D investment and internal finance: the cash flow effect” Economics of
Innovation and New Technology 14(3), 213-223.

Blundell, R., R. Griffith & J. Van Reenen (1999): “Market share, market value and innovation in
a panel of British manufacturing firms”, The Review of Economic Studies 66(3), 529-
554,

Bond, S., D. Harhoff & J. Van Reenen (2005): “Investment, R&D and financial constraints in
Britain and Germany”, Annales d'Economie et de Statistique 79/80, 433-460.

Borisova, G. & J. R. Brown (2013): “R&D sensitivity to asset sale proceeds: new evidence on
financing constraints and intangible investment”, Journal of Banking & Finance 37(1),
159-173.

Bresnahan, T.F., E. Brynjolfsson & L. M. Hitt (2002): “Information technology, workplace
organization, and the demand for skilled labor: firm level evidence”, Quarterly Journal
of Economics 117, 339-376.

41



Brown, J. R., S. M. Fazzari & B. C. Petersen (2009): “Financing innovation and growth: cash
flow, external equity, and the 1990s R&D boom”, The Journal of Finance 64(1), 151-
185.

Brynjolfsson, E. & L. M. Hitt (2000): “Beyond computation: Information technology,
organizational transformation and business performance”, Journal of Economic
Perspectives 14(4), 23-48.

Brynjolfsson, E. & P. Milgrom (2013): “Complementarity in organizations” in R. Gibbons and J.
Roberts (Eds.): Handbook of Organizational Economics. Princeton University Press.

Cabral, L. (1994): “Bias in market R&D portfolios”, International Journal of Industrial
Organisation 12(4), 533-547.

Cabral, L. (2003): “R&D competition when firms choose variance”, Journal of Economics &
Management Strategy 12(1), 139-150.

Caroli, E. & J. Van Reenen (2001): “Skill-Biased organizational change: evidence from a panel of
British and French establishments”, Quarterly Journal of Economics 116(4), 1449-1492.

Carree, M., B. Lokshin & R. Belderbos (2011): “A note on testing for complementarity and
substitutability in the case of multiple practices”, Journal of productivity Analysis 35,
263-269.

Cassiman, B. & R. Veugelers (2006): “In search of complementarity in innovation strategy:
Internal R&D and external knowledge acquisition”, Management Science 52(1), 68-82.

Ceccagnoli, M., M. J. Higgins & V. Palermo (2014): “Behind the scenes: sources of
complementarity in R&D"”, Journal of Economics & Management Strategy 23(1), 125-
148.

Cefis, E. (2003): “Is there Persistence in Innovative Activities?” International Journal of
Industrial Organization 21, pp. 489-515.

Cefis, E. & M. Ciccarelli (2005): “Profit differentials and innovation,” Economics of Innovation
and New Technology 14, pp. 43-61.

Cefis, E. & L. Orsenigo (2001): “The persistence of innovative activities. A cross—countries and
cross—sectors comparative analysis”, Research Policy 30, pp. 1139-1158.

Chiesa, V. (2001): R & D Strategy and Organisation: Managing Technical Change in Dynamic
Contexts, Series on Technology Management: Volume 5. World Scientific Publishing
Company, Singapur.

Clausen, T. H. (2009): “Do subsidies have positive impacts on R&D and innovation activities at
the firm level?” Structural Change and Economic Dynamics 20(4), 239-253.

Cohen, W. M. (2010): “Fifty years of empirical studies of innovative activity and performance”,
in B.H. Hall and N. Rosenberg (eds.): Handbook of the Economics of Innovation.
Amsterdam: Elsevier ed., Vol. 1, 129-213.

Cohen, W.M. & S. Klepper (1996): “A reprise of size and R&D”, Economic Journal 106, 925-951.

42



Cohen, W. M., R. C. & Levin (1989): “Empirical studies of innovation and market structure”, in
M. Armstrong and R. Porter (Eds.): Handbook of Industrial Organization, Amsterdam:
North-Holland, Vol. 2, 1059-1107.

Cohen, W. M., R.C: Levin & D. C. Mowery (1987): “Firm size and R&D intensity: a re-
examination”, Journal of Industrial Economics 35(4), 543-65.

Collard-Wexler, A. (2013): “Demand fluctuations in the ready-mix concrete industry”,
Econometrica 81(3), 1003-1037.

Crépon B. & E. Duguet (1997): “Estimating the knowledge production function from patent
numbers: GMM on count panel data with multiplicative errors”, Journal of Applied
Econometrics 12(3), 243-263.

Crépon, B., E. Duguet & J. Mairesse (1998): “Research, innovation and productivity: an

|II

econometric analysis at the firm leve
7,115-158.

, Economics of Innovation and New Technology

Czarnitzki, D., & H. Hottenrott (2011): “Financial constraints: routine versus cutting edge R&D
investment”, Journal of Economics & Management Strategy 20(1), 121-157.

Czarnitzki, D. & A. Toole (2011): “Patent protection, market uncertainty, and R&D investment”,
The Review of Economics and Statistics 93(1), 147-159.

Czarnitzki, D., H. Hottenrott S. & Thorwarth (2011): “Industrial research versus development
investment: the implications of financial constraints”, Cambridge Journal of Economics
35(3), 527-544.

Czarnitzki, D., K. Kraft & S. Thorwarth (2009): “The knowledge production of ‘R’ and ‘D",
Economics Letters 105(1), 141-143.

Czarnitzki, D. & S. Thorwarth (2012): “Productivity effects of basic research in low-tech and
high-tech industries”, Research Policy 41(9), 1555-1564.

David, P.A., B. H. Hall & A. A. Toole (2000): “Is public R&D a complement or substitute for
private R&D? A review of the econometric evidence”, Research Policy 29, 497-529.

Das, S., R. Mark & J. R. Tybout (2007): “Market entry costs, producer heterogeneity, and export
dynamics”, Econometrica 75(3), 837-873.

Deschryvere, M. (2014): “R&D, firm growth and the role of innovation persistence: an analysis
of Finnish SMEs and large firms”, Small Business Economics 43, 767—785.

Dobbelaere, S. & J. Mairesse (2010): “Micro-evidence on rent sharing from different
perspectives”. NBER Working Paper, 16220.

Dobbelaere, S. & J. Mairesse (2013): “Panel data estimates of the production function and
product and labor market imperfections”, Journal of Applied Econometrics 28, 1-46.

Doraszelski, U., & J. Jaumandreu (2013): “R&D and productivity: estimating endogenous
productivity”, Review of Economic Studies 80, 1338—1383.

Dorfman, R., & Steiner, P. O. (1954): “Optimal advertising and optimal quality” American
Economic Review 44, 826—-836.

43



Duguet, E. & C. Lelarge (2012): “Does Patenting increase the private incentives to innovate? A
microeconometric analysis”, Annales d'Economie et de Statistique 107/108, 201-238.

Duguet, E. & S. Monjon (2004): “Is innovation persistent at the firm Level? An econometric
examination comparing the propensity score and regression methods”, Cahiers de la
Maison des Sciences Economiques v04075, Université Panthéon-Sorbonne (Paris 1).

Encaoua, D., B. H. Hall, F. Laisney & J. Mairesse (Eds.) (2013): The Economics and Econometrics
of Innovation, Ed. Springer Science & Business Media.

Ennen, E. & A. Richter (2010): “The whole is more than the sum of its parts— or is it? A review
of the empirical literature on complementarities in organizations”, Journal of
Management 36(1), 207-233.

Farifias, J. C. & S. Ruano (2005): “Firm productivity, heterogeneity, sunk costs and market
selection”, International Journal of Industrial Organization 23, 505-534.

Flaig, G. & M. Stadler (1994): “Success breeds success: the dynamics of the innovation
process,” Empirical Economics 19, 55—-68.

Galia, F. & D. Legros (2004): “Complementarities between obstacles to innovation: evidence
from France”, Research Policy 33, 1185-1199.

Geroski, P. A. (1990): “Innovation, technological opportunity, and market structure”, Oxford
Economic Papers 42(3), 586-602.

Geroski, P. A, J. van Reenen and C. F. Walters, (1997): “How persistently do firms innovate?”
Research Policy 26, 33—48.

Geroski, P. A. & C. F. Walters (1995): “Innovative activities over the business cycle”, The
Economic Journal 105, 916-928.

Gonzalez, X., J. Jaumandreu C. & Pazd (2005): “Barriers to innovation and subsidy
effectiveness”, The Rand Journal of Economics 36(4), 930-949.

Graevenitz, G., S. Wagner & D. Harhoff, D. (2013): “Incidence and growth of patent thickets:
the impact of technological opportunities and complexity”, The Journal of Industrial
Economics 61(3), 521-563.

Griliches, Z. (1979): “Issues in assessing the contribution of research and development to
productivity growth”, Bell Journal of Economics 10, 92-116.

Griliches, Z. & F. Lichtenberg (1984): “R&D and productivity growth at the industry level: Is
there still a relationship?” in Griliches (Ed.): R&D, patents and productivity. University
of Chicago Press, 465-502.

Griliches, Z. (1986): “Productivity, R and D, and basic research at the firm level in the 1970's”,
The American Economic Review 76(1), 141-154.

Grossman, G., & E. Helpman (1991): Innovation and Growth in the Globe Economy. Cambridge:
MIT Press.

Hagedoorn, J. & N. Wang (2012): “Is there complementarity or substitutability between
internal and external R&D strategies?” Research Policy 41(6), 1072—1083.

44



Hall, B. H. (2002): “The financing of research and development”, Oxford Review of Economic
Policy 18(1), 35-51.

Hall, B. H. (2011): “Innovation and productivity”, Nordic Economic Policy Review 2, 167-204.

Hall, B. H. & J. Lerner (2010): “The financing of R&D and innovation”, in B.H. Hall and N.
Rosenberg (eds.): Handbook of the Economics of Innovation. Amsterdam: Elsevier ed.,
Vol. 1, 609-639.

Hall, B. H., F. Lott & J. Mairesse (2013): “Evidence on the impact of R&D and ICT investments
on innovation and productivity in Italian firms”, Economics of Innovation and New
Technology 22(3), 300-328.

Hall, B. H., & J. Mairesse (1995): “Exploring the relationship between R&D and productivity in
French manufacturing firms”, Journal of Econometrics 65(1), 263-293.

Hall, B. H., J. Mairesse & P. Mohnen (2010): “Measuring the returns to R&D” in B.H. Hall and N.
Rosenberg (eds.), Handbook of the Economics of Innovation. Amsterdam: Elsevier ed.,
Vol. 2, 1034-1076.

Hall, B. H. & R. H. Ziedonis (2001): “The patent paradox revisited: an empirical study of
patenting in the US semiconductor industry, 1979-1995”, RAND Journal of Economics
32(1), 101-128.

Hall, B. H. & V. Sena (2014): “appropriability mechanisms, innovation and productivity:
evidence from the UK”, NBER Working Paper, (w20514).

Hall, B., C. Helmers, M. Rogers & V. Sena (2014): “The choice between formal and informal
intellectual property: a review”, Journal of Economic Literature 52(2), 375-423.

Hall, R. E. (1988): “The relationship between price and marginal cost in U.S. industry”, Journal
of Political Economy 96, 921-47.

Harhoff, D., E. Mueller & J. Van Reenen (2014): “What are the channels for technology
sourcing? panel data evidence from German companies”, Journal of Economics &
Management Strategy 23(1), 204—-224.

Harris, M. N., M. Rogers & A. Siouclis (2003): “Modelling firm innovation using panel probit
estimators”, Applied Economics Letters 10(11), 683-686.

Heckman, J. (1976): “The common structure of statistical models of truncation. Sample
selection and limited variables and a simple estimator for such models”, Annals of
Economic and Social Measurement 5, 475-492.

Heckman, J. (1979): “Sample selection bias as specification error”, Econometrica 47, 153-161.

Heckman J. J. (1981): “The incidental parameters problem and the problem of initial conditions
in estimating a discrete time-discrete data stochastic process” in C. Manski and D.
McFadden (eds.): Structural Analysis of Discrete Data with Econometric Applications.
Cambridge. MA, 179-195.

Henderson, R., & I. Cockburn (1996): “Scale, scope, and spillovers: the determinants of
research productivity in drug discovery”, The Rand Journal of Economics 27(1), 32-59.

45



Hou, J. & P. Mohnen (2013): “Complementarity between in-house R&D and technology
purchasing: evidence from Chinese manufacturing firms”, Oxford Development Studies
41(3), 343-371.

Howe, J. D. & D. G. McFetridge (1976): “The determinants of R&D expenditures”, Canadian
Journal of Economics 9, 57-71.

Hu, A., G. Jefferson & J. Qian (2005): “R&D and technology transfer: firm-level evidence from
Chinese industry”, Review of Economics and Statistics 87(4), 780-786.

Huergo, E. & L. Moreno (2011): “Does history matter for the relationship between R&D,
innovation and productivity?” Industrial and Corporate Change, 20 (5), 1335-1368.

Ichniowski, C., K. Shaw & G. Prennushi (1997): “The effects of human resource management
practices on productivity: a study of steel finishing lines”, American Economic Review
87(3), 291-313.

Ichniowski, C. & K. Shaw (2003): “Beyond incentive pay: Insiders’ estimates of the value of
complementary human resource management practices”, Journal of Economic
Perspectives 17(1), 155-78.

Kamien, M. |. & N. L. Schwartz (1970): “Market structure, elasticity of demand, and incentive to
invent”, Journal of Law and Economics 13, 241-252.

Kamien, M.l.,, & N. L. Schwartz (1976): “On the degree of rivalry for maximum innovative
activity”, Quarterly Journal of Economics 90, 245-260.

Kamien, M.l., & N. L. Schwartz (1978): “Self-financing of an R&D project”, American Economic
Review 68, 252-261.

Kamien, M.l.,, & Schwartz, N.L. (1982): Market Structure and Innovation. Cambridge:
Cambridge University Press.

Klette, J. (1996): “R&D, Scope Economies, and Plant Performance”, Rand Journal of Economics,
27,502-522.

Klette, J. & Z. Griliches (1996): “The Inconsistency of Common Scale Estimators when Output
Prices are Unobserved and Endogenous”, Journal of Applied Econometrics 11, 343-361.

Klevorick, A. K., R. C. Levin, R. R. Nelson & S. G. Winter (1995): “On the sources and significance
of interindustry differences in technological opportunities”, Research policy 24(2), 185-
205.

Klomp, L. & G. van Leeuwen (2001): “Linking Innovation and Firm Performance: A New
Approach”, International Journal of the Economics of Business 8, 343-364.

Kodde, D.A. & F. C. Palm (1986): “Wald criteria for jointly testing equality and inequality
restrictions”, Econometrica 54(5), 1243— 1248.

Kretschmer, T, E.J. Miravete & J.C. Pernias (2012): “Competitive Pressure and the Adoption of
Complementary Innovations”, American Economic Review 102(4), 1540-1570.

Kwon, I. (2010): “R&D portfolio and market structure”, Journal of Industrial Economics 120,
313-323.

46



Lach, S. & M. Schankerman (1989): “Dynamics of R & D and Investment in the Scientific
Sector”, The Journal of Political Economy 97(4), 880-904.

Leifer, R. & T. Triscari (1987): “Research versus development: differences and similarities”, IEEE
Transactions on Engineering Management 34(2), 71-78.

Leiponen, A. (2005): “Skills and innovation”, International Journal of Industrial Organization 23,
303-323.

Lerner, J. (2009): “The empirical impact of intellectual property rights on innovation: Puzzles
and clues”, The American Economic Review 99(2), 343-348.

Levin, R. C., W. M. Cohen & D.C. Mowery (1985): “R & D appropriability, opportunity, and
market structure: new evidence on some Schumpeterian hypotheses”, The American
Economic Review 75(2), 20-24.

Lichtenberg, F. R. & D. Siegel (1991): “The Impact of R&D Investment on Productivity-New
Evidence”, Economic Inquiry 29(2), 203.

Lim, K. (2004): “The relationship between research and innovation in the semiconductor and
pharmaceutical industries (1981-1997)”, Research Policy 33, 287-321.

Link, A. N. (1981)” “Basic research and productivity increase in manufacturing: additional
evidence”, American Economic Review 71(5), 1111-1112.

Link, A. N. (1982): “An analysis of the composition of R&D spending”., Southern Economic
Journal 49(2), 342-349.

Link, A. N. (1985): “The changing composition of R & D”, Managerial and Decision Economics
6(2), 125-128.

Lokshin, B., R. Belderbos & M. Carree (2008): “The productivity effects of internal and external
R&D: evidence from a dynamic panel data model”, Oxford Bulletin of Economics and
Statistics 70, 399-413.

Mairesse, J., B. H. Hall & B. Mulkay (1999): “Firm-Level Investment in France and the United
States: An Exploration of What We Have Learned in Twenty Years”, Annales
d'Economie et de Statistique 55/56, 27-67.

Mairesse, J. & Jaumandreu, J. (2005): “Panel-data estimates of the production function and the
revenue function: What difference does it make?” Scandinavian Journal of Economics
107, 651-672.

Mairesse, J. & P. Mohnen (2010): “Using Innovation Surveys for Econometric Analysis”, in B.H.
Hall and N. Rosenberg (eds.): Handbook of the Economics of Innovation. Amsterdam:
Elsevier ed., Vol. 2, 1129-1156.

Mairesse, J. & M. Sassenou (1991): “R&D productivity: a survey of econometric studies at the
firm level”, NBER Working Papers 3666, National Bureau of Economic Research, Inc.

Malerba, F. & L. Orsenigo (1999): “Technological entry, exit and survival: an empirical analysis
of patent data,” Research Policy 28, 643—660.

Mansfield, E. (1980): “Basic research and productivity increase in manufacturing”, The
American Economic Review 70(5), 863-873.

47



Mansfield, E. (1981): “Composition of R and D expenditures: relationship to size of firm,
concentration, and innovative output” The Review of Economics and Statistics 63(4),
610-615.

Mariez-Castillejo, J. A., M. E. Rochina-Barrachina, A. Sanchis-Llopis & J. Sanchis-Llopis (2009):
“The role of sunk costs in the decision to invest in R&D”, Journal of Industrial
Economics 57, 712-735.

Martin, S. (2010): Industrial Organization in Context. Oxford University Press, Oxford.

Martinez-Ros, E. & J. M. Labeaga (2009): “Product and process innovations: persistence and
complementarities”, European Management Review 6(1), 64-75.

Milgrom, P., Y. Qian & J. Roberts (1991): “Complementarities, momentum, and the evolution
of modern manufacturing”, American Economic Association Papers and Proceedings,
85-809.

Milgrom, P. & J. Roberts (1990): “The economics of modern manufacturing: technology,
strategy, and organization”, American Economic Review 80(3), 511-528.

Milgrom, P. & J. Roberts (1995): “Complementarities and fit: strategy, structure and
organizational change in manufacturing”, Journal of Accounting and Economics 19(2-
3), 179-208.

Milgrom, P. & J. Roberts (1996): “The LeChatelier principle”, American Economic Review 86(1),
173-179.

Milgrom, P. & C. Shannon (1994): “Monotone comparative statics”, Econometrica 62, 157-180.

Miravete, E.J. & J.C. Pernias (2006): “Innovation complementarity and scale of production”,
Journal of Industrial Economics 54(1), 1-29.

Mohnen, P. & B. H. Hall (2013): “Innovation and productivity: an update”, Eurasian Business
Review 3(1), 47-65.

Mohnen, P. & L. H. Roéller (2005): “Complementarities in innovation policy”, European
Economic Review 49, 1431-1450.

Mohnen, P. & J. Rosa (2002): “Barriers to innovation in service industries in Canada“, in
Feldman, M., Massard, N. (Eds.): Institutions and Systems in the Geography of
Innovation. Kluwer Academic Publishers, Boston, 231-250.

Needham, D. (1975): “Market structure and firms R&D behaviour”, Journal of Industrial
Economics 23, 241-255.

Nelson, R. R. (1959): “The simple economics of basic scientific research”, The Journal of
Political Economy 67(3), 297-306.

Nelson, R. R. & S. G. Winter (1982): An Evolutionary Theory of Economic Change. Cambridge,
Mass.: Belknap Press of Harvard University Press.

Olley, S. G. & A. Pakes (1996): “The dynamics of productivity in the telecommunications
equipment industry”, Econometrica 64, 1263-1297.

48



Peters, B. (2009): “Persistence of innovation: stylised facts and panel data evidence”, Journal
of Technology Transfer 34(2), 226-243.

Peters, B., M. J. Roberts, V. A. Vuong & H. Fryges, H. (2013): “Estimating dynamic R&D
demand: an analysis of costs and long-run benefits”, National Bureau of Economic
Research. (No. w19374).

Png, I. (2015): “Law and innovation. Evidence from State Trade Secret Laws”, Review of
Economics and Statistics, doi: 10.1162/REST_a_00532..

Raymond, W., J. Mairesse, P. Mohnen & F. Palm (2015): “Dynamic models of R&D, innovation
and productivity: panel data evidence for Dutch and French manufacturing”, European
Economic Review 78, 285-306.

Raymond, W., P. Mohnen, F. Palm, & S. Schim van der Loeff (2007): “The behavior of the
maximum likelihood estimator of dynamic panel data sample selection models”, CESifo
working paper no. 1992.

Raymond, W., P. Mohnen, F. Palm & S. Schim van der Loeff (2009): “Innovative sales, R&D and
total innovation expenditures: panel evidence on their Dynamics”, 2009s-29 WP,
CIRANO.

Raymond, W., P. Mohnen, F. Palm & S. Schim van der Loeff (2010): “Persistence of innovation
in Dutch manufacturing: it is spurious”, The Review of Economics and Statistics 92(3),
495-504.

Roberts, M. J.,, & V. A. Vuong (2013): “Empirical modeling of R&D demand in a dynamic
framework”, Applied Economic Perspectives and Policy 35(2) 185-205.

Rogers, M. (2004): “Networks, firm size and innovation”, Small Business Economics 22(2), 141-
153.

Rust, J. (1987): “Optimal replacement of GMC bus engines: an empirical model of Harold
Zurcher”, Econometrica 55(5), 999-1033.

Scherer, F.M. (1980): Industrial Market Structure and Economic Performance, 2nd edition.
Chicago: Rand McNally.

Schmiedeberg, C. (2008): “Complementarities of innovation activities: an empirical analysis of
the German manufacturing sector” Research Policy 37, 1492-1503.

Schmookler, J. (1962): “Economic sources of inventive activity”, The Journal of Economic
History, 22(1), 1-20.

Schumpeter, J. A. (1939): Business Cycles. New York: McGraw-Hill.
Schumpeter, J. A. (1942): Capitalism, Socialism and Democracy. New York: Harper & Grow.

Solow, R. (1957): “Technical change and the aggregate production function”, The Review of
Economics and Statistics 39 (3), 312-320.

Spence, A. M. (1975): “Monopoly, quality, and regulation”, Bell Journal of Economics 6, 417-
429,

49



Spencer, B. J., & J.A: Brander (1983): “International R & D rivalry and industrial strategy”, The
Review of Economic Studies 50(4), 707-722.

Takalo, T., T. Tanayama & O. Toivanen (2013a): “Market failures and the additionality effects of
public support to private R&D: Theory and empirical implications”, International
Journal of Industrial Organization 31(5), 634-642.

Takalo, T., T. Tanayama & O. Toivanen (2013b): “Estimating the benefits of targeted R&D
subsidies”, The Review of Economics and Statistics 95(1), 255-272.

Tambe, P., L. M. Hitt & E. Brynjolfsson (2012): “The extroverted firm: how external information
practices affect innovation and productivity”, Management Science 58(5), 843—859.

Topkis, D.M. (1978): “Minimizing a submodular function on a lattice”, Operations Research 26,
305-321.

Van Beveren, I. (2012): “Total factor productivity estimation”, Journal of Economic Surveys 26
(1), 98-128.

Van Leeuwen, G. (2002): “Linking innovation to productivity growth using two waves of the

4

Community Innovation Survey,” OECD Science, Technology and Industry working

papers no. 2002/8.

Van Leeuwen, G. & L. Klomp (2006): “On the contribution of innovation to multi-factor-
productivity growth”, Economics of Innovation and New Technology 15 (4-5), 367-390.

Veugelers, R. & B. Cassiman (2005): “R&D cooperation between firms and universities. Some
empirical evidence from Belgian manufacturing”, International Journal of Industrial
Organization 23(5-6), 355—379.

Vives, X. (1990): “Nash equilibrium with strategic complementarities”, Journal of Mathematical
Economics 19, 305-321.

Wieser, R. (2005): “R&D, productivity and spillovers: empirical evidence at firm level”, Journal
of Economic Surveys 19(4), 587-621.

Wooldridge, J. (2005): “Simple solutions to the initial conditions problem in dynamic nonlinear
panel data models with unobserved heterogeneity”, Journal of Applied Econometrics
20(1), 39-54.

Zuniga-Vicente, J.A., C. Alonso-Borrego, F. J. Forcadell & J. I. Galan (2014): “Assessing the effect
of public subsidies on firm R&D investment: a survey” Journal of Economics Surveys
28(1), 36-67.

50



