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ABSTRACT In th is paper, we theoretically a nd empirically investiga te factors that
contr ibute to product inn ovation by firms in emerging markets. Combi ning the
inn ovation literature with the lat ecom er litera ture on 'catch-up' strategies of firms in
newly ind ustr ialized economics, we pos it that access to foreign knowledge is essen tial for
foster ing produ ct inn ovation. In particular, we in vestigate how innovation clusters
for med by inward foreign direct investments in a n emerging market and export activities
of a firm ar e effective cha nne ls for acquiring fore ign knowledge. V\le a lso suggest firms
that invest in research and developmen t a nd market ing activi ties benefi t further from
access to foreign knowledge clue to increased absorptive capacity. Empirica lly, we
employ in format ion on ove r 160,000 indigen ous manufac turi ng firms in C hina in
2005-2006. We find stro ng empirica l suppon (o r our theoretical fra mework a nd
concl ude by discussing the imp licat ions for bo th theory a nd managerial practice.
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INTRODUCTION

Innovative activity 1S a critica l determi nan t of compe titive ad vantage (Porter,
1990). Since most innovat ive activity occurs or has occurred in developed coun­
tries, it is not surpr ising that most of our understanding of the determinants and
effects of inno vative activity comes from studies of firms in those markets (e.g.,
Cohen & Levinthal, 1990; Dos i, 1988). Although fi rms in emergi ng economies are
com monly regarded as laggards in innovation, especially in cutting-edge inn ova­
tions (Alten burg, Schmitz, & Stam m, 2008), recent evidence, derived mainly from
case studies, suggests that firm s in emerging markets do in fact inn ovate (Lu, 2000).
Co mputing companies in China and pharmaceutical compan ies in India are able
to develop new products either by adding sign ificant value to imported foreign
products or technologies or by developing new produ cts to satisfy specific domestic
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