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This paper models outsourcing decisions when intellectual property rights are imperfectly
protected. Firms in the advanced North develop higher quality levels of existing products
and then decide whether to shift a basic stage of production to the South. Production in
the South lowers costs but entails a risk of imitation by Southern firms. The larger this
risk of imitation, the lower the rate of innovation, the lower the extent of outsourcing, and
the higher the relative wage. The increased relative wage raises the cost savings from
outsourcing, which offsets the reduction in the expected duration of profits due to
imitation.
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