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Introduction


In The Competitive Advantage of Nations (1990), I undertook to explain the sources of sustained prosperity in the modern global economy. While the book is set at the level of the nation, the same framework can and has been readily applied at the regional, state, and city level. While most thinking and policy had focused on the macroeconomic conditions for growth and prosperity, my focus was on the microeconomic foundations. While government was the central actor in most literature, I sought to highlight the role played by companies.

I argue that wealth is governed by productivity, or the value created per day of work, dollar of capital invested, and unit of the nation’s physical resources employed. The roots of productivity lie in the national and regional environment for competition, captured in a framework graphically depicted as a diamond made up of four primary facets; the diamond metaphor has become common in referring to the theory. The diamond addresses the information, incentives, competitive pressures, and access to supporting firms, institutions, infrastructure, and pools of insight and skill in a location that support productivity and productivity growth in particular fields.

I titled the book The Competitive Advantage of Nations to highlight the crucial distinction between my broader concept of competitive advantage as a source of wealth and the notion of comparative advantage which had long dominated thinking about international competition. Comparative advantage, as it had come to be understood, rests on endowments of inputs such as labor, natural resources, and financial capital. I argue that factor inputs themselves have become less and less valuable in an increasingly global economy. Neither is competitiveness secured by size or military might, because neither is decisive for productivity. Instead, prosperity depends on creating a business environment, along with supporting institutions, that enable the nation to productively use and upgrade its inputs.

Beginning in the mid-1980s when I served on President Ronald Reagan’s Commission on Industrial Competitiveness, I developed the growing conviction that failure to understand the distinction between comparative advantage and the new competitive advantage of nations is one of the root causes of problems in economic development. Merely using the resources available, or assembling more resources, is not enough for prosperity. Neither is redistribution of a nation’s wealth between interest groups.

In my theory, competitiveness and prosperity are not a zero-sum game. Many nations can simultaneously improve their productivity, and with it their wealth. Yet wealth is not assured. The inability to improve productivity in an economy, because of poor policies, insufficient investments, or other reasons, can make wages and national income hard to sustain, let alone grow.

In the modern global economy, prosperity is a nation’s choice. Competitiveness is no longer limited to those nations with a favorable inheritance. Nations choose prosperity if they organize their policies, laws, and institutions based on productivity. Nations choose prosperity if, for example, they upgrade the capabilities of all their citizens and invest in the types of specialized infrastructure that allow commerce to be efficient. Nations choose poverty, or limit their wealth, if they allow their policies to erode the productivity of business. They limit their wealth if skills are reserved only for a few. They limit their wealth when business success is secured by family connections or government concessions rather than productivity. War or ineffective government can derail prosperity, but these are often under the collective control of citizens.

Productivity and competitive advantage in an economy require specialization. In The Competitive Advantage of Nations, I introduced the concept of clusters, or groups of interconnected firms, suppliers, related industries, and specialized institutions in particular fields that are present in particular locations. The agglomeration of firms has long been recognized in literatures such as economic geography and regional science. However, the phenomenon was viewed narrowly, and not related to international competition in which inputs are widely accessible from many locations and reductions in transportation costs have eliminated the need to locate near supply sources or near large markets. The connection between agglomeration and a sophisticated view of competition and strategy was yet to be explored, as was its seemingly paradoxical role at a time when location is widely seen as less important.

The Competitive Advantage of Nations seeks to bridge these gaps. It shows how clusters not only reduce transaction costs and boost efficiency but improve incentives and create collective assets in the form of information, specialized institutions, and reputation, among others. More importantly, clusters enable innovation and speed productivity growth. They also ease the formation of new businesses. This powerful role of location in sophisticated competition is not inconsistent with globalization; indeed, globalization makes such locational advantage more important by removing artificial barriers to trade and investment and nullifying traditional input advantages. Firms no longer need to locate near raw material sources or markets, but can choose the best location for productivity and dynamism.

The Competitive Advantage of Nations advocates new, constructive, and actionable roles for government and business in the pursuit of competitiveness and prosperity. For government, old distinctions between laissez-faire and intervention are obsolete. Government, first and foremost, must strive to create an environment that supports rising productivity. This implies a minimalist government role in some areas (e.g., trade barriers, pricing) and an activist role in others (e.g., ensuring vigorous competition, providing high-quality education and training). Government can influence all parts of the diamond, and this influence is the best way to understand the role of government on competition rather than see government as an entity unto itself.

Government must strive to improve the business environment in many ways. It must not, however, limit competition or ease standards for safety and environmental impact. Such “help” actually retards competitiveness by stunting innovation and slowing productivity improvement.

Artificial distinctions between social and economic policy must fall away, because the two are inextricably tied in defining the environment for productive competition. Educated citizens who are healthy and work in a safe environment are necessary for productivity. Diamond theory offers a positive and constructive role for virtually all of a nation’s institutions in competitiveness, whether they be schools, universities, standard-setting agencies, consumer societies, professional societies, or the judicial system. All have a role in creating the conditions for higher productivity.

For companies, a central message of The Competitive Advantage of Nations is that many of a company’s competitive advantages lie outside the firm and are rooted in locations and industry clusters. This defines an agenda for companies that has been largely absent from the literature on management. Alongside government, the private sector has a role to play in investing in some of the collective assets or public goods that reside in particular locations. The Competitive Advantage of Nations also argues for a far more tangible and proactive role for industrial associations and other business institutions in making such investments.

More broadly, there is an inevitable mutual dependence between government and business in national productivity. An ongoing dialog is needed to remove obstacles, lower unnecessary business costs, and create appropriate inputs, information, and infrastructure. The tension, distrust, and paternalism that characterize the relationship in many countries are counterproductive and a hidden cost of doing business.

EMBEDDING THE IDEAS IN THEORY AND PRACTICE

The diffusion of ideas is a process that can often take decades, especially with theories that are not part of a well-established tradition. The Competitive Advantage of Nations has this characteristic, in view of its microeconomic approach to competitiveness and economic development.

I have a strong personal conviction that real learning in social science involves not only theory but immersion in the effort to translate theory into practice. Even before the book was published, I had the privilege of personally leading major national economic policy reviews in New Zealand (beginning in 1989),1 Canada (1990),2 and Portugal (1991).3 Constructive changes, and debate, continue in all three nations.4 The book drew on research in ten leading trading nations. Follow-on books and national dialogs have occurred in Sweden, Denmark, Switzerland, Germany, and Korea.5 Other major national assessments in advanced economies employing diamond theory, in which I was not involved, have taken place in Norway,6 Finland,7 the Netherlands,8 and Hong Kong,9 among others. Similar research has taken place at the state, provincial, and autonomous region level.10 The ideas have been debated and played a role in policy in other advanced nations, states, and regions that have not undertaken a formal project.

The application of the principles of The Competitive Advantage of Nations to developing countries has also spread widely. In order to deepen my knowledge of earlier-stage economic development, I conducted a major project together with colleagues in India.11 The book has also helped motivate important national projects or studies in Bermuda, Bolivia, Botswana, Bulgaria, Estonia,12 Colombia, El Salvador, Peru, South Africa, Tartarstan, and Venezuela,13 among others.

The cluster is becoming a new way of thinking about economies and organizing economic development efforts. Prominent cluster-based initiatives, spanning a significant part of the economy, have occurred or are underway in Arizona, California, Catalonia, Chihuahua, Connecticut, Costa Rica, Massachusetts, Minnesota, Morocco, the Netherlands, North Carolina, Norway, Ohio, Oregon, Scotland, and Quebec, among other locations.

The ideas in The Competitive Advantage of Nations have begun to be applied to cities and metropolitan regions.14 I have also extended the ideas to the question of economic development in distressed inner city areas.15 I argue that the problems of inner cities are as much economic as social, and that an economic strategy is needed to complement the wide array of other programs. Instead of seeing inner cities as full of disadvantages for business, however, we must reframe our thinking around the potential competitive advantages of inner cities in the metropolitan economy. This work has led to studies in an array of U.S. cities, and an active dialog about new directions in urban policy.16

More recently, the ideas in The Competitive Advantage of Nations have been applied in groups of neighboring countries. Most regional initiatives (e.g., Mercusor, NAFTA) have been focused largely on opening up trade and investment within the region, a worthy goal. However, diamond theory provides a systematic framework for thinking about the areas where cooperation among neighbors can enhance the productivity of the national business environment. This is the case because there are important externalities in the diamond that cross national borders, such as the interconnections among transportation systems, alignment of customs procedures, and strategies to improve public safety. Since 1994, I have been working with leaders in the nations of Central America on such a regional economic plan.17 More recently, a similar project has begun in the Middle East, involving national teams from Egypt, Israel, Jordan, and the Palestinian Authority, with other nations gearing up as well. That this initiative has continued despite the political upheavals that have occurred in the region is testimony to the power of economics to forge common ground.

At the level of theory and scholarship, productivity is now an accepted definition of competitiveness, and the role of location is becoming more and more recognized. The Competitive Advantage of Nations has contributed to a revival of interest in economic geography.

The books already cited constitute a growing literature on applying these ideas at various geographic levels. There is a growing body of literature that tests the propositions in The Competitive Advantage of Nations statistically, with encouraging results.18 There is a growing literature on clusters, and two international conferences on the subject were held in 1997.19 Scholars in marketing are thinking about the marketing of locations.20 The World Bank has made cluster work part of its core strategy. A body of work on the relationship between competitiveness and environmental quality, which shows how the two can be compatible, has grown out of the book.21 This raises interesting research questions about appropriate environmental approaches in business and government in developing countries, among other topics. Finally, another book stimulated by mine—Fairbanks and Lindsay, Plowing the Sea—presents new learning about the impediments to putting the new theory of competitiveness into practice in developing nations.22 This is a research area of great importance.

HITTING A RESPONSIVE CHORD

This heartening attention that The Competitive Advantage of Nations has received stems from a number of reasons. First, the book appeared at a time of growing competition in virtually every nation. Trade barriers were falling, and markets were opening. Socialism was collapsing (the Soviet Union dissolved in 1991; in China, accelerated economic reform began in 1992). Nations were shifting their focus away from international politics and toward improving the prosperity of their citizens. These developments continue today unabated.

Whether prosperous or mired in poverty, nations, states, and regions all over the world were searching for ways of coping. The Competitive Advantage of Nations offered a systematic and actionable framework for understanding competitiveness and how to improve it. It was especially welcomed by practitioners in government and business who were looking for guidance on questions unaddressed in most theoretical work.

Second, while much progress had been made in understanding the macroeconomic side of competitiveness and economic development, there was an increasing recognition that macroeconomic reform is necessary but not sufficient. As important—or even more so—are the microeconomic foundations of development, rooted in the nature of firm strategies and in the institutions, infrastructure, and policies that constitute the environment in which firms compete. My book filled a gap in its focus on the microeconomic side of competitiveness. It addressed the question: What next? What to do after macroeconomic stabilization and adjustment—a central question facing many governments.

Third, the book offered a way to bridge the gap between business and government in addressing competitiveness. The Competitive Advantage of Nations, by bringing to bear a rich and textured approach to competition, offers a set of ideas and examples that are far more persuasive to companies. In government, the prevailing thinking beyond macroeconomic policies was the controversial notion of industrial policy, advocating intervention to shape the outcome of competition. Industrial policy was based on a highly simplified and questionable view of competition in which scale and spending were decisive. In those nations most associated with industrial policy—France, Japan, Korea—serious difficulties have arisen which raise grave doubts about whether industrial policy, and its core practices of targeting, subsidies, and cooperative activity, ever worked. All along, companies were deeply skeptical of industrial policy, concerned about government’s capacity to second-guess markets, eager for other approaches.

The Competitive Advantage of Nations rejected industrial policy. All clusters can support prosperity if they can be productive. Instead of targeting particular industries, all a nation’s existing and emerging clusters deserve attention. Government should not get involved in the competitive process—its role is to improve the environment for productivity, for example, by improving the quality and efficiency of business inputs and infrastructure and creating policies and a regulatory context that stimulate upgrading and innovation. While industrial policy seeks to distort competition in favor of a particular location, diamond theory seeks to remove constraints to productivity growth. While industrial policy rests on a zero-sum view of international competition, diamond theory is based on a positive-sum world in which productivity improvement will expand the market and in which many nations can prosper if they can become more productive and innovative.

The book also provided the basis for constructive dialog about how the business environment could be improved. The concept of clusters has proven to be particularly powerful. Clusters were both a way of thinking about the economy and a means for catalyzing change. Unlike traditional groupings such as industries or sectors, which were associated with intervention and subsidy, the concept of clusters focuses thinking on productivity and cross-company linkages. Clusters bring government entities, companies, suppliers, and local institutions together around a common agenda which is constructive and actionable.

UNFINISHED AGENDAS

This re-issue of The Competitive Advantage of Nations is an important milestone. As heartening as the response has been, the ideas in the book remain complex, and the volume itself is formidable. The examples and country profiles are voluminous, in part because I felt that without them the book would be less convincing on such an emotionally charged subject. All this means that the book is still broadening its audience, and I am hopeful that its re-issue will bring it to the attention of new readers.

It is also clear, at this writing, that there is still much to learn. My own recent work is focused in a number of directions. One is further empirical testing within and across groups of countries. For example, a recent paper on Japan shows that international competitiveness in a broad sample of Japanese industries is strongly influenced by the intensity of local rivalry in Japan, measured by market share fluctuations. The presence of a cartel in an industry dampens rivalry and is associated with lower competitiveness. Traditional measures of comparative advantage contribute little to explanatory power.23 Hopefully, the accumulation of such statistical evidence will make the ideas in The Competitive Advantage of Nations more persuasive to a wider group of scholars.

Another new direction in my work is theoretical and empirical research to develop a better understanding of clusters, and appropriate forms of public and private action to enhance cluster productivity. Third, I am deepening my knowledge about the challenges facing developing countries as they try to move away from dependence on cheap labor and natural resources. Fourth, I am involved in thinking and writing about the appropriate roles of cities, states, nations, and groups of neighboring countries in competitiveness. Fifth, I am seeking to forge tighter connections between The Competitive Advantage of Nations and my work on company strategy. It is clear that location affects industry structure and competitive advantage. At the industry level, intense rivalry can erode local profits but propel the local industry ahead of foreign competitors. At the firm level, it is clear that many of the resources and skills that have been a focus of the recent strategy literature reside in the local environment. There is also a strong connection between the achievement of supplier linkages, product complementarity, and the presence of a cluster. Location, then, deserves a prominent place in core strategy thinking.

Finally, my personal experience in working with government and business leaders has led to a strong interest in the reasons why some nations (or other jurisdictions) can actually change in positive ways while others, armed with the same level of knowledge, cannot. If The Competitive Advantage of Nations is to achieve its ultimate purpose, my own research will be just a part of a much broader agenda that unites macroeconomics, microeconomics, and the study of management in an integrated understanding of competition and the influence on location.

As I reflect on the years since the book was published, and especially on the many occasions I have had to talk and work with government and business leaders, I am struck again and again by the power of ideas to shape outcomes. It was flawed ideas about competitiveness and prosperity that doomed countless millions to poverty in the post-World War II period. It is confusion about the true causes of competitiveness today that continues to slow progress, both in governments and in companies.

At the government level, discussions of competitiveness are still too focused on macroeconomic policy, when microeconomic issues are often the real constraints to progress. Governments still mistake devaluation and currency policies as a means to increase “competitiveness” rather than see currency as the tail, not the dog, and recognize that the need for devaluation is a reflection of failed policies. Governments look to foreign investments attracted by subsidies to solve their problems, rather than tackle the weaknesses in their national business environment that will determine the nation’s standard of living. Countries mistake trade deals and regional pacts with the steps required to achieve real improvements in productivity.

In companies, a profound misunderstanding of the implications of globalization continues. Companies still think they can solve their competitive problems through outsourcing. They see being global as good for its own sake, and often ignore their home business environment. Locational choices diminish productivity and retard the capacity for innovation. Companies also ask government for the wrong kind of “help” in enhancing competitiveness.

More and more countries will have to confront the question of what to do after economic stabilization and liberalization. More and more companies will have to face the consequences of real competition. We will need more and more clarity on the appropriate roles of various levels of government.

My hope is that The Competitive Advantage of Nations can help cut through the confusion about what to do, and provide leaders with the tools and confidence to forge ahead. If it does, it will have met my ultimate test of true scholarship.

Michael E. Porter

Brookline, Massachusetts

January 1998
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Preface


Why do some social groups, economic institutions, and nations advance and prosper? This subject has fascinated and consumed the attention of writers, companies, and governments for as long as there have been social, economic, and political units. In fields as diverse as anthropology, history, sociology, economics, and political science, there have been persistent efforts to understand the forces that explain the questions presented by the progress of some entities and the decline of others.

In recent years, much of the work on this subject has been concerned with nations, examined under the standard of what is commonly called “competitiveness.” The striking internationalization of competition in the decades after World War II has been accompanied by major shifts in the economic fortunes of nations and their firms. Governments and firms have inevitably been drawn into a heated debate about what to do.

I have come to this question somewhat reluctantly, having spent most of my professional career to date concentrating not on nations but on companies. My central concern has been with the nature of competition in industries and the principles of competitive strategy. My early research, summarized in Competitive Strategy (1980), was on the structure of industries and the choice of position within them. The book Competitive Advantage (1985) presented a framework for understanding a company’s sources of competitive advantage and how competitive advantage could be enhanced. In Competition in Global Industries (1986), I extended the framework to address the challenges of international competition. Though strategy for competing internationally has been an essential part of the equation, my principal units of analysis have been the industry and the firm. The nation, and its government, had a role in my framework, but a limited one.

This began to change when I was appointed by President Ronald Reagan to the President’s Commission on Industrial Competitiveness, a group of business executives, labor leaders, academics, and former government officials charged with examining the competitiveness of the United States. The Commission, appointed amidst a highly politicized debate about the need for “industrial policy” in America, studied the question for over a year and issued a considered and balanced report.1

What became clear to me during the term of the Commission was that there was no accepted definition of competitiveness. To firms, competitiveness meant the ability to compete in world markets with a global strategy. To many members of Congress, competitiveness meant that the nation had a positive balance of trade. To some economists, competitiveness meant a low unit cost of labor adjusted for exchange rates. Partly because of these differences, much energy has been expended in the United States debating whether there is a competitiveness problem at all. The Commission’s report, instead of providing a consensus for action, had little effect. The debate about competitiveness raged on, and still does today.

Whichever the definition of competitiveness adopted, an even more serious problem has been that there is no generally accepted theory to explain it. Innumerable characteristics of nations and firms have been proposed as important, but there has been no way of isolating and integrating the most salient ones. In addition, many explanations are based on assumptions far removed from actual competition, raising questions about their relevance and generality. It was difficult to reconcile many of the explanations with my own experience in studying and working with international companies.

Nor has there been a shortage of recommendations for improving competitiveness through both company strategy and government policy. These recommendations have been as diverse and inconsistent as the implicit or explicit views of competitiveness on which they are based. Many of these recommendations seemed to me, again from the perspective of one with close familiarity with firms, to be counterproductive.

Having said all this, however, I developed a strong conviction that the national environment does play a central role in the competitive success of firms. With striking regularity, firms from one or two nations achieve disproportionate worldwide success in particular industries. Some national environments seem more stimulating to advancement and progress than others. I became convinced that understanding the role of the nation in international competition would be as valuable for firms as it would be for governments, because it would yield some fundamental insights into how competitive advantage was created and sustained.

In this book, I have set out to make my contribution to understanding the competitive advantage of nations, or the national attributes that foster competitive advantage in particular industries, and the implications both for firms and for governments. At the core of my theory are the principles of competitive strategy in individual industries. This should come as no surprise to those familiar with my previous work. While we can identify national characteristics that apply to many industries, my experience has been that these are overshadowed in actual competition by particular and often industry-specific circumstances, choices, and outcomes.

While much can be learned through an aggregate, economy-wide approach to understanding the competitive success of a nation, I seek here a different starting point. My theory begins from individual industries and competitors and builds up to the economy as a whole. The particular industry—passenger cars, facsimile machines, accounting services, ball bearings—is where competitive advantage is either won or lost. The home nation influences the ability of its firms to succeed in particular industries. The outcome of thousands of struggles in individual industries determines the state of a nation’s economy and its ability to progress. There are some intellectual pitfalls in moving from industries to the entire economy that we must be careful to avoid, but the approach offers, I believe, an enriched understanding of a nation’s economic progress.

The theory presented in this book attempts to capture the full complexity and richness of actual competition, rather than abstract from it. I have sought here to integrate the many elements which influence how companies behave and economies progress. The result is a holistic approach whose level of complexity may be uncomfortable to some. I believe, however, that greater simplification would obscure some of the most important parts of the problem, such as the interplay among the individual influences and their evolution over time.

The theory draws on and spans several fields. At its core is the theory of competitive strategy, but there are also important insights to be gained from ongoing research in such fields as technological innovation, industrial economics, economic development, economic geography, international trade, political science, and industrial sociology, that are not usually combined.

Given the large number of disciplinary literatures that bear in some way on my subject, it was simply not possible to provide complete references. Nor can I attempt here a full intellectual history of my subject. I have, however, noted some of the most important antecedents to my approach in various fields, as well as some of the individual works I found most compelling.

In order to develop a comprehensive theory of the competitive advantage of nations and to demonstrate its relevance, I set out to study a wide range of nations and, within each of them, to investigate the details of competition in many industries. Research based on only one or two nations or a handful of industries runs the risk of mistaking what may be exceptional for general principles. I selected ten nations for my research with widely differing characteristics and institutions.

One outcome of both the nature of my theory and the approach I have taken to present and verify it is a very long book. Its length is something I regret inflicting on the reader but found I could not avoid if I were to test my theory against sufficient evidence and develop its implications for business practitioners and policymakers. Part I of the book presents the theory itself, providing enough of an overview of the principles of competitive strategy to establish the needed background. In Part II, I apply the theory to explain the histories of four representative industries selected from the many we studied. I also apply the theory to the service sector, long an important sector but one where international competition has been little studied but is of growing importance. In Part III, I apply the theory to nations. For eight of the ten nations investigated, I provide a detailed profile of the internationally successful industries in the economy and how the pattern has been changing. I use my theory to explain both successes and failures as well as the evolution of the nation’s economy in the postwar period. The collective experience of the nations allows me to extend the theory to explain how entire national economies advance. Part IV develops some of the implications of the theory for company strategy and government policy. The final chapter illustrates how the theory can be used to identify some of the issues that will govern the future development of each nation’s economy.

Readers may, however, wish to take shorter paths through the book depending on their particular appetites. Most readers should cover the first four chapters, at a level of detail that will depend on their background and degree of comfort with theory. Part II will be of greatest interest to those seeking a demonstration of the theory in particular industries. Business executives should read most of Part II, and the general reader should at least dip into it. Understanding the process by which a national industry is formed and achieves international competitive success, in at least a few specific cases, is an important frame of reference for later chapters.

Part III offers the opportunity to select from among the nations I discuss according to the reader’s particular interests. All readers, however, should look at the introduction to Chapter 7, which explains the methodology and the structure of each country description, as well the concluding section of Chapter 9, which compares the nations as a group. Readers can then select their home nations, nations where important competitors are located, or other nations of interest for study. After reading about some or all the nations, all readers should look at Chapter 10, which extends the argument to develop a theory of how entire national economies progress. The concepts in Chapter 10 will be particularly important in considering the agendas facing each nation, the subject of Chapter 13.

Part IV can also be traversed in a way that reflects the reader’s frame of reference, though the implications of the theory for business executives will inform policy makers and vice versa. Business executives will want to read Chapter 11, which is about the implications of my theory for company strategy. Those readers concerned with or participating in public policy formulation should read Chapter 12. Chapter 13, which sets forth some of the issues facing each nation if its economy is to progress further, can be read selectively depending on the reader’s interests. Since an important purpose of Chapter 13 is to illustrate how to apply the theory to identify constraints to national economic advancement, however, readers will benefit from not only the discussion of their own nation but also from understanding the problems facing other nations with differing circumstances. The book concludes with a brief Epilogue which contains some of my personal reflections on the study.

The text of the book contains the basic argument and my empirical findings presented in a form accessible to the serious reader. Scholars will find most of the references to literature, as well as the more technical commentary on the theory and its relationship to previous work, in footnotes. The methodology is described in Chapter 1, Chapter 7, and Appendix A.

My aim here is not a book about any single nation but one about a set of principles that apply more broadly. Though some readers may feel that an American bias may be found, I have tried to avoid this. I hope too that no reader will focus exclusively on what I have to say about particular nations, especially in Chapter 13. As I have tried to make clear, my knowledge of any one nation cannot approach that of an expert. Nor would I presume to claim a comprehensive understanding of all of the complex political and social trade-offs that guide individual policy choices. The purpose here is not to provide authoritative detailed recommendations for each nation or to discuss every relevant problem but to illustrate a useful way of thinking that can be applied to any particular nation. My hope is that readers, with their various backgrounds and perspectives, will be able to go further in drawing implications in their areas of interest.

This book is being completed during a period of exciting and unusually significant developments within individual nations and across groups of nations that bear importantly on the issues discussed here. Among the most notable are the measures designed to introduce greater European economic unification in 1992, a free trade agreement between Canada and the United States, a stream of new policy initiatives in Britain, proposed taxation changes in Japan and Germany, a controversial new American trade bill, and the social and political upheavals in Eastern Europe with their as yet unpredictable economic consequences.

My purpose here, however, is not to analyze current events but to create a theory that can be used to do so. Indeed, one of the findings from our historical research is that there has been more stability in the determinants of national competitive advantage than I originally supposed, even though the extent of internationalization has grown. Many of the principles are independent of the concerns of the moment. I will make references to implications of my theory for important developments such as Europe 1992 where they arise, but will leave a full analysis of current developments to other forums.

Some will find the views presented here controversial. My purpose has not been to seek nor to shy away from controversy but to develop a robust theory backed by a broad array of evidence. Upon completion, I must note that my findings cut across positions conventionally associated with such labels as liberal and conservative, whose view of the problem tends to reflect particular philosophical positions. I find, consistent with the traditional liberal position, for example, that strict antitrust laws, tough health and safety regulations, and heavy investment in training human resources are beneficial. But my evidence seriously questions the wisdom of intervention to resurrect sick industries, regulation that limits competition, most efforts to restrict imports, and policies to tax long-term capital gains. While I suspect that few readers will be entirely happy with my findings, I am hopeful that many will be persuaded.

*  *  *

This study could not have been completed without an extraordinary amount of assistance from a wide variety of individuals and institutions. It has truly been a global study, involving a breadth of industries and nations that sought to represent the richness of international competition. The working seminar of my project team held at Harvard in 1987 to discuss our preliminary findings provides some indication. There were twenty-four attendees representing nine nationalities. The Korean team and the Japanese team competed to see who could work later into the night. The Swedish and Danish teams traded insights about the similarities and differences of their neighboring countries. The German, Swiss, and Italian researchers traded data and discussed the differing positions of their nations in industries such as printing and packaging machinery. All the participants learned much about their nation by learning about others that had been studied using a common methodology.

Michael J. Enright served as the overall project coordinator. He helped structure and organize the entire project, and spent one year abroad shuttling among nations providing supervision and critique for the individual country efforts. He conducted a great deal of research personally and was a source of ideas, comments, and counsel throughout the research phase as well as during the preparation of the manuscript. He is a gifted researcher in his own right, and a study of this magnitude would simply not have been possible without him. He is completing his doctorate now at Harvard and promises to make important contributions to this subject through his own research.

A U.S.-based research team was involved not only in the U.S. portion of the study but played a broader and essential role in other phases of the project. I am grateful to Cheng Gaik Ong for her prominent role throughout the study and also to William McClements, Thomas Lockerby, Thomas Wesson, and Mari Sakakibara. Alice Hill also deserves my thanks for providing research assistance.

Local research teams based in many of the nations conducted much of the country-based research and contributed significantly to the findings and conclusions about their country. I am especially grateful to the team leaders for their energy and insight. The Japanese team was led by Professor Hirotaka Takeuchi of Hitotsubashi University. Team members were Hiroshi Kobayashi, Hiroshi Okamoto, Laura Rauchwarg, and Ryoko Toyama. The Swedish team was led by Professor Örjan Sölvell of the Institute of International Business of the Stockholm School of Economics. Ivo Zander was the principal Swedish researcher and also spent a period in residence at Harvard. Also contributing to the Swedish research were Thomas Gyllenmo, Maria Lundqvist, and Ingela Sölvell. The Korean team was led by Professor (and Dean) Dong-Sung Cho of Seoul National University. Researchers who contributed to the study were Chol Choi, In-Chul Chung, Dong-Jae Kim, Junsoo Kim, Sumi Kim, Dae-Won Ko, Seung Soo Lee, Ho-Seung Nam, Ki-Min Nam, Gyu Seok Oh and Joo-chol Om. The Danish team was led by Henrik Pade, in collaboration with Kim Møller and Klaus Møller Hanson (both associate professors at the Copenhagen School of Business). Other Danish researchers contributing to the study were Claus Bayer, Bent Dalum, Birgitte Gregersen, Patrick Howald, Henrik Jensen, Frederik Pitzner Jørgensen, Ulrik Jörgensen, Bodil Kühn, Morten Kvistgaard, Mogens Kühn Pedersen, Bent Petersen, Henrik Schaumberg-Müller, Jesper Strandskov, and Finn Thomassen. Much of the Swiss research was conducted by Edi Tschan, then performing doctoral studies at the University of St. Gallen, in collaboration with Michael Enright. Professor Silvio Borner of the University of Basel took over leadership of the Swiss effort, and additional Swiss research was performed by Rolf Weder.

The German research was most ably conducted by Claas van der Linde, who also contributed to the data analysis in the broader study. He is continuing to apply the theory to the West German economy in his Ph.D. dissertation at the University of St. Gallen. Dennis deCrombrugghe also contributed to the Swiss and German research. The Italian research was the responsibility of Paolo Tenti, who was a source of insight throughout the study. Michael Enright also participated heavily in both the German and Italian research. The British research was conducted largely by myself and Michael Enright and was assisted by Terry Phillips. In a number of nations, country-specific publications are in preparation which describe the research in greater detail.

I received the extremely generous assistance and support of the Harvard Business School in carrying out this study. The School offers a unique environment for carrying out large-scale, multidisciplinary research projects and for gaining access to institutions and companies throughout the world. Dean John McArthur, a friend and a source of counsel and support for many years, deserves my special thanks. I also received a great deal of help and financial backing from Jay Lorsch and his staff at the Division of Research. Funds provided by the Shell Companies Foundation constituted part of the budget for this study, for which I am grateful.

One or more cooperating institutions in each nation provided assistance in obtaining infrastructure, help in gaining access to companies and government officials, and in some cases financial support. I am extremely grateful for their contribution, though they bear no responsibility for my findings and conclusions:



	Denmark

	Copenhagen School of Economics and Business Administration, Henrik Pade & Associates2




	Germany

	Deutsche Bank




	Italy

	Ambrosetti Group




	Japan

	Ministry of International Trade and Industry, Hitotsubashi University, Industrial Bank of Japan




	Korea

	Seoul National University




	Singapore

	Economic Development Board




	Sweden

	Institute of International Business, Stockholm School of Economics




	Switzerland

	University of Basel, University of St. Gallen, Union Bank of Switzerland




	United Kingdom

	The Economist




	United States

	Harvard Business School





Particular individuals in these institutions and others to whom I bear a special debt are Hans-Peter Ferslev and Dr. Jürgen Bilstein (Deutsche Bank), Alfredo Ambrosetti and Giovanna Launo (Ambrosetti Group), Shinji Fukukawa, Wataru Aso, Hirobumi Kawano, and Shin Yasunobe (MITI), Yoh Kurasawa, A. Yatsunami, Naoya Takebe (Industrial Bank of Japan), Professors Ken-ichi Imai, Ikujiro Nonaka (Hitotsubashi University), Philip Yeo and Tan Chin Nam (Singapore Economic Development Board), Dean Staffan Burenstam Linder and Professor Gunnar Hedlund (Stockholm School of Economics), Dr. Werner Rein and Dr. Beat Schweizer (Union Bank of Switzerland), and David Gordon and Rupert Pennant-Rea (The Economist). I would also like to thank Databank and the Istituto per la Ricerca Sociale (Italy) for assistance in providing Italian data, and Nixdorf Corporation for help in securing company access in Germany.

A number of colleagues at Harvard and elsewhere gave generously of their time in reading and critiquing the entire manuscript or large portions of it. In addition to Michael Enright, I would like to thank Richard Caves, David Collis, Herman Daems, Pankaj Ghemawat, Theodore Levitt, Thomas McCraw, Richard Tedlow, and David Yoffie, all at or visiting Harvard. In addition, I would like to thank Silvio Borner, Thomas Craig, Roger Martin, Richard Rawlinson, Peter Schwartz, Paul Schwarzbaum, James Stone, and Mark Thomas.

Others provided valuable suggestions on portions of the manuscript or to presentations about it. I would like to thank Roger Bohn, Alfred D. Chandler, Jr., Joseph Fuller, Mark Fuller, David Gordon, Heather Hazard, Steve Kelman, Donald Lessard, John Nathan, Fabrizio Onida, Cuno Pümpin, Rupert Pennant-Rea, Garth Saloner, and Malcolm Salter. Seminars at Northwestern, MIT, Stockholm School of Economics, University of Zurich, the Japanese Ministry of International Trade and Industry, the Forum for Structural Reform (Japan), the German Council of Economic Advisors, a special policy forum organized by the Danish sponsor, and Harvard yielded useful comments, as did presentations at meetings of the Strategic Management Society, the Planning Forum, and other business groups. The members and staff of the President’s Commission on Industrial Competitiveness and the Council on Competitiveness provided a valuable education in economic policy issues.

Literally hundreds of other business executives, labor leaders, academics, consultants, industry experts, bankers, and policy makers gave freely of their time. They consented to interviews and provided valuable insights into their industries and countries. Some provided extensive comments on individual case studies or country write-ups. This project could not have been carried out without their help and cooperation. It is unfortunate that space precludes acknowledging each one individually. I am most appreciative of all of their help.
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The Need for a New Paradigm

Why do some nations succeed and others fail in international competition? This question is perhaps the most frequently asked economic question of our times. Competitiveness has become one of the central preoccupations of government and industry in every nation. The United States is an obvious example, with its growing public debate about the apparently greater economic success of other trading nations. But intense debate about competitiveness is also taking place today in such “success story” nations as Japan and Korea.1 Socialist countries such as the Soviet Union and others in Eastern Europe and Asia are also asking this question as they fundamentally reappraise their economic systems.

Yet although the question is frequently asked, it is the wrong question if the aim is to best expose the underpinnings of economic prosperity for either firms or nations. We must focus instead on another, much narrower one. This is: why does a nation become the home base for successful international competitors in an industry? Or, to put it somewhat differently, why are firms based in a particular nation able to create and sustain competitive advantage against the world’s best competitors in a particular field? And why is one nation often the home for so many of an industry’s world leaders?

How can we explain why Germany is the home base for so many of the world’s leading makers of printing presses, luxury cars, and chemicals? Why is tiny Switzerland the home base for international leaders in pharmaceuticals, chocolate, and trading? Why are leaders in heavy trucks and mining equipment based in Sweden? Why has America produced the preeminent international competitors in personal computers, software, credit cards, and movies? Why are Italian firms so strong in ceramic tiles, ski boots, packaging machinery, and factory automation equipment? What makes Japanese firms so dominant in consumer electronics, cameras, robotics, and facsimile machines?

The answers are obviously of central concern to firms that must compete in increasingly international markets. A firm must understand what it is about its home nation that is most crucial in determining its ability, or inability, to create and sustain competitive advantage in international terms. But the same question will prove to be a decisive one for national economic prosperity as well. As we will see, a nation’s standard of living in the long term depends on its ability to attain a high and rising level of productivity in the industries in which its firms compete. This rests on the capacity of its firms to achieve improving quality or greater efficiency. The influence of the home nation on the pursuit of competitive advantage in particular fields is of central importance to the level and rate of productivity growth achievable.

But we lack a convincing explanation of the influence of the nation. The long-dominant paradigm for why nations succeed internationally in particular industries is showing signs of strain. There is an extensive history of theories to explain the patterns of nations’ exports and imports, dating back to the work of Adam Smith and David Ricardo in the eighteenth century. It has become generally recognized, however, that these theories have grown inadequate to the task. Changes in the nature of international competition, among them the rise of the multinational corporation that not only exports but competes abroad via foreign subsidiaries, have weakened the traditional explanations for why and where a nation exports. While new rationales have been proposed, none is sufficient to explain why firms based in particular nations are able to compete successfully, through both exporting and foreign investment, in particular industries. Nor can they explain why a nation’s firms are able to sustain their competitive positions over considerable periods of time.

Explaining the role played by a nation’s economic environment, institutions, and policies in the competitive success of its firms in particular industries is the subject of this book. It seeks to isolate the competitive advantage of a nation, that is, the national attributes that foster competitive advantage in an industry. Drawing on my study of ten nations and the detailed histories of over one hundred industries, I will present in Part I a theory of the competitive advantage of nations in particular fields. In Part II, I will illustrate how the theory can be employed to explain the competitive success of particular nations in a number of individual industries. In Part III, I will use the theory to shed light on the overall patterns of industry success and failure in the economies of the nations we studied and how the patterns have been changing. This will serve as the basis for presenting a framework to explain how entire national economies advance in competitive terms. Finally, in Part IV, I will develop the implications of my theory for both company strategy and government policy. The book concludes with a chapter entitled “National Agendas,” which illustrates how the theory can be used to identify some of the most important issues that will shape future economic progress in each of the nations I studied.

Before presenting my theory, however, I must explain why efforts to explain the competitiveness of an entire nation have been unconvincing, and why attempting to do so is tackling the wrong question. I must demonstrate that understanding the reasons for the ability of the nation’s firms to create and sustain competitive advantage in particular industries is addressing the right question, not only for informing company strategy but also for achieving national economic goals. I must also describe why there is a growing consensus that the dominant paradigm used to date to explain international success in particular industries is inadequate, and why even recent efforts to modify it still do not address some of the most central questions. Finally, I will describe the study that was conducted so that the reader will understand the factual foundations of what follows.

CONFLICTING EXPLANATIONS

There has been no shortage of explanations for why some nations are competitive and others are not.2 Yet these explanations are often conflicting, and there is no generally accepted theory. It is far from clear what the term “competitive” means when referring to a nation. This is a major part of the difficulty, as we will see. That there has been intense debate in many nations about whether they have a competitiveness problem in the first place is a sure sign that the subject is not completely understood.

Some see national competitiveness as a macroeconomic phenomenon, driven by such variables as exchange rates, interest rates, and government deficits. But nations have enjoyed rapidly rising living standards despite budget deficits (Japan, Italy, and Korea), appreciating currencies (Germany and Switzerland), and high interest rates (Italy and Korea).

Others argue that competitiveness is a function of cheap and abundant labor. Yet nations such as Germany, Switzerland, and Sweden have prospered despite high wages and long periods of labor shortage. Japan, with an economy supposedly built on cheap, abundant labor, has also experienced pressing labor shortages. Its firms have succeeded internationally in many industries only after automating away much of the labor content. The ability to compete despite paying high wages would seem to represent a far more desirable national target.

Another view is that competitiveness depends on possessing bountiful natural resources. Recently, however, the most successful trading nations, among them Germany, Japan, Switzerland, Italy, and Korea, have been countries with limited natural resources that must import most raw materials. It is also interesting to note that within nations such as Korea, the United Kingdom, and Germany, it is the resource-poor regions that are prospering relative to the resource-rich ones.

More recently, many have argued that competitiveness is most strongly influenced by government policy. This view identifies targeting, protection, export promotion, and subsidies as the keys to international success. Evidence is drawn from the study of a few nations (notably Japan and Korea) and a few large, highly visible industries such as automobiles, steel, shipbuilding, and semiconductors. Yet such a decisive role for government policy in competitiveness is not confirmed by a broader survey of experience. Many observers would consider government policy toward industry in Italy, for example, to have been largely ineffectual in much of the postwar period, but Italy has seen a rise in world export share second only to Japan along with a rapidly rising standard of living.

Significant government policy intervention has occurred in only a subset of industries, and it is far from universally successful even in Japan and Korea. In Japan, for example, government’s role in such important industries as facsimile, copiers, robotics, and advanced materials has been modest, and such frequently cited examples of successful Japanese policy as sewing machines, steel, and shipbuilding are now dated. Conversely, sustained targeting by Japan of industries such as aircraft (first targeted in 1971) and software (1978) has failed to yield meaningful international positions. Aggressive Korean targeting in large, important sectors such as chemicals and machinery has also failed to lead to significant market positions. Looking across nations, the industries in which government has been most heavily involved have, for the most part, been unsuccessful in international terms. Government is indeed an actor in international competition, but rarely does it have the starring role.

A final popular explanation for national competitiveness is differences in management practices, including labor-management relations. Japanese management has been particularly celebrated in the 1980s, just as American management was in the 1950s and 1960s.3 The problem with this explanation, however, is that different industries require different approaches to management. What is celebrated as good management practice in one industry would be disastrous in another. The small, private, and loosely organized family firms that populate the Italian footwear, textile, and jewelry industries, for example, are hotbeds of innovation and dynamism. Each industry has produced a positive trade balance for Italy in excess of $1 billion annually. However, these same structures and practices would be a disaster in a German chemical or automobile company, a Swiss pharmaceutical producer, or an American commercial aircraft manufacturer. American-style management, with all the flaws now attributed to it, produces highly competitive firms in such industries as software, medical equipment, consumer packaged goods, and business services. Japanese-style management, for all its strengths, has produced little international success in large portions of the economy such as chemicals, consumer packaged goods, or services.

Nor is it possible to generalize about labor-management relations. Unions are very powerful in Germany and Sweden, with representation by law in management (Germany) and on boards of directors (Sweden). Despite the view by some that powerful unions undermine competitive advantage, however, both nations have prospered and contain some of the most internationally preeminent firms and industries of any country.

Clearly, none of these explanations for national competitiveness, any more than a variety of others that have been put forward, is fully satisfactory. None is sufficient by itself in rationalizing the competitive position of a nation’s industries. Each contains some truth but will not stand up to close scrutiny. A broader and more complex set of forces seems to be at work.

The numerous and conflicting explanations for competitiveness highlight an even more fundamental problem. That is, just what is a “competitive” nation in the first place? While the term is frequently used, it is unusually ill defined. Is a “competitive” nation one in which every firm or industry is competitive? If so, no nation comes close to qualifying. Even Japan, as we will see, has large sectors of its economy that fall far behind the world’s best competititors. Is a “competitive” nation one whose exchange rate makes its goods price competitive in international markets? But surely most would agree that nations such as Germany and Japan, that have experienced sustained periods of a strong currency and upward pressure on foreign prices, have enjoyed remarkable gains in standard of living in the postwar period. The ability of a nation’s industry to command high prices in foreign markets would seem to be a more desirable national target.

Is a “competitive” nation one with a large positive balance of trade? Switzerland has roughly balanced trade and Italy has had a chronic trade deficit, but both nations have enjoyed strongly rising national income. Conversely, many poor nations have balanced trade but scarcely represent the sorts of economies most nations aspire to. Is a “competitive” nation one with a rising share of world exports? A rising share is often associated with growing prosperity, but nations with stable or slowly falling world export shares have experienced strong per capita income growth so that world export share clearly does not tell the whole story. Is a “competitive” nation one that can create jobs? Clearly, the ability to do so is important, but the type of jobs, not merely the employment of citizens at low wages, seems more significant for national income. Finally, is a “competitive” nation one whose unit labor costs are low? Low unit labor costs can be achieved through low wages such as those in India or Mexico, but this hardly seems an attractive industrial model. Each of these measures says something about a nation’s industry, but none relates clearly to national economic prosperity.4

ASKING THE RIGHT QUESTION

The search for a convincing explanation of both national and firm prosperity must begin by asking the right question. We must abandon the whole notion of a “competitive nation” as a term having much meaning for economic prosperity. The principal economic goal of a nation is to produce a high and rising standard of living for its citizens. The ability to do so depends not on the amorphous notion of “competitiveness” but on the productivity with which a nation’s resources (labor and capital) are employed. Productivity is the value of the output produced by a unit of labor or capital.5 It depends on both the quality and features of products (which determine the prices they can command) and the efficiency with which they are produced.6

Productivity is the prime determinant in the long run of a nation’s standard of living, for it is the root cause of national per capita income. The productivity of human resources determines their wages, while the productivity with which capital is employed determines the return it earns for its holders.7 High productivity not only supports high levels of income but allows citizens the option of choosing more leisure instead of long working hours. It also creates the national income that is taxed to pay for public services which again boosts the standard of living. The capacity to be highly productive also allows a nation’s firms to meet stringent social standards which improve the standard of living, such as in health and safety, equal opportunity, and environmental impact.

The only meaningful concept of competitiveness at the national level is national productivity. A rising standard of living depends on the capacity of a nation’s firms to achieve high levels of productivity and to increase productivity over time. Our task is to understand why this occurs. Sustained productivity growth requires that an economy continually upgrade itself. A nation’s firms must relentlessly improve productivity in existing industries by raising product quality, adding desirable features, improving product technology, or boosting production efficiency. Germany has enjoyed rising productivity for many decades, for example, because its firms have been able to produce increasingly differentiated products and introduce rising levels of automation to boost the output per worker. A nation’s firms must also develop the capabilities required to compete in more and more sophisticated industry segments, where productivity is generally higher. At the same time, an upgrading economy is one which has the capability of competing successfully in entirely new and sophisticated industries.8 Doing so absorbs human resources freed up in the process of improving productivity in existing fields.9 All this should make it clear why cheap labor and a “favorable” exchange rate are not meaningful definitions of competitiveness. The aim is to support high wages and command premium prices in international markets.

If there were no international competition, the level of productivity attainable in a nation’s economy would be largely independent of what was taking place in other nations. International trade and foreign investment, however, provide both the opportunity to boost the level of national productivity and a threat to increasing or even maintaining it. International trade allows a nation to raise its productivity by eliminating the need to produce all goods and services within the nation itself. A nation can thereby specialize in those industries and segments in which its firms are relatively more productive and import those products and services where its firms are less productive than foreign rivals, in this way raising the average productivity level in the economy. Imports, then, as well as exports are integral to productivity growth.

Establishment of foreign subsidiaries by a nation’s firms can also raise national productivity, provided it involves shifting less productive activities to other nations or performing selected activities abroad (such as service or modifying the product to address local needs) that support greater penetration of foreign markets. A nation’s firms can thus increase exports and earn foreign profits that flow back to the nation to boost national income. An example is the move in the last decade of less sophisticated electronics assembly activities by Japanese firms first to Korea, Taiwan, and Hong Kong, and now to Malaysia and Thailand.

No nation can be competitive in (and be a net exporter of) everything. A nation’s pool of human and other resources is necessarily limited. The ideal is that these resources be deployed in the most productive uses possible. The export success of those industries with a competitive advantage will push up the costs of labor, inputs, and capital in the nation, making other industries uncompetitive. In Germany, Sweden, and Switzerland, for example, this process has led to a contraction of the apparel industry to those firms in specialized segments that can support very high wages.10 At the same time, the expanding exports of competitive industries put upward pressure on the exchange rate, making it more difficult for the relatively less productive industries in the nation to export.11 Even those nations with the highest standards of living have many industries in which local firms are uncompetitive.

The process of expanding exports from more productive industries, shifting less productive activities abroad through foreign investment, and importing goods and services in those industries where the nation is less productive, is a healthy one for national economic prosperity. In this way, international competition helps upgrade productivity over time.12 The process implies, however, that market positions in some segments and industries must necessarily be lost if a national economy is to progress.13 Employing subsidies, protection, or other forms of intervention to maintain such industries only slows down the upgrading of the economy and limits the nation’s long-term standard of living.14

While international trade and investment can lead to major improvements in national productivity, however, they may also threaten it. This is because exposure to international competition creates for each industry an absolute productivity standard necessary to meet foreign rivals, not only a relative productivity standard compared to other industries within its national economy. Even if an industry is relatively more productive than others in the economy, and can attract the necessary human and other resources, it will be unable to export (or even, in many cases, to sustain position against imports) unless it is also competitive with foreign rivals. The American automobile industry produces more output per man hour (and pays higher wages) than many other U.S. industries, for example, but America has experienced a growing trade deficit (and a loss of high-paying jobs) in automobiles because the level of productivity in the German and Japanese industries has been even higher. American productivity in producing automobiles has also not been sufficiently greater than that of Korean firms to offset lower Korean wages. Similar tests vis-à-vis foreign rivals must be met by more and more activities and industries.15

If the industries that are losing position to foreign rivals are the relatively more productive ones in the economy, a nation’s ability to sustain productivity growth is threatened. The same is true when activities involving high levels of productivity (such as sophisticated manufacturing) are transferred abroad through foreign investment because domestic productivity is insufficient to make performing them in the nation efficient, after taking foreign wages and other costs into account. Both limit productivity growth and result in downward pressure on wages. If enough of a nation’s industries and activities within industries are affected, there may also be downward pressure on the value of a nation’s currency. But devaluation, too, lowers the nation’s standard of living by making imports more expensive and reducing the prices obtained for the nation’s goods and services abroad.16 Understanding why nations can or cannot compete in sophisticated industries and activities involving high productivity, then, becomes central to understanding economic prosperity.

The preceding discussion should also make it clear why defining national competitiveness as achieving a trade surplus or balanced trade per se is inappropriate. The expansion of exports because of low wages and a weak currency, at the same time as the nation imports sophisticated goods that its firms cannot produce with sufficient productivity to compete with foreign rivals, may bring trade into balance or surplus but lowers the nation’s standard of living. Instead, the ability to export many goods produced with high productivity, which allows the nation to import many goods involving lower productivity, is a more desirable target because it translates into higher national productivity.17 Japan, which exports many manufactured goods in which it has high productivity and imports raw materials and components involving less skilled labor and lower levels of technology, illustrates a nation where the mix of trade bolsters productivity. Similarly, it should be clear that defining national competitiveness in terms of jobs per se is misleading. It is high productivity jobs, not any jobs, that translate into high national income. What is important for economic prosperity is national productivity. The pursuit of competitiveness defined as a trade surplus, a cheap currency, or low unit labor costs contains many traps and pitfalls.

A rising national share of world exports is tied to living standards when rising exports from industries achieving high levels of productivity contribute to the growth of national productivity. A fall in overall world export share because of the inability to successfully increase exports from such industries, conversely, is a danger signal for a national economy. However, the particular mix of industries that are exporting is more important than a nation’s average export share. A rising sophistication of exports can support productivity growth even if overall exports are growing slowly.

Seeking to explain “competitiveness” at the national level, then, is to answer the wrong question. What we must understand instead is the determinants of productivity and the rate of productivity growth. To find answers, we must focus not on the economy as a whole but on specific industries and industry segments. While efforts to explain aggregate productivity growth in entire economies have illuminated the importance of the quality of a nation’s human resources and the need for improving technology, an examination at this level must by necessity focus on very broad and general determinants that are not sufficiently complete and operational to guide company strategy or public policy.18 It cannot address the central issue for our purposes here, which is why and how meaningful and commercially valuable skills and technology are created. This can only be fully understood at the level of particular industries. The human resources most decisive in modern international competition, for example, possess high levels of specialized skills in particular fields. These are not the result of the general educational system alone but of a process closely connected to competition in particular industries, just as is the development of commercially successful technology. It is the outcome of the thousands of struggles for competitive advantage against foreign rivals in particular segments and industries, in which products and processes are created and improved, that underpins the process of upgrading national productivity I have described.


COMPETITIVE ADVANTAGE IN INDUSTRIES


Our central task, then, is to explain why firms based in a nation are able to compete successfully against foreign rivals in particular segments and industries. Competing internationally may involve exports and/or locating some company activities abroad. We are particularly concerned with the determinants of international success in relatively sophisticated industries and segments of industries involving complex technology and highly skilled human resources, which offer the potential for high levels of productivity as well as sustained productivity growth.

To achieve competitive success, firms from the nation must possess a competitive advantage in the form of either lower costs or differentiated products that command premium prices. To sustain advantage, firms must achieve more sophisticated competitive advantages over time, through providing higher-quality products and services or producing more efficiently. This translates directly into productivity growth.

When one looks closely at any national economy, there are striking differences in competitive success across industries. International advantage is often concentrated in narrowly defined industries and even particular industry segments.19 German exports of cars are heavily skewed toward high-performance cars, while Korean exports are all compacts and subcompacts. Denmark’s modest share of world exports in vitamins consists of a substantial share in vitamins based on natural substances and virtually no position in synthetic vitamins. Japan’s strong position in machinery comes mostly from general-purpose varieties, such as CNC machine tools, while Italy’s is derived from often world-leading positions in highly specialized machines for particular end-user applications such as leather working or cigarette manufacturing. Increased trade has led to increased specialization in narrowly defined industries and in segments within industries. Were it not for protection, which sustains firms and entire national industries with no real competitive advantage, the differences among nations in competitive position would be even more apparent.20

Moreover, in many industries and especially in distinct segments of industries, competitors with true international competitive advantage are based in only a few nations. The influence of the nation seems to apply to industries and segments, rather than to firms per se. Most successful national industries comprise groups of firms, not isolated participants, as my earlier examples illustrate. Leading international competitors are not only frequently located in the same nation but are often found in the same city or region within the nation. National positions in industries are often strikingly stable, stretching over many decades and, in some of our case studies, for over a century. Isolated successes can often be explained by different target segments, or by government subsidy or protection that means that the isolated national producer is not a real success at all (as in automobiles, aerospace, and telecommunications). Industries and segments of industries, then, will be the focus of our enquiry. Clearly, powerful influence of the nation is apparent in international competition in particular fields, which is important not only to firms but to national economic prosperity.

CLASSICAL RATIONALES FOR INDUSTRY SUCCESS

There is a long history of efforts to explain international success in industries in the form of international trade. The classical one is the theory of comparative advantage. Comparative advantage has a specific meaning to economists.21 Adam Smith is credited with the notion of absolute advantage, in which a nation exports an item if it is the world’s low-cost producer. David Ricardo refined this notion to that of comparative advantage, recognizing that market forces will allocate a nation’s resources to those industries where it is relatively most productive. This means that a nation might still import a good where it could be the low-cost producer if it is even more productive in producing other goods. As I have discussed, both absolute and relative advantage are necessary for trade.

In Ricardo’s theory, trade was based on labor productivity differences between nations.22 He attributed these to unexplained differences in the environment or “climate” of nations that favored some industries. While Ricardo was on the right track, however, the focus of attention in trade theory shifted in other directions. The dominant version of comparative advantage theory, due initially to Heckscher and Ohlin, is based on the idea that nations all have equivalent technology but differ in their endowments of so-called factors of production such as land, labor, natural resources, and capital.23 Factors are nothing more than the basic inputs necessary for production. Nations gain factor-based comparative advantage in industries that make intensive use of the factors they possess in abundance. They export these goods, and import those for which they have a comparative factor disadvantage.24 Nations with abundant, low-cost labor such as Korea, for example, will export labor-intensive goods such as apparel and electronic assemblies. Nations with rich endowments of raw materials or arable land will export products that depend on them. Sweden’s strong historical position in the steel industry, for example, developed because Swedish iron ore deposits have a very low content of phosphorous impurities, resulting in higher-quality steel from blast furnaces.

Comparative advantage based on factors of production has intuitive appeal, and national differences in factor costs have certainly played a role in determining trade patterns in many industries. This view has informed much government policy toward competitiveness, because it has been recognized that governments can alter factor advantage either overall or in specific sectors through various forms of intervention.25 Governments have, rightly or wrongly, implemented various policies designed to improve comparative advantage in factor costs. Examples are reduction of interest rates, efforts to hold down wage costs, devaluation that seeks to affect comparative prices, subsidies, special depreciation allowances, and export financing addressed at particular sectors. Each in its own way, and over differing time horizons, these policies aim to lower the relative costs of a nation’s firms compared to those of international rivals.

THE NEED FOR A NEW PARADIGM

There has been growing sentiment, however, that comparative advantage based on factors of production is not sufficient to explain patterns of trade.26 Evidence hard to reconcile with factor comparative advantage is not difficult to find. Korea, having virtually no capital after the Korean War, was still able eventually to achieve substantial exports in a wide range of relatively capital-intensive industries such as steel, shipbuilding, and automobiles. Conversely, America, with skilled labor, preeminent scientists, and ample capital, has seen eroding export market share in industries where one would least expect it, such as machine tools, semiconductors, and sophisticated electronic products.

More broadly, much of world trade takes place between advanced industrial nations with similar factor endowments. At the same time, researchers have documented the large and growing volume of trade in products whose production involves similar factor proportions. Both types of trade are difficult to explain with the theory. A significant amount of trade also involves exports and imports between the different national subsidiaries of multinational firms, a form of trade left out of the theory.

Most important, however, is that there has been a growing awareness that the assumptions underlying factor comparative advantage theories of trade are unrealistic in many industries.27 The standard theory assumes that there are no economies of scale, that technologies everywhere are identical, that products are undifferentiated, and that the pool of national factors is fixed. The theory also assumes that factors, such as skilled labor and capital, do not move among nations.28 All these assumptions bear little relation, in most industries, to actual competition. At best, factor comparative advantage theory is coming to be seen as useful primarily for explaining broad tendencies in the patterns of trade (for example, its average labor or capital intensity) rather than whether a nation exports or imports in individual industries.

The theory of factor comparative advantage is also frustrating for firms because its assumptions bear so little resemblance to actual competition. A theory which assumes away a role for firm strategy, such as improving technology or differentiating products, leaves firms with little recourse but to attempt to influence government policy. It is not surprising that most managers exposed to the theory find that it assumes away what they find to be most important and provides little guidance for appropriate company strategy.

CHANGING COMPETITION


The assumptions underlying factor comparative advantage were more persuasive in the eighteenth and nineteenth centuries, when many industries were fragmented, production was more labor- and less skill-intensive, and much trade reflected differences in growing conditions, natural resources, and capital. America was a leading producer of ships, for example, in no small part because of an ample wood supply. Many traded goods were such products as spices, silk, tobacco, and minerals whose availability was limited to one or a few regions.

Factor costs remain important in industries dependent on natural resources, in those where unskilled or semiskilled labor is the dominant portion of total cost, and in those where technology is simple and widely available. Canada and Norway are strong in aluminum smelting, for example, largely because of a geography that allows the generation of cheap hydroelectric power. Korea rose to prominence in the international construction of simple infrastructure projects because of its pool of low-cost, highly disciplined workers.

In many industries, however, factor comparative advantage has long been an incomplete explanation for trade. This is particularly true in those industries and segments of industries involving sophisticated technology and highly skilled employees, precisely those most important to national productivity. Ironically, just as the theory of comparative advantage was being formulated, the Industrial Revolution was making some of its premises obsolete. As more and more industries have become knowledge-intensive in the post-World War II period, the role of factor costs has weakened even further.

Technological Change. More and more industries do not resemble those that the theory of comparative advantage was built on. Economies of scale are widespread, most products are differentiated, and buyer needs vary among countries. Technological change is pervasive and continuous. Widely applicable technologies such as microelectronics, advanced materials, and information systems have rendered obsolete the traditional distinction between high and low technology industries. The level of technology employed in an industry often differs markedly between firms in different nations.

Technology has given firms the power to circumvent scarce factors via new products and processes. It has nullified, or reduced, the importance of certain factors of production that once loomed large. Flexible automation, which allows for small lot sizes and easy model changes, is reducing the labor content of products in many industries. Access to state-of-the-art technology is becoming more important than low local wage rates. In the 1980s, manufacturing firms often moved production to high labor cost locations (to be close to markets), not the reverse. The usage of materials, energy, and other resource-based inputs has been substantially reduced or synthetic substitutes developed. Modern materials such as engineering plastics, ceramics, carbon fibers, and the silicon used in making semiconductors are made from raw materials that are cheap and ubiquitous.

Access to abundant factors is less important in many industries than the technology and skills to process them effectively or efficiently. For example, Sweden’s low phosphorous content iron ores were an advantage as long as the technology of steelmaking had difficulty dealing with impurities. As steelmaking technology improved, however, the phosphorous problem was solved, nullifying Sweden’s factor advantage.

Comparable Factor Endowments. Most of world trade takes place among advanced nations with broadly similar endowments of factors. Many developing nations have also achieved a level of economic development that means that they too possess comparable endowments of many factors. Their workforces have the education and basic skills necessary to work in many industries. The United States, for example, certainly no longer occupies the unique position in skilled labor that it once did. Many other nations now also have the basic infrastructure, such as telecommunications, road systems, and ports, required for competition in most manufacturing industries.29 Traditional sources of factor advantage favoring advanced nations have been diminished in the process.

Globalization. Competition in many industries has internationalized, not only in manufacturing industries but increasingly in services. Firms compete with truly global strategies involving selling worldwide, sourcing components and materials worldwide, and locating activities in many nations to take advantage of low cost factors. They form alliances with firms from other nations to gain access to their strengths.

Globalization of industries decouples the firm from the factor endowment of a single nation. Raw materials, components, machinery, and many services are available globally on comparable terms. Transportation improvements have lowered the cost of exchanging factors or factor dependent goods among nations. Having a local steel industry, for example, is no longer an advantage in buying steel. It may well be a disadvantage if there are national policies or pressures that promote purchasing from high-cost domestic suppliers.

Capital flows internationally to credit-worthy nations, which are not restricted to locally available funds. Korea, as I noted earlier, has achieved an international position in a range of capital-intensive industries such as steel, automobiles, and memory chips, despite beginning with virtually no capital in the 1950s. Similar inflows of funds characterized such nations as Britain, the United States, Switzerland, and Sweden many years earlier.30 Even technology trades on global markets, though usually with a lag. Where specific factor advantages are difficult to access via markets, multinational firms can locate subsidiaries there.

While many factors are increasingly mobile, however, trade persists. This apparent paradox provides an important insight that will be developed in what follows. It is where and how effectively factors are deployed that proves more decisive than the factors themselves in determining international success.

FLEETING ADVANTAGES


The same forces that have made factor advantages less decisive have also made them often exceedingly fleeting. Competitive advantage that rests on factor costs is vulnerable to even lower factor costs somewhere else, or governments willing to subsidize them. Today’s low labor cost country is rapidly displaced by tomorrow’s. The lowest-cost source for a natural resource can shift overnight as new technology allows the exploitation of resources in places heretofore deemed impossible or uneconomical. Who would think, for example, that Israel, mostly desert, could become an efficient agricultural producer? In factor cost-sensitive industries, leadership often shifts rapidly as such industries as apparel and simple electronic goods attest.

Those industries in which labor costs or natural resources are important to competitive advantage also often have industry structures that support only low average returns on investment. Since such industries are accessible to many nations seeking to develop their economies because of relatively low barriers to entry, they are prone to too many competitors (and too much capacity). Rapidly shifting factor advantage continually attracts new entrants who bid down profits and hold down wages. (Incumbents are disadvantaged but locked in by specialized assets.)

Developing nations are frequently trapped in such industries. Nearly all the exports of less developed nations tend to be tied to factor costs and to competing on price. Development programs often target new industries based on factor cost advantages, with no strategy for moving beyond them. Nations in this situation will face a continual threat of losing competitive position and chronic problems in supporting attractive wages and returns to capital. Their ability to earn even modest profits is at the mercy of economic fluctuations.31

If factor comparative advantage does not explain national success in most industries, policies based on altering factor costs will often prove ineffective. Managing industry wage rates is irrelevant in industries where labor content is small. Subsidies of any kind will have little leverage where competition is based on quality, rapid product development, and advanced features rather than price.32

THE THREADS OF A NEW EXPLANATION


While the insufficiency of factor advantage in explaining trade is widely accepted, what should replace or supplement it is far from clear. A range of new explanations for trade has been proposed. One is economies of scale, which give the nation’s firms that are able to capture them a cost advantage that allows them to export. The presence of economies of scale provides a rationale for trade, even in the absence of factor advantages. Economies of scale in producing individual product varieties can also explain trade in similar goods. The same basic reasoning can be applied to other market imperfections such as technological change requiring substantial R&D and a learning curve in which costs decline with cumulative volume. The nation’s firms that can exploit these imperfections will export.33

Economies of scale and other market imperfections are indeed important to competitive advantage in many industries. However, present theory leaves the most significant question for our purposes unanswered. Which nation’s firms will reap them and in what industries?

For example, in global competition, firms from any nation can gain scale economies by selling worldwide. It is not at all clear which nation’s firms will do so.34 The evidence on actual industries confirms this indeterminacy: Italian firms reaped the economies of scale in appliances, German firms in chemicals, Swedish firms in mining equipment, and Swiss firms in textile machinery. Having a large home market, often cited as an advantage, offers little explanation; none of these countries had the largest home demand for the products involved, though the firms became world leaders. Even in large nations, any simple connection between economies of scale and international success is tenuous. In Japan, for example, there are numerous competitors in most scale-sensitive industries (there are nine Japanese automobile producers, for example), fragmenting the home market. But many of these firms have reached substantial scale by selling abroad.35 This sort of indeterminacy applies to all types of market imperfections.

Other efforts to go beyond comparative advantage have been based, in one way or another, on technology. Ricardian theory, in which trade is based on differing labor productivity among nations in producing particular goods, rests on technology differences in a broad sense. A more recent version of this line of thinking is the so-called “technology gap” theories of trade.36 According to these theories, nations will export in industries in which their firms gain a lead (gap) in technology. Exports will then fall as technology inevitably diffuses and the gap closes.

Technological differences are indeed central to competitive advantage, but Ricardian and technology gap theories again leave unanswered the questions that most concern us here. Why does a productivity difference or technology gap emerge? Which nation’s firms will gain it? And why do certain firms from a certain nation often preserve technological advantages for many decades in an industry, instead of inevitably losing their lead as technology gap theories would suggest?

Other promising lines of inquiry have suggested a role for a nation’s home market in explaining success in trade. The most comprehensive is Raymond Vernon’s “product cycle” theory.37 Vernon set out to explain why the United States was a leader in so many advanced goods. He argued that early home demand for advanced goods meant that U.S. firms would pioneer new products.38 American companies would export during the early phases of industry development and then establish foreign production as foreign demand grew. Eventually, foreign firms would enter the industry as technology diffused, and both foreign firms and the foreign subsidiaries of American companies would export to the United States.

The product cycle notion represents the beginnings of a truly dynamic theory and suggests how the home market can influence innovation. However, it still leaves many questions of central importance to us here unanswered. As Vernon himself has recognized, the United States no longer corners the market for advanced goods, nor has it ever. The more general question is why firms from particular nations establish leadership in particular new industries. What happens when demand originates simultaneously in different nations, as is common today? Why do nations with a more slowly developing or small home market for a product often emerge as world leaders? Why is innovation continuous in many national industries and not a once-and-for-all event followed by inevitable standardization of technology as the product cycle theory implies? Why does the inevitable loss of advantage in Vernon’s theory not take place in many industries? How can we explain why some nations’ firms are able to sustain advantage in an industry and others are not?39

A final important line of inquiry has sought to explain the emergence of the multinational corporation, or company with operations in more than one nation. Multinationals compete internationally not only by exporting but through foreign investment. Their prominence means that trade is no longer the only important form of international competition. Multinationals produce and sell in many countries, employing strategies that combine trade and dispersed production. Recent estimates suggest that a significant portion of world trade is between subsidiaries of multinationals, and that a meaningful fraction of the imports of advanced nations is accounted for by imports from the subsidiaries of a nation’s own multinationals. National success in an industry increasingly means that the nation is the home base for leading multinationals in the industry, not just for domestic firms that export. In computers, for example, America is home base for IBM, DEC, Prime, Hewlett-Packard, and other U.S. companies that have facilities and subsidiaries spread widely in Europe and elsewhere.

Multinational status is a reflection of a company’s ability to exploit strengths gained in one nation in order to establish a position in other nations.40 Multinationals are most common, outside of natural resources involving scarce deposits, in industries with differentiated products and high research intensity, where successful firms have skills and know-how that can be exploited abroad. Multinationals are frequently described as companies without countries. They can and do operate (and produce goods) anywhere it suits them.

The role of multinationals must indeed be integral to any comprehensive effort to explain competitive success in an industry. Yet explaining the existence of multinationals, the focus of much previous work, leaves the essential questions for our purposes unanswered. Multinationals that are the leading competitors in particular segments or industries are often based in only one or two nations. The important questions are why and how do multinationals from a particular nation develop unique skills and know-how in particular industries? Why do some multinationals from some nations sustain and build on these advantages and others do not?

TOWARD A NEW THEORY OF NATIONAL COMPETITIVE ADVANTAGE

The central question to be answered is why do firms based in particular nations achieve international success in distinct segments and industries? The search is for the decisive characteristics of a nation that allow its firms to create and sustain competitive advantage in particular fields, that is, the competitive advantage of nations.

The globalization of industries and the internationalization of companies leaves us with a paradox. It is tempting to conclude that the nation has lost its role in the international success of its firms. Companies, at first glance, seem to have transcended countries. Yet what I have learned in this study contradicts this conclusion. As earlier examples have suggested, the leaders in particular industries and segments of industries tend to be concentrated in a few nations and sustain competitive advantage for many decades. When firms from different nations form alliances, those firms based in nations which support true competitive advantage eventually emerge as the unambiguous leaders.

Competitive advantage is created and sustained through a highly localized process. Differences in national economic structures, values, cultures, institutions, and histories contribute profoundly to competitive success. The role of the home nation seems to be as strong as or stronger than ever. While globalization of competition might appear to make the nation less important, instead it seems to make it more so. With fewer impediments to trade to shelter uncompetitive domestic firms and industries, the home nation takes on growing significance because it is the source of the skills and technology that underpin competitive advantage.

Any new theory of national advantage in industries must start from premises that depart from much previous work. First, firms can and do choose strategies that differ. A new theory must explain why firms from particular nations choose better strategies than those from others for competing in particular industries.

Second, successful international competitors often compete with global strategies in which trade and foreign investment are integrated. Most previous theories have set out to explain either trade or foreign investment. A new theory must explain instead why a nation is home base for successful global competitors in a particular industry that engage in both.41 Many of the underlying causes of exports and foreign investment prove to be the same.

The home base is the nation in which the essential competitive advantages of the enterprise are created and sustained. It is where a firm’s strategy is set and the core product and process technology (broadly defined) are created and maintained. Usually, though not always, much sophisticated production takes place there.42 Firms often perform other activities in a variety of other nations.43

The home base will be the location of many of the most productive jobs, the core technologies, and the most advanced skills. The presence of the home base in a nation also stimulates the greatest positive influences on other linked domestic industries, and leads to other benefits to competition in the nation’s economy I will explore. The nation that is the home base will also usually enjoy positive net exports.

While the ownership of firms is often concentrated at the home base, the nationality of shareholders is secondary. As long as the local company remains the true home base by retaining effective strategic, creative, and technical control, the nation still reaps most of the benefits to its economy even if the firm is owned by foreign investors or by a foreign firm.44 Explaining why a nation is the home base for successful competitors in sophisticated segments and industries, then, is of decisive importance to the nation’s level of productivity and its ability to upgrade productivity over time.

A new theory must move beyond the comparative advantage to the competitive advantage of a nation. It must explain why a nation’s firms gain competitive advantage in all its forms, not only the limited types of factor-based advantage contemplated in the theory of comparative advantage. Most theories of trade look solely at cost, treating quality and differentiated products in a footnote.45 A new theory must reflect a rich conception of competition that includes segmented markets, differentiated products, technology differences, and economies of scale. Quality, features, and new product innovation are central in advanced industries and segments. Moreover, cost advantage grows as much out of efficient-to-manufacture product designs and leading process technology as it does out of factor costs or even economies of scale. We must understand why firms from some nations are better than others at creating these advantages, so essential to high and rising productivity.

A new theory must start from the premise that competition is dynamic and evolving. Much traditional thinking has embodied an essentially static view focusing on cost efficiency due to factor or scale advantages. Technological change is treated as though it is exogenous, or outside the purview of the theory. As Joseph Schumpeter recognized many decades ago, however, there is no “equilibrium” in competition. Competition is a constantly changing landscape in which new products, new ways of marketing, new production processes, and whole new market segments emerge. Static efficiency at a point in time is rapidly overcome by a faster rate of progress. But Schumpeter, like the other researchers I have noted, stopped short of answering the central question that concerns us here. Why do some firms, based in some nations, innovate more than others?

A new theory must make improvement and innovation in methods and technology a central element.46 We must explain the role of the nation in the innovation process. Since innovation requires sustained investment in research, physical capital, and human resources, we must also explain why the rate of such investments are more vigorous in some nations and not others. The question is how a nation provides an environment in which its firms are able to improve and innovate faster than foreign rivals in a particular industry. This will also be fundamental in explaining how entire national economies progress, because technological change, in the broad sense of the term, accounts for much of economic growth.47

In a static view of competition, a nation’s factors of production are fixed. Firms deploy them in the industries where they will produce the greatest return. In actual competition, the essential character is innovation and change. Instead of being limited to passively shifting resources to where the returns are greatest, the real issue is how firms increase the returns available through new products and processes. Instead of simply maximizing within fixed constraints, the question is how firms can gain competitive advantage from changing the constraints. Instead of only deploying a fixed pool of factors of production, a more important issue is how firms and nations improve the quality of factors, raise the productivity with which they are utilized, and create new ones.48 Where factors are mobile and can be tapped through global strategies, moreover, the efficiency and effectiveness with which factors can be used become even more central. Answers to these questions will emerge as decisive in understanding why nations succeed in particular industries.

Finally, since firms play a central role in the process of creating competitive advantage, the behavior of firms must become integral to a theory of national advantage. A good test of a new theory is that it makes sense to managers as well as to policy makers and economists. From a manager’s perspective, much of trade theory is too general to be of much relevance. A new theory must give firms insight into how to set strategy to become more effective international competitors. It is these challenges that I have set out to meet.

THE STUDY

To investigate why nations gain competitive advantage in particular industries and the implications for firm strategy and for national economies, I conducted a four-year study of ten important trading nations:

• Denmark

• Germany

• Italy

• Japan

• Korea

• Singapore

• Sweden

• Switzerland

• United Kingdom

• United States

Included were the three leading industrial powers, the United States, Japan, and Germany, as well as several other nations chosen to vary widely in size, government policy toward industry, social philosophy, geography, and region. Much attention has been directed at Asian nations in recent years, and Japan, Korea, and Singapore were investigated here. However, European nations provide equally interesting and important insights. An array of European nations was included in the study, among them several nations such as Switzerland and Sweden engaged in a remarkable amount of international trade for their size. The study was limited to ten nations solely because of time and resource constraints. Together, the ten nations studied accounted for fully 50 percent of total world exports in 1985. An overview of some of their salient features is provided in Table 1–1.

TABLE 1–1 Selected Economic and Demographic Characteristics of the Nations Studied



	 

	Denmark

	Germany

	Italy

	Japan

	Korea

	Singapore

	Sweden

	Switzerland

	United Kindgom

	United States




	Population in 1987 (millions)

	5.1

	61.2

	57.3

	122.1

	42.1

	2.6

	8.4

	6.5

	56.9

	243.8




	Land Area (sq. mi.)

	16,638

	96,030

	116,324

	145,870

	38,279

	240

	173,732

	15,943

	94,251

	3,679,192




	Population Density in 1987 (persons/sq. mi.)

	307

	637

	493

	837

	1,100

	10,833

	48

	408

	604

	66




	Gross Domestic Product (GDP) in 1987 at 1980 prices and exchange rates (billions $ U.S.)

	$77.2

	$899.1

	$525.9

	$1,370.6

	$62.8h

	$15.3h

	$140.5

	$114.4

	$628.7

	$3,301.3




	Compound Annual Growth in GDP in 1980 prices, 1950-87

	3.2%

	4.6%

	4.5%

	7.2%a

	7.9%a

	8.3%b

	3.0%

	3.2%

	2.5%

	3.2%




	Compound Annual Growth in industrial production, 1950-87

	2.5%e

	4.6%

	5.3%

	9.7%

	14.1%a

	9.7%f

	3.3%

	2.6%b

	2.2%

	3.8%




	Compound Annual Population Growth, 1950-87

	0.5%

	0.7%

	0.5%

	1.1%

	2.0%

	2.6%

	0.5%

	0.9%

	0.3%

	1.3%




	Compound Annual Workforce Growth (number of employed persons), 1950-87

	1.0%a

	0.8%

	0.1%

	1.4%

	3.2%c

	3.6%e

	0.6%b

	0.2%e

	0.3%

	1.7%




	GDP per capita in 1987 at 1980 prices in $ U.S.

	15,137

	14,691

	9,178

	11,225

	l,528h

	5,885h

	16,726

	17,600

	11,049

	13,541




	Compound Annual Growth in GDP per capita in 1980 prices, 1950-87

	2.7%

	4.0%

	3.9%

	6.2%a

	5.7%a

	6.5%b

	2.6%

	2.2%

	2.2%

	1.9%




	Compound Annual Productivity Growth (GDP per employee), 1950-87

	2.4%a

	3.8%

	4.4%

	5.9%a

	5.8%c

	4.8%e

	2.3%b

	1.2%e

	2.2%

	1.4%




	Net National Investment (Gross fixed capital formation less depreciation as % of GDP), 1950–87 average

	11.6%

	11.8%

	10.9%

	17.6%

	14.7%g

	NA

	11.0%

	13.7%

	7.7%

	7.1%




	Exports as % of GDP (1987)

	25.2%

	26.2%

	14.7%

	10.7%

	39.0%

	143.9%

	27.9%

	35.6%

	19.6%

	5.6%




	Imports as % of GDP (1987)

	25.1%

	20.3%

	16.5%

	6.9%

	33.8%

	163.3%

	25.5%

	37.2%

	23.0%

	9.5%




	Unemployment in 1987

	8.1%

	8.9%

	11.9%

	2.8%

	3.1%

	4.7%

	1.9%

	0.8%

	10.5%

	6.2%




	Average Unemployment, 1951-87

	6.4%

	3.5%

	5.4%

	1.7%

	5.0%d

	4.1%e

	2.1%

	0.3%

	4.7%

	5.7%





SOURCES: International Monetary Fund, International Financial Statistics, Yearbook, September 1988

National Bureau of Economic Research, Foreign Trade Regimes and Economic

Development: South Korea, 1975

OECD Economic Outlook, Historical Statistics, 1960-86

United Nations, Statistical Yearbook, various years, and Monthly Bulletin of Statistics

U.S. Department of Labor, Comparative Real GDP Figures, unpublished data.

NOTE: Macroeconomic indicators are reported by many different organizations and employ statistics gathered from various sources using various methods. The indicators presented here have been based on standard sources and methods as much as possible in order to facilitate international comparisons. Figures expressed in terms of 1980 prices and exchange rates have been employed. While comparisons using different base years or exchange rates sometimes differ, the ranking among nations does not change significantly except for absolute measures, notably GDP per capita. Use of purchasing power parity exchange rates makes the United States the leading nation in terms of absolute GDP per capita, though its rate of growth in GDP per capita over the postwar period still ranks last as does its growth in GDP per employed person.

a 1955-87

b 1960-87

c 1963-87

d 1961-87

e 1970-87

f 1966-86

g 1955-85

h 1985

NA = Not Available

The focus of the research was on the process of gaining and sustaining competitive advantage in relatively sophisticated industries and industry segments. These hold the key to high and rising productivity in a nation, and are the least understood using established theory. The nations chosen for study were ones that already compete successfully in a range of such industries or, in the case of Korea and Singapore, show signs of an improving ability to do so.49 Korea and Singapore were selected from the group of rapidly growing, newly industrialized countries (NICs) because they have very different patterns of industry success and different mixes of government policies.50 Korea, in particular, has enjoyed the most rapid and sustained upgrading of competitive positions of any NIC.

Most studies of national competitiveness have focused on a single nation or have relied on bilateral comparisons, often with Japan.51 While much has been learned from this research, such an approach can only take us so far and can be misleading. The findings of bilateral comparisons often prove to be lacking in robustness when a third or fourth nation is added to the investigation. In studies that compare the United States and Japan, for example, Japanese cooperative research projects are frequently identified as an essential factor underpinning Japanese competitive success. Such studies have served as the justification for suggesting the practice elsewhere. Yet Germany and Switzerland, among other nations, seem to sustain competitive advantage in all sorts of industries without cooperative research. Also, Japanese cooperative projects, as I will describe later, are important for reasons different from those often supposed.52 By studying nations with widely different circumstances, I hope to isolate the fundamental forces underlying national competitive advantage from the idiosyncratic ones.

The research was conducted by a group of over thirty researche rs, most of whom were natives of, and based in, the nation they were studying. A common methodology was employed in each nation. The study was conducted with the assistance and support of the cooperating organizations that have been identified in the Preface. They included government entities such as the Japanese Ministry of International Trade and Industry, private financial institutions like the Deutsche Bank, educational institutions such as the Institute of International Business of the Stockholm School of Economics, and a publication, The Economist. Cooperating organizations provided needed infrastructure, assistance in gaining access to companies and other institutions within the nation, and sometimes also local research help.

MAPPING THE SUCCESSFUL INDUSTRIES IN NATIONAL ECONOMIES


In each nation, the study consisted of two parts. The first was to identify all (or as many as possible) of the industries in which the nation’s firms were internationally successful, using available statistical data, supplementary published sources, and field interviews. We were concerned with all types of industries in the economy, including agricultural, manufacturing, and service industries. Most previous studies have excluded services, but international competition in them is increasingly prevalent and important. Though data on services are still scarce and much about national competitive positions had to be gleaned from interviews and fragmentary published sources, service industries were included both in the national profiles as well as among the industries chosen for detailed study.

The basic unit of analysis was the narrowly defined industry or distinct segment within an industry. National advantage is increasingly concentrated in particular industries and even industry segments, reflecting their specific and differing sources of competitive advantage. Within the limits of available data, we sought the least aggregated industry definitions.53

We defined international success by a nation’s industry as possessing competitive advantage relative to the best worldwide competitors. Because of the existence of protection, subsidy, differing accounting conventions, and the prevalence of border trade with neighboring countries, many potential measures of competitive advantage can be misleading. Neither domestic profitability, nor the size of the industry or the leading company, nor the existence of some exports is a reliable indicator of competitive advantage. Measuring the presence of true competitive advantage statistically is challenging.

We chose as the best measures of international competitive advantage either (1) the presence of substantial and sustained exports to a wide array of other nations and/or (2) significant outbound foreign investment based on skills and assets created in the home country for the statistical phase of our research.54 Foreign investment and trade are both integral to global strategies, and measures of international success must encompass both. For example, Swiss pharmaceutical companies and American consumer packaged goods producers have international strength that goes well beyond that measured in the trade data. In practice, however, exports and foreign investment tend to occur together. The details of how we designated competitive industries are discussed in Appendix A.55

The nation was treated as the home base for a firm if it was either a locally owned, indigenous firm, or a firm that was managed autonomously though owned by a foreign company or investors. A ski boot manufacturer headquartered in Italy that developed and produced substantially all its products in Italy was treated as a case of Italian competitive advantage even if it had been acquired by a foreign company. If the nation’s industry consisted largely of production subsidiaries of foreign companies, however, the nation was not deemed competitive in that field.

We created a profile of all the industries in which each nation was internationally successful at three points in time: 1971, 1978, and 1985.56 The larger nations exhibit international positions in hundreds of industries. The pattern of successful industries in each economy was far from random, and the task was to explain the pattern and how it had changed over time.57 Of particular interest were the connections or relationships among the nation’s competitive industries. We employed a tool called a cluster chart to map successful industries in each economy, described beginning in Chapter 7.58

HISTORIES OF SUCCESSFUL INDUSTRIES


In the second part of the study, we examined the history of competition in particular industries to understand the dynamic process by which competitive advantage was created. Based on the national profiles, we selected over one hundred industries or groups of industries, listed in Table 1–2, for detailed study. Many more industries were examined in less detail.

TABLE 1–2 Industry Case Studies



DENMARK

agricultural machinery

building maintenance services

consultancy engineering

dairy products

food additives furniture

industrial enzymes

pharmaceuticals specialty electronics

telecommunications equipment

waste treatment equipment

GERMANY

automobiles

chemicals

cutlery

eyeglass frames

harvesting/threshing combines

optical instruments

packaging, bottling equipment

pens and pencils

printing presses

rubber, plastic working machinery

X-ray apparatus

ITALY

ceramic tiles

dance club and theater equipment

domestic appliances

engineering/construction

factory automation equipment

footwear

packaging and filling equipment

ski boots

wool fabrics

JAPAN

air-conditioning machinery

home audio equipment

car audio

carbon fibers

continuous synthetic weaves

facsimile

forklift trucks

microwave and satellite communications equipment

musical instruments

optical elements and instruments

robotics

semiconductors

sewing machines

shipbuilding

tires for trucks and buses

trucks

typewriters

videocassette recorders

watches

KOREA

apparel

automobiles

construction

footwear

pianos

semiconductors

shipbuilding

steel

travel goods

video and audio recording tape

wigs

SINGAPORE

airlines

apparel

beverages

ship repair

trading

SWEDEN

car carriers

communication products for handicapped persons

environmental control equipment

heavy trucks

mining equipment

newsprint

refrigerated shipping

rock drills

semihard wood flooring

teller-operated cash dispensers

SWITZERLAND

banking

chocolate

confectionery

dyestuffs

fire protection equipment

freight forwarding

hearing aids

heating controls

insurance

marine engines

paper product manufacturing machinery

pharmaceuticals

surveying equipment

textile machinery

trading

watches

UNITED KINGDOM

auctioneering

biscuits

chemicals

confectionery electrical generation equipment

insurance

pharmaceuticals

UNITED STATES

advertising

agricultural chemicals

commercial aircraft*

commercial refrigeration and air-conditioning

computer software

construction equipment

detergents

engineering/construction

motion pictures

patient monitoring equipment

syringes

waste management services



* Case study prepared by M. Yoshino. See Yoshino in Porter (1986).

For each nation, the sample of industries was chosen to be representative of the most important groups of competitive industries in the economy. In Denmark, for example, we examined the dairy industry, one of a group of agricultural end-product industries in which Denmark is strong; food additives and agricultural machinery, examples of a group of agricultural inputs; and furniture, one of a series of household products. In the United States, American strength in business services is represented by advertising, construction engineering, and waste management; clusters of manufacturing strength by commercial aircraft, commercial refrigeration and air-conditioning equipment, and construction equipment; dominance in computing by software; the medical sector by patient monitoring equipment and syringes; consumer packaged goods by detergents; and the entertainment sector by motion pictures Agricultural chemicals represented the chemical sector and served as an example of an input to the large group of American agricultural industries. The industries studied accounted for a significant share of total exports in each nation, including more than 20 percent of total exports in Japan, Germany, and Switzerland and over 40 percent of exports in Korea.

All the industries selected for study were ones in which the nation had a significant international market position as of 1985. Some of the industries were still gaining international strength in 1985, while others were maintaining their position or in decline. The industries we studied include some of the most famous and important international success stories (German high-performance autos and chemicals, Japanese semiconductors and VCRs, Swiss banking and pharmaceuticals, Italian footwear and textiles, American commercial aircraft and motion pictures, and so on). Our aim, however, was to represent the entire economy and avoid a bias toward the highly visible industries so prominent in previous research. We selected some relatively obscure but highly competitive industries (such as Korean pianos, Italian ski boots, and British biscuits). A few industries were also added because they appeared to be paradoxes. In Western character typewriters, for example, Japanese home demand is all but nonexistent, yet Japan holds a strong export and foreign investment position in this industry. We avoided industries that were highly dependent on natural resources: such industries do not form the backbone of advanced economies, and the capacity to compete in them is more explicable using classical theory. We did, however, include a number of more technologically intensive, natural-resource-related industries such as newsprint and agricultural chemicals.

In order to understand the dynamic process by which national advantage was gained in an industry, it was necessary to study the industry’s history. We went back as far as necessary (centuries in the cases of German cutlery and Italian fabrics, decades for U.S. software and Japanese robotics, for example) to understand how and why the industry began in the nation, how it grew, when and why firms from the nation developed international competitive advantage, and the process by which competitive advantage had either been sustained or lost.59 The resulting case histories fall short of the work of a good historian in their level of detail, but provide much insight into the development of both the industry and the national economy.

Each case study considered the entire global industry, including both winning and losing nations. We examined the pattern of competitive advantage among firms based in different nations and how it had shifted over time. The most significant competitors from other nations were identified, along with the segments in which they were strongest and their sources of competitive advantage. In printing presses, for example, we sought to understand why Germany and Switzerland had sustained advantage but also why the United States had lost ground and Japan was gaining. In a few instances, the same broad industry was studied from the perspective of more than one nation in cases where the industry was an important source of exports in each of the nations and where firms based in each nation had been internationally successful in very different segments. Packaging machinery, for example, was studied as part of both the Italian and German research. In so doing, we also investigated the success in some segments of firms from Switzerland and Sweden as well as the reasons for the relatively poor position of the United States and other nations.

The industries were chosen to be representative of those in which each of the nations we studied was or had been strong, or the success cases. By studying some formerly successful industries in which the nation was now declining, as well as the reasons its firms were not succeeding in many other industries through the global case studies, however, we were able to examine a relatively broad cross-section of both successful and unsuccessful industries in each nation’s economy. In its coverage of both nations and industries, the study sought a more comprehensive sample than previous research.

A BROADER CONCEPT OF COMPETITIVE ADVANTAGE

This book is about why nations succeed in particular industries, and the implications for firms and for national economies. Its concepts and ideas, however, can be readily applied to political or geographic units smaller than a nation. Successful firms are frequently concentrated in particular cities or states within a nation. In the United States, for example, many of the nation’s leading real estate developers are based in Dallas, Texas; oil and gas equipment suppliers in Houston; hospital management chains in the south central region encompassing Nashville, Tennessee; carpet producers in Dalton, Georgia; running shoe manufacturers in Oregon; mobile home producers in Elkhart, Indiana; and minicomputer companies in Boston. Something about these locations provides a fertile environment for firms in these particular industries. While my discussion is framed in terms of nations, the geographic concentration of industries within nations will be important to explain. Government policy at the state and local level has an important role to play in shaping national advantage.

Yet the underlying issues are even broader than the role of nations (or locales). What I am really exploring here is the way in which a firm’s proximate “environment” shapes its competitive success over time. Or, even more broadly, why some organizations prosper and others fail. Part of a company’s environment is its geographic location, with all that implies in terms of history, costs, and demand. However, a company’s environment includes more than just this; also important are such things as where managers and workers were trained, and the nature of the company’s early or most important customers.

Much is known about what competitive advantage is and how particular actions create or destroy it. Much less is known about why a company makes good choices instead of bad choices in seeking bases for competitive advantage, and why some firms are more aggressive in pursuing them. This study will shed some light on these broader and exciting questions.

In studying national economic success, there has been the tendency to gravitate to clean, simple explanations and to believe in them as an act of faith in the face of numerous exceptions. The growing specialization of disciplines has only reinforced such a perspective. More can be done. Researchers in many fields of study are just beginning to recognize that traditional boundaries between fields are limiting. It should be possible to cut across disciplines and examine more variables in order to understand how complex and evolving systems work. To do so, mathematical models limited to a few variables, and statistical tests constrained by available data, need to be supplemented by other types of work.

I have taken such an approach in this study. My theory seeks to be comprehensive and integrate many variables instead of concentrating on a few important ones. Sifting through over one hundred historical case studies is messy and not amenable to statistical analysis. Some will bemoan the judgments I made to chart national economies comprehensively. These choices reflect my conviction that understanding so complex and important a subject demands at least some research of this character. While I am sure errors and omissions remain, I am persuaded that I have identified many of the important variables that shape the competitive advantage of nations as well as some of the most significant ways they work together as a system.

My aim is to help firms and governments, who must act, choose bettor strategies and make more informed allocations of national resources. What I have found is that firms will not ultimately succeed unless they base their strategies on improvement and innovation, a willingness to compete, and a realistic understanding of their national environment and how to improve it. The view that globalization eliminates the importance of the home base rests on false premises, as does the alluring strategy of avoiding competition.

National governments, for their part, must set the appropriate goal, productivity, which underpins economic prosperity. They must strive for its true determinants, such as incentive, effort, and competition, not the tempting but usually counterproductive choices such as subsidy, extensive collaboration, and “temporary” protection that are often proposed. Government’s proper role is to push and challenge its industry to advance, not provide “help” so industry can avoid it. At this time when much of the world is reexamining its economic structures, the need for proper choices has never been greater. National economic prosperity need not come at the expense of other nations, and many nations can enjoy it in a world of innovation and open competition.

As globalization of competition has intensified, some have begun to argue a diminished role for nations. Instead, internationalization and the removal of protection and other distortions to competition arguably make nations, if anything, more important. National differences in character and culture, far from being threatened by global competition, prove integral to success in it. Understanding the new and different role of nations in competition will be a task which occupies much of what follows.



PART I



Foundations




2


The Competitive Advantage of Firms in Global Industries

Firms, not nations, compete in international markets. We must understand how firms create and sustain competitive advantage in order to explain what role the nation plays in the process.1 In modern international competition, firms need not be confined to their home nation. They can compete with global strategies in which activities are located in many countries. We must pay particular attention to how global strategies contribute to competitive advantage, because they recast the role of the home nation.

I will begin with the basic principles of competitive strategy. Many of the principles are the same whether competition is domestic or international. Having set this foundation, I will turn to the ways in which firms enhance their competitive advantage through competing globally. The principles of strategy will define what attributes of a nation are relevant.

COMPETITIVE STRATEGY

The basic unit of analysis for understanding competition is the industry. An industry (whether product or service) is a group of competitors producing products or services that compete directly with each other.2 A strategically distinct industry encompasses products where the sources of competitive advantage are similar. Examples are facsimile machines, low-density polyethylene, heavy on-highway trucks, and plastic injection molding equipment. There may be related industries that produce products that share customers, technologies, or channels, but they have their own unique requirements for competitive advantage. In practice, drawing industry boundaries is inevitably a matter of degree.

Many discussions of competition and international trade employ overly broad industry definitions such as banking, chemicals, or machinery. These are not strategically meaningful industries because both the nature of competition and the sources of competitive advantage vary a great deal within them. Machinery, for example, is not one industry but dozens of strategically distinct industries such as weaving machinery, rubber processing equipment, and printing machinery (all of which we studied), each with its own unique requirements for competitive success.

The industry is the arena in which competitive advantage is won or lost. Firms, through competitive strategy, seek to define and establish an approach to competing in their industry that is both profitable and sustainable. There is no one universal competitive strategy, and only strategies tailored to the particular industry and to the skills and assets of a particular firm succeed.

Two central concerns underlie the choice of a competitive strategy. The first is the industry structure in which the firm competes. Industries differ widely in the nature of competition, and not all industries offer equal opportunities for sustained profitability. The average profitability in pharmaceuticals and cosmetics is extremely high, for example, while it is not in many kinds of apparel and steel. The second central concern in strategy is positioning within an industry. Some positions are more profitable than others, regardless of what the average profitability of the industry may be.

Neither concern by itself is sufficient to guide the choice of strategy. A firm in a highly attractive industry, for example, may still not earn satisfactory profits if it has chosen a poor competitive positioning.3 Both industry structure and competitive position are dynamic. Industries can become more (or less) attractive over time, as barriers to entry or other elements of industry structure change. Competitive position reflects an unending battle among competitors.

Industry attractiveness and competitive position can both be shaped by a firm. Successful firms not only respond to their environment but also attempt to influence it in their favor. Indeed, it is changes in industry structure, or the emergence of new bases for competitive advantage, that underlie substantial shifts in competitive position. Japanese firms became international leaders in television sets, for example, on the strength of a shift toward compact, portable sets and the replacement of vacuum tubes with semiconductor technology. One nation’s firms supplant another’s in international competition when they are in a better position to perceive or respond to such changes.

THE STRUCTURAL ANALYSIS OF INDUSTRIES


Competitive strategy must grow out of a sophisticated understanding of the structure of the industry and how it is changing. In any industry, whether it is domestic or international, the nature of competition is embodied in five competitive forces: (1) the threat of new entrants, (2) the threat of substitute products or services, (3) the bargaining power of suppliers, (4) the bargaining power of buyers, and (5) the rivalry among the existing competitors (see Figure 2–1).4

The strength of the five forces varies from industry to industry and determines long-term industry profitability. In industries in which the five forces are favorable, such as soft drinks, mainframe computers, database publishing, pharmaceuticals, and cosmetics, many competitors earn attractive returns on invested capital. Industries in which pressure from one or more of the forces is intense, such as rubber, aluminum, many fabricated metal products, semiconductors, and small computers, are ones where few firms are very profitable for long periods.

The five competitive forces determine industry profitability because they shape the prices firms can charge, the costs they have to bear, and the investment required to compete in the industry. The threat of new entrants limits the overall profit potential in the industry, because new entrants bring new capacity and seek market share, pushing down margins. Powerful buyers or suppliers bargain away the profits for themselves. Fierce competitive rivalry erodes profits by requiring higher costs of competing (such as for advertising, sales expense, or R&D) or by passing on profits to customers in the form of lower prices. The presence of close substitute products limits the price competitors can charge without inducing substitution and eroding industry volume.

The strength of each of the five competitive forces is a function of industry structure, or the underlying economic and technical characteristics of an industry. Buyer power, for example, is a function of such things as the number of buyers, how much of a firm’s sales are at risk to any one buyer, and whether a product is a significant fraction of buyers’ own costs which leads to price sensitivity.5 The threat of entry depends on the height of barriers to entry, such as brand loyalty, economies of scale, or the need to penetrate distribution channels.
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FIGURE 2–1 The Five Competitive Forces that Determine Industry Competition



Every industry is unique and has its own unique structure. In pharmaceuticals, for example, barriers to entry are high because of the need for huge fixed research and development costs and economies of scale in selling to physicians. Substitutes for an effective drug are slow to develop, and buyers have not historically been price sensitive. Suppliers, who provide mostly commodities, have little clout. Finally, rivalry has been moderate and focused not on price cutting that erodes industry profits but on other variables such as R&D that tend to expand overall industry volume. The existence of patents has also slowed competitive imitation. Industry structure in pharmaceuticals has been highly favorable to profitability, supporting sustained returns on investment among the highest of any major industry.

Industry structure is relatively stable but can change over time as an industry evolves. The consolidation of distribution channels that is taking place in a number of European countries, for example, is increasing buyer power. The industry trends that are the most important for strategy are those affecting its underlying structure. Firms, through their strategies, can also influence the five forces for better or for worse. The introduction of computer information systems in the airline industry, for example, is raising barriers to entry by requiring investments in the hundreds of millions of dollars.

Industry structure is significant in international competition for a number of reasons. First, it creates differing requirements for success in different industries. Competing in a fragmented industry such as apparel requires greatly differing resources and skills from competing in commercial aircraft. A nation provides a better environment for competing in some industries than others.

Second, industries important to a high standard of living are often those that are structurally attractive. Structurally attractive industries, with sustainable entry barriers in such areas as technology, specialized skills, channel access, and brand reputation, often involve high labor productivity and will earn more attractive returns to capital. Standard of living will depend importantly on the capacity of a nation’s firms to successfully penetrate structurally attractive industries. The attractiveness of an industry is not reliably indicated by size, rapid growth, or newness of technology, attributes often stressed by executives and by government planners, but by industry structure. By targeting entry into structurally unattractive industries, developing nations have frequently made poor use of scarce national resources.

A final reason why industry structure is important in international competition is that structural change creates genuine opportunities for competitors from a nation to penetrate new industries. Japanese copier companies, for example, successfully challenged American dominance (notably that of Xerox and IBM) by stressing an underserved product segment (small copiers), employing a new approach to the buyer (the use of dealers instead of direct sale), altering the manufacturing process (mass production versus batch), and modifying the approach to pricing (outright sale versus capital-intensive copier rental). The new strategy reduced entry barriers and nullified the previous leader’s advantages. How a nation’s environment points the way or pressures its firms to perceive and respond to such structural changes is of central importance to understanding the patterns of international success.

POSITIONING WITHIN INDUSTRIES


In addition to responding to and influencing industry structure, firms must choose a position within the industry. Positioning embodies the firm’s overall approach to competing. In the chocolate industry, for example, American firms (such as Hershey and M&M/Mars) compete by mass-producing and mass-marketing relatively limited lines of standardized candy bars. In contrast, Swiss firms (such as Lindt and Sprüngli and Tobler/Jacobs) sell mainly premium products at higher prices through more limited and specialized distribution channels. They produce hundreds of separate items, employ top-quality ingredients, and manufacture using longer processing times. As this example illustrates, positioning involves a firm’s total approach to competing, not just its product or target customer group.

At the heart of positioning is competitive advantage. In the long run, firms succeed relative to their competitors if they possess sustainable competitive advantage. There are two basic types of competitive advantage: lower cost and differentiation. Lower cost is the ability of a firm to design, produce, and market a comparable product more efficiently than its competitors. At prices at or near competitors, lower cost translates into superior returns. Korean steel and semiconductor producers, for example, have penetrated against foreign competitors using this strategy. They produce comparable products at very low cost, employing low-wage but highly productive labor forces and modern process technology purchased or licensed from foreign suppliers.

Differentiation is the ability to provide unique and superior value to the buyer in terms of product quality, special features, or after-sale service. German machine tool producers, for example, compete with differentiation strategies involving high product performance, reliability, and responsive service. Differentiation allows a firm to command a premium price, which leads to superior profitability provided costs are comparable to those of competitors.

Competitive advantage of either type translates into higher productivity than that of competitors. The low-cost firm produces a given output using fewer inputs than competitors require. The differentiated firm achieves higher revenues per unit than competitors. Thus competitive advantage is directly linked to the underpinning of national income.

It is difficult, though not impossible, to be both lower-cost and differentiated relative to competitors.6 Achieving both is difficult because providing unique performance, quality, or service is inherently more costly, in most instances, to seeking only to be comparable to competitors on such attributes. Firms can improve technology or methods in ways that simultaneously reduce cost and improve differentiation. In the long run, however, competitors will imitate and force a choice of which type of advantage to emphasize.

Any successful strategy, however, must pay close attention to both types of advantage while maintaining a clear commitment to superiority on one. A low-cost producer must offer acceptable quality and service to avoid nullifying its cost advantage through the necessity to discount prices, while a differentiator’s cost position must not be so far above that of competitors as to offset its price premium.

The other important variable in positioning is competitive scope, or the breadth of the firm’s target within its industry. A firm must choose the range of product varieties it will produce, the distribution channels it will employ, the types of buyers it will serve, the geographic areas in which it will sell, and the array of related industries in which it will also compete.

One reason that competitive scope is important is because industries are segmented. In nearly every industry, there are distinct product varieties, multiple distribution channels, and several different types of customers. Segments are important because they frequently have differing needs; an unadvertised basic shirt and a designer shirt are both shirts, but are sold to buyers with very different purchasing criteria. Serving different segments requires different strategies and calls for different capabilities. The sources of competitive advantage, then, are frequently rather different in different segments, even though they are part of the same industry.7 It is quite typical for firms from one nation to achieve success in one industry segment (Taiwan in inexpensive leather footwear) while those from a different nation are successful in another (Italy in fashion leather footwear).

Competitive scope is also important because firms can sometimes gain competitive advantage from breadth through competing globally or from exploiting interrelationships by competing in related industries. Sony, for example, gains important advantages from sharing its brand name, distribution channels, and technological skills across a wide range of electronic products on a worldwide basis. Interrelationships among distinct industries arise from the ability to share important activities or skills in competing in them. I will explore the sources of competitive advantage from competing globally below.

Firms in the same industry can choose different competitive scopes. Indeed, such differences are typical among firms from different nations. The most basic choice is between a broad scope and focusing on a particular segment. In the packaging machinery industry, for example, German firms offer wide product lines while Italian firms tend to focus on specialized end-use segments. In automobiles, leading American and Japanese companies have wide product lines, while BMW and Daimler-Benz (Germany) emphasize high-performance cars and Hyundai and Daewoo (Korea) focus on compacts and subcompacts.8

The type of advantage and the scope of advantage can be combined into the notion of generic strategies, or different approaches to superior performance in an industry. Each of these archetypical strategies, illustrated in Figure 2–2, represents a fundamentally different conception of how to compete. In shipbuilding, for example, Japanese firms follow the differentiation strategy, offering a wide array of high-quality vessels at premium prices. Korean shipyards pursue the cost leadership strategy, also offering many types of vessels but ones of good not superior quality. Korean firms, however, can produce vessels at lower cost than can Japanese firms. Successful Scandinavian yards are focused differentiators, concentrating on specialized types of ships such as icebreakers and cruise ships that involve specialized technology and which command prices high enough to offset higher Scandinavian labor costs. Finally, Chinese shipyards (cost focus), the emerging competitors in the industry, offer relatively simple, standard vessel types at even lower costs (and prices) than the Koreans.

The generic strategies make it clear that there is no one type of strategy that is appropriate for every industry. Indeed, different strategies can coexist successfully in many industries. While industry structure constrains the range of strategic options available, I have yet to encounter an industry in which only one strategy can be successful. There may also be different possible variations of the same generic strategy, involving different ways to differentiate or focus.
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FIGURE 2–2 Generic Strategies



Underlying the concept of generic strategies is that competitive advantage is at the heart of any strategy, and that achieving advantage requires a firm to make choices. If a firm is to gain advantage, it must choose the type of competitive advantage it seeks to attain and a scope within which it can be attained.

The worst strategic error is to be stuck in the middle, or to try simultaneously to pursue all the strategies. This is a recipe for strategic mediocrity and below-average performance, because pursuing all the strategies simultaneously means that a firm is not able to achieve any of them because of their inherent contradictions. The shipbuilding industry also illustrates this problem. Spanish and British shipyards have been declining because they have higher costs than the Koreans, lack any basis for differentiation relative to the Japanese, and have failed to identify particular segments (such as Finnish yards have in icebreakers) in which they can gain competitive advantage in a narrower arena. They lack any competitive advantage and exist mainly on captive government orders.

SOURCES OF COMPETITIVE ADVANTAGE


Competitive advantage grows out of the way firms organize and perform discrete activities. The operations of any firm can be divided into a series of activities such as salespeople making sales calls, service technicians performing repairs, scientists in the laboratory designing products or processes, and treasurers raising capital.

Firms create value for their buyers through performing these activities. The ultimate value a firm creates is measured by the amount buyers are willing to pay for its product or service. A firm is profitable if this value exceeds the collective cost of performing all the required activities. To gain competitive advantage over its rivals, a firm must either provide comparable buyer value but perform activities more efficiently than its competitors (lower cost), or perform activities in a unique way that creates greater buyer value and commands a premium price (differentiation).

The activities performed in competing in a particular industry can be grouped into categories as shown in Figure 2–3, in what I call the value chain. All the activities in the value chain contribute to buyer value. Activities can be divided broadly into those involved in the ongoing production, marketing, delivery, and servicing of the product (primary activities) and those providing purchased inputs, technology, human resources, or overall infrastructure functions to support the other activities (support activities). Every activity employs purchased inputs, human resources, some combination of technologies, and draws on firm infrastructure such as general management and finance.
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FIGURE 2–3 The Value Chain



Strategy guides the way a firm performs individual activities and organizes its entire value chain. Activities vary in their importance to competitive advantage in different industries. In printing presses, technology development, assembly (part of operations), and after-sale service are essential to success. In detergents, advertising is crucial while manufacturing is uncomplicated and after-sale service is next to nonexistent.

Firms gain competitive advantage from conceiving of new ways to conduct activities, employing new procedures, new technologies, or different inputs. Makita (Japan) emerged as a leading competitor in power tools because it was the first to employ new, less expensive materials for making tool parts and to produce standardized models in a single plant that it sold worldwide. Swiss chocolate companies rose to prominence by pioneering new product formulations (among them milk chocolate) and the use of new processing methods such as conging (continuous stirring) that substantially improved product quality.

A firm is more than the sum of its activities. A firm’s value chain is an interdependent system or network of activities, connected by linkages. Linkages occur when the way in which one activity is performed affects the cost or effectiveness of other activities. Linkages often create trade-offs in performing different activities that must be optimized. For example, a more costly product design, more expensive components, and more thorough inspection can reduce after-sale service costs. A company must resolve such trade-offs, in accordance with its strategy, to achieve competitive advantage.

Linkages also require activities to be coordinated. On-time delivery requires that operations, outbound logistics, and service activities such as installation should function smoothly together. Good coordination allows on-time delivery without the need for costly inventory. Coordinating linked activities reduces transaction costs, allows better information for control purposes, and substitutes less costly operations in one activity for more costly ones elsewhere. Coordinating linked activities is also an important way to reduce the combined time required to perform them, increasingly important to competitive advantage. For example, dramatic time savings are being achieved through such coordination in the design and introduction of new products and in order processing and delivery.

Careful management of linkages can be a decisive source of competitive advantage. Many linkages are not obvious, and rivals often have difficulty perceiving them. Obtaining the benefits of linkages requires both complex organizational coordination and resolution of difficult trade-offs across organizational lines, which is rare. Japanese firms have been particularly adept at managing linkages; they popularized such practices as overlapping the steps in the new product development process to improve ease of manufacturing and reduce development time, as well as more careful inspection to reduce after-sale service costs.

Gaining competitive advantage requires that a firm’s value chain is managed as a system rather than a collection of separate parts. Reconfiguring the value chain, by relocating, reordering, regrouping, or even eliminating activities is often at the root of a major improvement in competitive position. A good example is in appliances, where Italian firms transformed manufacturing and exploited an entirely new channel of distribution to become world export leaders in the 1960s and 1970s. In cameras, Japanese firms became world leaders by simultaneously commercializing single lens reflex technology, transforming manufacturing into automated mass production, and pioneering mass marketing.

A company’s value chain for competing in a particular industry is embedded in a larger stream of activities that I term the value system (see Figure 2–4). The value system includes suppliers, who provide inputs (such as raw materials, components, machinery, and purchased services) to the firm’s value chain. On its way to the ultimate buyer, a firm’s product often passes through the value chains of distribution channels. Ultimately, products become purchased inputs to the value chains of their buyers, who use the products in performing activities of their own.

Competitive advantage is increasingly a function of how well a company can manage this entire system. Linkages not only connect activities inside a company but also create interdependencies between a firm and its suppliers and channels. A company can create competitive advantage by better optimizing or coordinating these links to the outside. Frequent and timely deliveries by suppliers (a practice now widely termed kanban after its Japanese innovators), for example, can lower a firm’s handling costs and reduce the required level of inventory. But the opportunities for savings through coordinating with suppliers and channels go far beyond logistics and order processing, and encompass R&D, after-sale service, and many other activities. A company, its suppliers, and its channels can all benefit from better recognition and exploitation of such linkages.9 The ability of a nation’s firms to exploit linkages with home-based suppliers and customers will prove important to explaining the nation’s competitive position in an industry.
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FIGURE 2–4 The Value System



The value chain provides a tool for understanding the sources of cost advantage.10 A firm’s cost position is its collective cost of performing all the required activities relative to competitors, and cost advantage can occur in any activity. Many managers view cost too narrowly and concentrate on manufacturing. Successful cost leaders, however, are often also low-cost product developers, low-cost marketers, and low-cost service providers. They draw cost advantage from throughout the value chain. Gaining cost advantage also usually requires optimizing the linkages among activities as well as close coordination with suppliers and channels.

The value chain also exposes the sources of differentiation. A firm creates value for its buyer (and hence meaningful differentiation) if it lowers its buyer’s cost or raises the buyer’s performance in ways the buyer cannot match by purchasing from competitors. Differentiation results, fundamentally, from the way a firm’s product, associated services, and other activities affect its buyer’s activities. There are many points of contact between a firm and its buyers, each of which represents a potential source of differentiation. The most obvious is the impact of the firm’s product itself on the buyer activity in which it is used; for example, a computer used by the buyer for order processing or a detergent used in washing clothes. Creating value at this level can be called first-order differentiation. But virtually all products have more complex influences on their buyers. A component assembled into a buyer’s product, for example, must be handled in incoming inventory and repaired as part of the buyer’s product if it fails. Each of these more indirect product impacts leads to further opportunities for differentiation. In addition, almost any other firm activity can affect the buyer as well. For example, the supplier’s engineering group can assist in designing the supplier’s product into the buyer’s product. Such higher-order connections between a firm and its buyer are potentially additional sources of differentiation.

The varying bases for differentiation in different industries will prove to be important to national competitive advantage. There are systematic differences in the types of buyer relationships in which particular nations’ firms excel. Swiss, German, and Swedish firms are often successful in industries where close collaboration with buyers is required and after-sale service requirements are substantial. Japanese and American firms tend instead to prosper when products are more standardized.

The value chain allows a deeper look not only at the types of competitive advantage but also at the role of competitive scope in gaining competitive advantage. Scope is important because it shapes the nature of a firm’s activities, the way they are performed, and how the value chain is configured. By selecting a narrow target segment, for example, a firm can tailor each activity precisely to the segment’s needs and potentially achieve lower cost or differentiation compared to the broader-line competitors. Alternatively, broad scope may lead to competitive advantage if the firm can share activities across industry segments or even when competing in related industries. German chemical companies such as BASF, Bayer, and Hoechst, for example, compete in many chemical product industries but employ common sales forces and common production facilities across certain product groups. Similarly, Japanese consumer electronics producers like Sony, Matsushita, and Toshiba reap advantages from competing in related industries such as television sets, audio equipment, and VCRs. These firms use the same brand names and international marketing networks, take advantage of common product and process technologies, and employ joint purchasing.

A prominent reason why firms gain competitive advantage is that they choose a different scope from competitors, by focusing on a different segment, altering geographic breadth, or combining the products of related industries. Swiss hearing-aid producers, for example, concentrated on high amplification units for patients with severe hearing problems, achieving superior performance compared to less focused American and Danish competitors. Becoming one of the first companies to compete globally against domestic competitors still concentrating on their home nation is another common means of bolstering competitive advantage. The home nation plays an important role in how these differences in scope emerge.


CREATING ADVANTAGE


Firms create competitive advantage by perceiving or discovering new and better ways to compete in an industry and bringing them to market,11 which is ultimately an act of innovation. Innovation here is defined broadly, to include both improvements in technology and better methods or ways of doing things. It can be manifested in product changes, process changes, new approaches to marketing, new forms of distribution, and new conceptions of scope.12 Innovators not only respond to possibilities for change, but force it to proceed faster. Much innovation, in practice, is rather mundane and incremental rather than radical. It depends more on a cumulation of small insights and advances than on major technological breakthroughs. It often involves ideas that are not “new” but have never been vigorously pursued. It results from organizational learning as much as from formal R&D. It always involves investment in developing skills and knowledge, and usually in physical assets and marketing effort.

Innovations shift competitive advantage when rivals either fail to perceive the new way of competing or are unwilling or unable to respond. This can be the result of many causes, among them complacency, inertia, inflexible or specialized assets, or mixed motives. For example, Swiss watch producers had mixed motives in responding to Timex’s (United States) inexpensive, disposable watch, for fear of undermining the Swiss image of quality and precision. They also had production facilities totally unsuited to mass-producing low-priced watches. Without a new approach to competing, however, the challenger will rarely succeed. Unless the innovator alters the nature of competition, retaliation by established leaders will usually be vigorous and effective.

In international markets, innovations that yield competitive advantage anticipate both domestic and foreign needs. For example, as international concern for product safety has grown, Swedish companies like Volvo, Atlas Copco, and AGA have succeeded by being early to anticipate the market opportunity in this area. On the other hand, innovations that respond to concerns or circumstances that are peculiar to the home market can actually retard international competitive success.

The possibilities for new ways of competing usually grow out of some discontinuity or change in industry structure. Sometimes, such changes have long presented an opportunity that has gone unnoticed. The most typical causes of innovations that shift competitive advantage are the following:

1. New technologies. Technological change can create new possibilities for the design of a product, the way it is marketed, produced, or delivered, and the ancillary services provided. It is the most common precursor of strategic innovation. Industries are born when technological change makes a new product feasible. Germany first became the leader in medical imaging products, for example, after the discovery of X-rays in Germany. Leadership is most likely to change in industries when a nonincremental technological change makes obsolete or nullifies the knowledge and assets of existing leaders. For example, Japanese firms have gained a position in medical imaging (vis-à-vis German and American firms) due to the emergence of new electronics-based technologies that substitute for traditional X-rays in some applications.

It is hard for firms steeped in an old technological paradigm to perceive the significance of a new one. It is often even harder for them to respond to it. The leading American vacuum tube competitors (RCA, General Electric, GTE-Sylvania) all entered the semiconductor industry, for example, but none succeeded. Newly started competitors in semiconductors such as Texas Instruments were more committed to the new technology and had organizations with people, attitudes, and management systems better able to develop it.

2. New or shifting buyer needs. Competitive advantage is often created or shifts when buyers develop new needs or their priorities change significantly. Established competitors may fail to perceive the new needs or be unable to respond because meeting them demands a new value chain. American fast-food firms gained advantage internationally, for example, as buyers in many nations came to value convenience and consistency, and local restaurants were slow to adapt. The operation of a fast-food chain is radically different from that of a traditional restaurant.

3. The emergence of a new industry segment. The opportunity for creating advantage arises when a new distinct segment of an industry emerges or a new way is conceived to regroup existing segments. The possibilities encompass not only new customer segments but also new ways of producing particular items in the product line or new ways to reach a particular group of customers. A good example is the lift truck industry, where Japanese firms perceived an underserved segment in small lift trucks for general-purpose applications. By focusing on this segment, they were able to standardize designs and transform the manufacturing process into one employing much higher levels of automation. This example illustrates how serving a new segment frequently creates the potential to substantially reconfigure the value chain, something established competitors may find difficult.

4. Shifting input costs or availability. Competitive advantage frequently changes when a significant change occurs in the absolute or relative costs of inputs such as labor, raw materials, energy, transportation, communications, media, or machinery. This may reflect new conditions in supplier industries, or perhaps the possibility of using a new or different type or quality of input. A firm gains competitive advantage by optimizing based on the new conditions while competitors are saddled with assets and approaches tailored to the old ones.

A classic example is the shift in relative labor cost among nations. Korea and now other Asian nations have become competitive in relatively simple international construction projects as wages in more industrialized countries have risen. More recently, a steep fall in the cost of transportation and communications is allowing new ways of organizing and managing firms that lead to competitive advantage, such as the ability to rely more on specialist outside suppliers and the ability to operate a truly global production system.

5. Changes in government regulations. Adjustments in the nature of government regulation, in areas such as product standards, environmental controls, restrictions on entry, and trade barriers, are another common stimulus to innovations which result in competitive advantage. Existing industry leaders have tailored their activities to one regulatory regime, and a shift in that regime may find them unable to respond. American securities firms are benefiting from a reduction in financial market regulation around the world, for example, because American regulators pioneered this trend and U.S. firms have already learned to deal with it.

MOVING EARLY TO EXPLOIT STRUCTURAL CHANGE


These triggers result in competitive advantage for those companies who can perceive their significance early and move aggressively to exploit them. In a remarkable number of industries, early movers sustained position for decades. The German and Swiss dye companies (Bayer, Hoechst, BASF, Sandoz, Ciba, and Geigy, later merged into Ciba-Geigy) have sustained their positions as international leaders since before World War I. Procter & Gamble, Unilever, and Colgate have been international leaders in detergents since the 1930s.

Early movers gain advantages such as being first to reap economies of scale, reducing costs through cumulative learning, establishing brand names and customer relationships without direct competition, getting their pick of distribution channels, and obtaining the best locations for facilities or the best sources of raw materials or other inputs. Moving early can allow a firm to translate an innovation into advantages of other sorts that may well be more sustainable. The innovation itself may be copied but the other competitive advantages often remain.

Early movers gain the greatest competitive advantage in those industries where economies of scale are significant and where customers are most conservative about switching suppliers. Here, entrenched positions are the most difficult to challenge. The longevity of early mover advantages depends on whether there are subsequent industry structural changes that nullify them. In many branded consumer packaged goods, for example, brand loyalties are long lived and technical change has been incremental. Brands like Ivory Soap, M&M/Mars, Lindt, Nestlé, and Persil have preserved leadership for generations.

Every significant structural change in an industry creates opportunities for new early movers. In watches, for example, the emergence of mass distribution channels, mass marketing, and mass production in the 1950s and 1960s allowed Timex and Bulova (both American) to overtake the Swiss in unit sales. Later, the shift from mechanical to electronic technology in watches provided the discontinuity that made it possible for Seiko, Citizen, and later Casio (all Japanese) to achieve leading positions. The early movers in one technological or product generation may well face disadvantages in moving to the next one, because their assets and skills are specialized.

Yet the watch case illustrates another important principle; early movers will not succeed unless they correctly forecast industry changes. American companies (for example, Pulsar, Fairchild, and Texas Instruments) were early entrants into electronic watches, often from positions as semiconductor producers. However, they bet heavily on light emitting diode (LED) displays. This technology proved inferior to liquid crystal displays (LCD) for less expensive watches and traditional (analog) displays combined with quartz movements for watches in higher price ranges. Seiko chose not to introduce an LED watch at all, but moved early to emphasize LCD and quartz analog technology. The introduction of LCD and quartz paved the way for Japanese firms to take over industry leadership in mass-marketed watches, and for Seiko to become the world leader.

PERCEIVING AND PURSUING INNOVATION


Information plays a large role in the process of innovation-information that is not sought or available to competitors, or information available to others that is interpreted in new ways. Sometimes it results from sheer investment in market research or R&D. It is striking, though, how often innovators are those firms that are simply looking in the right place, unencumbered by or unconcerned with conventional wisdom.

Often, innovators are “outsiders,” in some way, to the existing industry. Innovation may come from a new company, whose founder has a nontraditional background or was simply not appreciated in an older, established company. Or the capacity for innovation may come into an existing company through senior managers who are new to the industry and thus more able to perceive opportunities and are bolder in pursuing them. Or innovation may occur as a company diversifies, bringing new resources, skills, or perspectives to another industry. Or innovations may come from another nation with different circumstances or ways of competing.

Outsiders may be better able to perceive new opportunities. Or they may possess the different expertise and resources required to compete in a new way. Leaders of innovating companies are frequently also outsiders in a more intangible, social sense. They are not part of the industrial elite nor are they viewed as accepted participants in the industry. This makes such companies less concerned with violating established norms or engaging in unseemly competition.

With few exceptions, innovation is the result of unusual effort. The firm that successfully implements new or improved ways of competing is the one that doggedly pursues its approach, often in the face of obstacles. The strategy is the personal crusade of an individual or group. As a consequence, innovation often results from pressure, necessity, or even adversity. The fear of loss often proves more powerful than the hope of gain.

Companies that innovate are frequently not established leaders, or even large companies, for many of these reasons. Any economies of scale in R&D that would favor large firms are outweighed by the fact that many innovations do not involve complicated technology, and large firms face many barriers to perceiving and acting on discontinuities. In our research, larger companies were often supplanted by smaller ones. Where the innovators were large firms, they were often new entrants to the industry from an established position in another industry.13

Why are some companies able to perceive new ways to compete and others are not? Why do some companies do so earlier than others? What makes some companies able to better anticipate the proper directions of change? Why is unusual effort applied? These fascinating questions will prove to be central ones in the chapters that follow. The answers lie in such areas as the directions in which companies’ attention is focused, the possession of the proper types of resources and skills, and the pressures faced to change. The national environment plays an important role in all these things. In addition, the degree to which the national environment supports the emergence of “outsiders” from within the nation, preventing the loss of positions in established and new industries to firms from some other nation, will be an important influence on national prosperity.

SUSTAINING ADVANTAGE


The sustainability of competitive advantage depends on three conditions. The first is the particular source of the advantage. There is a hierarchy of sources of competitive advantage in terms of sustainability. Lower-order advantages, such as low labor costs or cheap raw materials, are relatively easy to imitate. Competitors can often readily duplicate such advantages by finding another low-cost location or source of supply, or nullify them by producing or sourcing in the same place. In consumer electronics, for example, Japan’s labor cost advantage has long since been lost to Korea and Hong Kong. Firms based in these nations, in turn, are already being threatened by even lower-cost labor in Malaysia and Thailand. Japanese consumer electronics producers have established overseas production that follows this progression. Also at the lower end of the hierarchy of advantage are cost advantages due solely to economies of scale using technology, equipment, or methods sourced from or also available to competitors. Such economies of scale are nullified when new technology or methods make the old ones obsolete, or new product designs have the same effect.

Higher-order advantages, such as proprietary process technology, product differentiation based on unique products or services, brand reputation based on cumulative marketing efforts, and customer relationships protected by high customer costs of switching vendors, are more durable. Higher-order advantages are marked by a number of characteristics. The first is that achieving them requires more advanced skills and capabilities such as specialized and highly trained personnel, internal technical capability, and, often, close relationships with leading customers.

Second, higher-order advantages usually depend on a history of sustained and cumulative investment in physical facilities and specialized and often risky learning, research and development, or marketing.14 Performing some activities such as advertising, selling, and R&D creates tangible and intangible assets in the form of a reputation, customer relationships, and a pool of specialized knowledge. Frequently, moving early means that the firm has invested longer in building them than competitors. Competitors must invest as much or more to replicate such advantages, or find ways to invent around them. Finally, the most durable advantages combine larger cumulative investment with superiority in performing the activities involved, that gives the advantages a dynamic character. Ongoing rapid investment in process technology, marketing, global service networks, or rapid new product introduction often makes it even more difficult for competitors to respond.15 Higher-order competitive advantages are not only more sustainable but are associated with higher levels of productivity.

Pure cost advantages are frequently less sustainable than differentiation. One reason is that any new source of lower cost, even one less sophisticated, can nullify a firm’s cost advantage. If labor is cheap enough, for example, even much higher efficiency can be nullified, unlike the case with differentiation advantages which normally must be matched to be exceeded. In addition, pure cost advantages are more vulnerable because new product designs or other forms of differentiation can eliminate a cost advantage in delivering old ones.

The second determinant of sustainability is the number of distinct sources of advantage a firm possesses. If a firm rests on only one advantage, such as an inherently less costly product design or access to a cheap raw material, competitors will concentrate on nullifying or overcoming this advantage. Firms with histories of sustained leadership tend to proliferate advantages throughout the value chain. Japanese small copier producers, for example, have advanced features, low manufacturing costs because of flexible automation, extensive dealer networks providing wider sales coverage than the traditional direct sale approach, and high levels of reliability that reduce after-sale service costs. Numerous advantages raise the ante for competitors who seek to imitate.

The third, and most important, reason competitive advantage is sustained is constant improvement and upgrading. Virtually any advantage can be replicated sooner or later if a leader rests on its laurels. In order to sustain advantage a firm must become a moving target, creating new advantages at least as fast as competitors can replicate old ones.

The first task is to improve relentlessly the firm’s performance against its existing advantages—for example, more efficient operation of its production facilities or more responsiveness in terms of customer service. This makes it more difficult for competitors to nullify them without extraordinary rates of improvement.

In the long run, however, sustaining advantage demands that its sources be expanded and upgraded, by moving up the hierarchy to more sustainable types. This is precisely what Japanese automakers have done. They initially penetrated foreign markets with inexpensive compact cars of adequate quality, and competed on the basis of lower labor costs. Even while their labor-cost advantage persisted, however, the Japanese companies were upgrading. They invested aggressively to build large modern plants to reap economies of scale. Then they became innovators in process technology, pioneering just-in-time production and a host of other quality and productivity practices. This led to better product quality, repair records, and customer satisfaction ratings than foreign rivals. Most recently, Japanese automakers have advanced to the vanguard of product technology and are introducing new, premium brand names.

Sustaining advantage requires change. It demands that a company exploit, rather than ignore, industry trends. It also demands that a company invest to close off the avenues along which competitors could attack. If biotechnology threatens to change the nature of pharmaceutical research, for example, a pharmaceutical company seeking to sustain advantage must move early to develop superior biotechnology capability. Sure signs of waning competitive advantage are hoping that a new technology will disappear, dismissing a new buyer segment, or ignoring a new distribution channel—responses that are all too common.

To sustain its position, a firm may have to destroy old advantages to create new, higher-order ones. For example, Korean shipbuilding firms did not become international leaders until they aggressively expanded the scale of their shipyards, moved to adopt new building techniques that substantially boosted productivity by reducing labor content, and developed the technical capabilities to build more sophisticated vessels. All these steps reduced the importance of labor costs at a time when Korean firms still enjoyed a labor cost advantage. The apparent paradox involved in nullifying old advantages often deters firms from upgrading. If firms fail to take the painful and seemingly counterintuitive step of doing so, however, competitors will do it for them. How a firm’s national environment influences the likelihood of this sort of behavior is a subject that will occupy us later.

The reason so few firms sustain their position is that change is extraordinarily painful and difficult for any successful organization. Complacency is much more natural. The past strategy becomes ingrained in organizational routines. Information that would modify or challenge it is not sought or filtered out. The past strategy takes on an aura of invincibility and becomes rooted in company culture. Suggesting change is tantamount to disloyalty.16 Successful companies often seek predictability and stability. They become preoccupied with defending what they have, and any change is tempered by the concern that there is much to lose. Supplanting or superseding old advantages to create new ones is not considered until the old advantages are long gone. The past strategy becomes ossified, and structural change in the industry then leads to shifting market leadership. Smaller firms or those new to the industry, not bound by history and past investments, become the innovators and the new leaders.

The ability to modify strategy is also blocked by the fact that a company’s past strategy becomes embodied in skills, organizational arrangements, specialized facilities, and a reputation that may be inconsistent with a new one. Indeed, such specialization is integral to gaining advantage in the first place. Reconfiguring the value chain is difficult and costly. In large firms, sheer scale also makes altering the strategy difficult. The process of modifying strategy frequently involves a sacrifice in financial performance and unsettling, sometimes wrenching, organizational adjustments. Firms without the legacy of a past strategy and past investments may well face lower costs of adopting a new strategy, not to mention fewer organizational difficulties. This is one reason why “outsiders,” as I have defined them, are often the innovators.17

The behavior required to sustain advantage, then, is in many respects an unnatural act for established firms. Companies that manage to overcome inertia and the barriers to changing and upgrading advantage are most often those that have been stimulated by competitive pressure, buyer demands, or technical threats. Few companies make significant improvements and strategy changes voluntarily; most are forced to. The pressure to change is more often environmental than internal.

The managements of companies that sustain competitive advantage always run a little scared. They acutely sense external threats to competitive position and respond to them. How such behavior is catalyzed by circumstances within a nation is an important theme in subsequent chapters.

COMPETING INTERNATIONALLY

These basic principles of competitive strategy apply whether a firm is competing domestically or internationally. To understand the role of the nation in competitive advantage, however, we are particularly concerned with industries in which competition is international. We must understand how firms create competitive advantage through international strategy, and how this reinforces competitive advantages gained at home.

The pattern of international competition differs markedly from industry to industry. At one end of the spectrum, international competition takes a form that can be termed multidomestic. Competition in each nation (or small group of nations) is essentially independent. The industry is present in many nations (there is a consumer banking industry in Korea, one in Italy, and one in the United States, for example), but competition takes place on a country-by-country basis. A bank’s reputation, customer base, and physical assets in one nation, for example, have little or no impact on its success in consumer banking in other nations. Some competitors may be multinational firms, but their competitive advantages are largely confined to each country in which they compete. The international industry is a collection of essentially domestic industries, hence the term multidomestic. Industries in which competition has traditionally taken this form include many types of retailing, many consumer food products, wholesaling, life insurance, consumer finance, simple metal fabrication, and caustic chemicals.

At the other end of the spectrum are global industries, in which a firm’s competitive position in one nation significantly affects (and is affected by) its position in other nations. Rivals compete against each other on a truly worldwide basis, drawing on competitive advantages that grow out of their entire network of worldwide activities.18 Firms combine advantages created at their home base with others that result from a presence in many nations, such as economies of scale, the ability to serve multinational customers, and a transferable brand reputation. Global competition occurs in such industries as commercial aircraft, television sets, semiconductors, copiers, automobiles, and watches. Industries have increasingly become global in the postWorld War II period.

In the extreme case of a multidomestic industry, there is no issue of national advantage or international competitiveness. Virtually every nation will have such industries. Many, if not most, of the firms that compete in them will tend to be owned locally, because country-by-country competition makes it difficult for foreign firms to gain a competitive advantage. International trade in such industries will be modest or nonexistent. Foreign ownership, to the extent that it does occur, will tend to be largely passive and involve only modest control from central headquarters. Local jobs, local corporate citizenship, and the location of research will not be major issues, because the national subsidiary will control most if not all of the important activities necessary to compete. There are few debates about trade problems in industries such as retailing and metal fabrication.

Global industries, in contrast, are the battleground on which firms from different nations compete in ways that significantly affect national economic prosperity. The ability to achieve competitive advantage in global industries carries high stakes for both international trade and investment.

In global industries, firms are compelled to compete internationally in order to achieve or sustain competitive advantage in the most important industry segments. There may well be segments in such industries that are domestic because of unique national needs, in which purely domestic firms can prosper. But choosing a domestic focus in a global industry is perilous, no matter what the firm’s home nation.

COMPETITIVE ADVANTAGE THROUGH GLOBAL STRATEGY


A global strategy is one in which a firm sells its product in many nations and employs an integrated worldwide approach to doing so.19 Just being a multinational does not imply a global strategy if the multinational has freestanding subsidiaries that operate independently in each nation. For example, many European (for example, Brown Boveri, now Asea-Brown Boveri, and Philips) and some American multinationals (such as General Motors and ITT) have historically competed in this way, diminishing their competitive advantage and providing an opportunity for competitors to overtake them.

In a global strategy, a firm sells in many if not all of the nations that represent significant markets for its product. This creates scale to amortize R&D costs and to allow the use of advanced production technology. The question becomes how to locate and manage the value chain for selling worldwide.

A global approach to strategy provides two distinctive ways in which a firm can gain competitive advantages or offset domestic disadvantages. The first is in the way a global firm can spread activities among nations to serve the world market. The second is via the ability of a global firm to coordinate among the dispersed activities.20 The location of activities in the value chain most related to the buyer, such as marketing, physical distribution, and after-sale service, is usually tied to where the buyer is located. Selling in Japan, for example, usually requires a firm to have salespeople or distributors stationed in Japan and to provide for after-sale service in Japan. The location of other activities may also be tied to the buyer’s location because of high transportation costs or the need for close interchange. In many service industries, for example, the production, delivery, and marketing of the service must take place near the buyer. Usually, the firm must physically locate the capability to perform such activities in each of the nations in which it operates.

In contrast, activities such as manufacturing and in-bound logistics as well as support activities such as technology development and procurement can be frequently decoupled from the buyer’s location. They can be performed anywhere. In a global strategy, a firm locates such activities to optimize its cost position or differentiation from a worldwide perspective. A firm may establish one large plant from which it serves the world market, for example, reaping economies of scale. Few activities need, as a matter of necessity, to be performed in the home nation.

The strategic choices unique to global strategy can be summarized in two essential dimensions.

• Configuration: Where, and in how many nations, each activity in the value chain is performed. For example, do Sony or Matsushita produce VCRs in one large plant in Japan or establish additional plants in the United States and the United Kingdom?

• Coordination: How dispersed activities, or activities performed in several different nations, are coordinated. Is the same brand name or sales approach used in each nation, for example, or does each marketing subsidiary choose a separate brand or sales channel tailored to its local circumstances?

In multidomestic competition, multinationals have largely autonomous subsidiaries in each nation and manage them like a portfolio. In global competition, firms seek to gain much greater competitive advantage from their international presence, through locating activities with a global perspective and coordinating actively among them.

GLOBAL CONFIGURATION


In configuring its worldwide activities in an industry, a firm faces two broad choices. One is whether to concentrate activities in one or two nations or disperse them to many nations. The second is the choice of nations in which to locate particular activities.

Concentrating Activities. In some industries, competitive advantage arises from concentrating activities in one nation and exporting components or finished goods to foreign markets. This occurs where there are significant economies of scale in performing an activity, a steep learning curve that creates advantages from having only one location, or advantages in locating linked activities in the same place to allow better coordination. Concentrated, or export-based, global strategies are typical in industries such as aircraft, machinery, materials, and agriculturally related products. Normally, activities are concentrated at the firm’s home base.

Concentrated global strategies are more typical in some nations than others. They are common in Korea and Italy, where today most products are designed and produced at home and only marketing takes place abroad. In Japan, this has also been the pattern in most internationally successful industries, though Japanese firms are rapidly dispersing activities such as purchasing and assembly for various reasons. The types of international strategies that are encouraged or supported in a nation influence the nature of industries in which the nation competes successfully.

Dispersing Activities. In other industries, competitive advantages arise (or home-base disadvantages are overcome) from dispersing activities to several or many nations. Dispersing activities involves foreign direct investment (FDI). It is favored in industries where there are high transportation, communication, or storage costs that make it inefficient to operate from a central location, and by the presence of risks of performing an activity in one location: exchange rate risks, political risks, and risks of supply interruption.

Dispersed activities are also favored where local product needs differ substantially. The resulting need to tailor products extensively to national markets reduces the scale or learning advantages of operating a single large plant or research laboratory. Another important motivation for dispersing activities is to enhance local marketing in a foreign nation, by signaling commitment to local buyers and/or providing greater local responsiveness. Dispersing an activity to many nations can also allow a firm to accumulate expertise in the activity via information gained from several locations (provided the firm can coordinate across subsidiaries).

Government is a powerful force in some industries for dispersing activities, through tariffs, nontariff barriers, and nationalistic purchasing. Government typically wants a firm to locate an entire value chain in its nation, because this is seen as creating benefits and spillovers to the nation that extend beyond local content.21 Finally, dispersing some activities may sometimes allow the benefits of concentrating others to be gained. For example, placating the national government by performing final assembly in a nation may allow freer import of components from large-scale, centralized component plants located elsewhere.

The choice of concentrating or dispersing activities depends ultimately on the particular activity. In the truck industry, leaders such as Daimler-Benz, Volvo, and Saab-Scania conduct most R&D and component production at home but assemble products in a number of countries. The best configuration will differ from industry to industry. It may also differ among segments in the same industry.

Some examples will illustrate a number of these points. Swedish firms have highly dispersed strategies in a number of industries related to mining. Buyers in this sector value an extensive local presence by suppliers to provide service and technical assistance. In addition, local government ownership or involvement in the mining sector is nearly universal. Political considerations demand a local presence to respond to government’s preference for a local supplier. Swedish firms such as SKF (ball bearings) and Electrolux (appliances) also tend to have highly dispersed strategies involving extensive FDI and relatively autonomous foreign subsidiaries, a function of differences in product needs among nations, the need for close proximity to buyers in marketing and service, and government pressures. Swiss firms also tend to have dispersed configurations in many industries, among them trading, pharmaceuticals, food, and dyes. Dispersed global strategies, involving substantial foreign direct investment, are also typical in such sectors as consumer packaged goods, health care, telecommunications, and many services.

Locating Activities. Along with a choice about the number of sites for an activity is the nation(s) in which to locate it. Activities are usually all located initially in the home nation. In a global strategy, however, a firm can choose any nation in which to assemble products, fabricate components, or even conduct research, wherever advantage lies.

Locational advantages often apply to individual activities. One of the potent benefits a global firm enjoys is the ability to spread different activities among nations to reflect different preferred locations. Thus, components can be produced in Taiwan, software written in India, and basic R&D performed in Silicon Valley.

The classic reason for locating an activity in a particular nation is factor costs. Assembly takes place in Taiwan or Singapore to take advantage of a pool of educated, motivated, but inexpensive labor. Capital is raised wherever it is available on the best terms. To fund crucial capacity additions in semiconductors, for example, NEC Corporation (Japan) financed convertible debt not in Japan (where this instrument was rare) but in Europe. Indeed, global competition has led to a growing dispersion of activities reflecting such considerations. Many American firms produce in the Far East (virtually all American disk drives are produced there, for example) while Japanese competitors in the sewing machine, sporting goods, electronic components, and other industries are active investors in Korean, Hong Kong, Taiwanese, and now Thai production.

More recently, firms have become more prone to locate activities in other nations not only to tap local factor costs but to perform R&D, gain access to specialized local skills, or develop relationships with pivotal customers. German plastics processing machinery companies and Swiss surveying equipment firms have both, for example, located research units in the United States to develop electronic controls. SKF (Sweden), a world leader in ball bearings, has a major production and R&D base in Germany, in close proximity to the many world-leading German machinery industries and the German automotive sector, important ball-bearing users.
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