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Determinants of National
Competitive Advantage

he ways that firms create and sustain competitive advantage m global

industries provide ihe necessary foundation for undersianding the role
of the home nation in the process. Yet this role is far from a simple one.
Our search for a new way of understanding national advantage must begin
from a number of premises.

First, the nature of competition and the sources of competitiveé advantage
differ widely among industries and aven indusiry segmenis, We must isolate
the influence of the nation on the firm's ability to compete in specific industries
and industry segments, and with panticular strategies, rather than in broad
sectors, We must allow for different sources of competitive advantage in
different industries rather than rely on any single, overarching one such as
labor costs or economies of scale. Since products are differentiated in many
industries, we must explain why some nations’ firms are better able o
differentiate (han others and not focus only on cost differences.

Second, global competitors often perform some activities in the value
chain ouside their home country. The globalization of competition doss
not negate the role of the home pation in competitive advantage bul does
change its character. [t means that the task is mot to explain why a firm
operating exclusively in the nation is internationally successiul, but why
the nation is 2 more or less desirable fiome base for competing in an industry.
The home base is where strategy is set, core product and process development
takes place, and the essential and proprietary skills reside. The home base

is the platform for a global strategy in the industry in which advantages
drawn from the home nation are supplemented by those from 2n integrated,
worldwide position.

Third, firms gain and sustain competitive advantage in inlernational compe-
tition through improvement, innovation, and upgrading. Innovation, as 1
described earlier, includes both technology and methods, encompassing new
products, new production methods, new ways of inarketing, identification
of new customer groups, and the like: The innovations that lead 1o competitive
advantage involve an accumulation of smail steps and protracted effort as

much as dramatic breakthroughs. '
Firms gain advantage initially theough altering the basis of compenition.

They sustain it through improving last cnough to stay ahead. This involves
not only progress in executing caisting advantages but also widening and
upgrading (he bases of competitive advantage over time, Ofien this involves
the move to more sophisticated industry segments. Innovation and upgrading
demand sustained investment both t© perceive the appropriate directions of
change and to carry them out
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As Schumpeter emphasized many decades ago, competition is profoundly
dynamic in character. The nature of economic compelition 5 not *‘equilib-
rium'’ but a perpetual state of change. Improvement and innovation in an
industry are never-ending processes, nol a single, once-and-for-all event.
Today's advantlages are soon superseded or nullified. Al the core of explaining
national advantage in an industry must be the role of the home nation in
stimulating competitive improvement and innovation.” We must explain
why a nation provides an environment in which frms improve and innovate
and continue to do so faster and in the proper directions compared to their
international rivals, The behavior required to create and especially to sustain
competitive advantage is an unnatural act in many companies, as | emphasized
in the previous chapter. We must understand what it is about a national
environment that overcomes the natural desire for stability and jars firms
into* advancing.

:Finally, firms that gain competitive advantage in an industry are often
those. that not only perceive a new markei need or the potential of a new
technology but move carly and most aggressively 1o exploit it. Each significant
structural change has the potential to nullify the competitive advantages of
previous Jeaders, creating a new opportunity for shifting competitive position
through :an - i.-.a:l} response. We must explain why firms from parnticular
nations mnuaurl;r and aggreszively to cxplmt change in particular indusiries
that foreshadows iniernational needs. -

Our task i 45 to’ go beyond simply m:ognmnn differences in compelitive
advantage among nations. The challenge is to explain them convincingly.
It is now’ widely: recognized thal economies of scale, fechnological leads,
and differentiated products create the conditions for reade; the nation whose

firms gain them in an industry are able to expor. ¥ However, the ability 1o
gain these advantages and sustain them is not a cause bul an effect. The
real question is wiich firms from which narions will reap them. We know
that some nations” firms achieve fechnological supenority, produce more
differentiated or higher-quality produets, or products which are more attuned
lo customer needs than others, The question we must answer is why.

DETERMINANTS OF NATIONAL ADVANTAGE

Why does a nation achieve international success in a particular industry?
The answer lies in four broad altributes of a nation (hat shape the environment
in which local firms compete that promote or impede the creation of competi-
tive advantage (see Figure 3—1): [

1, Factor conditions. The nation’s position in factors of production,
such as skilled labor or infrastruciure, necessary 10 compete in a given
indusiry,

2. Demand conditions. The nature of home demand for the industry’s
product or service.

3. Relared and supporting industries. The presence or sbsence in
the nation of supplier industries and related industries® that are interna-
tionally competitive.

4, Firm sirategy, structwre, and rivalry, The conditions in the nation
governing how companies are creaied, organized, and managed, and
the nature of domesiic rivalry.

The determinants, individually and as a system, create the context in
which a nation's firms-are bom and compete: the availability of resources
and skills necessary for competitive advantage in an indusiry; the information
that shapes what opportunitics are perceived and Lhe directions in which
resources and skills are deployed; the goals of the owners, managers, and
employees that are involved inor cary out wmpetanun anil most importantly,
the pressures on firms 1o invest and innovate,”
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Firms gain competitive advantage Where their home base allows and
supponts the most rapid accumulation of specialized assets and skills, some-
times due solely to greater commitment. Firms gain competitive advantage
in industries when their home base affords better ongoing information and
insight into product and process needs.” Firms gain competilive advantage
when the goals of owners, managers, and employees support intenise cominit-
ment and sustained investment. Ultimately, nations succeed in particular
industries because their home environment is the most dynamic and the
most challenging, and stimulates and prods firms to upgrade and widen
their advantages over time.

RELATED AND
SUPPORTING
INDUSTRIES

FiGuURE 3-1 The Determinanis of National Advantage

Nations are most likely to succeed in industries or industry segments
where the national *‘diamond,”” a term [ will use 10 refer to the determinants
a3 2 system, i3 the most favorable. This is not to say that all a nation’s
firms will achieve competitive advaniage in an industry. In fact, the most
dynamic the national sovironment, the more likely it is that some fims
will fail, because not all have equal skills and resources nor do they crploil
the national environment equally well. Yer those companies that emerge
from such an environment will prosper in international competition,

The “‘dizmond”’ Is a mumally reinforcing system. The effect of one
determinant is conungent on the state of others. Favorable demand conditions,
for example, will not lead to competitive advantage unless the state of
rvalry is sufficient to cause firms to respond (0 them. Advantages in oune
dererminant can also create or upgrade advantages in others.”

Competitive advantage based on only orne of two detetminants 13 possibie
in natural resource-dependent industries or industries involving little sophist-
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cated technology or skills. Such advantage usually proves unsustainable,
however, because it shifis ropidly and global competitors can éasily circum-
vent it, Advantages throughout the *‘diamond”" are necessary for achieving
and sustaiming competitive success in the knowledge-intensive indusiries
that form the backbone of advanced economies. Advantage in every determi-
nant is not & prerequisite for competiive advantage in an indusiry. The
inferplay of advamtage in many determinants yields seli-reinforcing benefits
that are extremely hard for foreign rivals to nullify or replicate,

Two additional variables can influcnce the national system in imporiant
ways, and are nccessary to complete the theory. These are chance and
government. Chance events are developments outside the control of firms
{and usually the nation’s government), such as pure inventions, breakthroughs
in basic technologies, wars, external political developments, and major shifts
in foreign market demand. They create discontinuities that can unfreeze or
reshape industry structure and provide the opportunity for one nation’s firms
to supplant another’s. They have played an important role in shifting compet-
tive advantage in many industries,

The final element necessary to complete the picture is government. Govern-
ment, at all levels, can improve o detract from the national advaniage,
This rale is seen most clearly by examining how policies influence each of
the determinants. Antitrust policy affects domestic rivairy, Regulation can
alter home demand conditions. lovestments in education can change factor
conditions. Government purchases can stimulate relaed and supporting indus-
ries. Policies implemented without consideration of how they influence
the entire system of determinants are as |ikely to undermine national advantage
as enhance 1f.

The balance of this chapter will cxplore the influsnce of the determinants
individually and jointly on the ability of a nation’s firms 1o achieve competitive
advantage in a particular industry. In the mext chapter, 1 will turn to the
way the determinants affect each other a8 a dynamic and evolving system,

The basic unil of analysis for understanding national advantage is the
industry. Mations succeed not in isolated industnies, however, but in clusters
of industries connected through vertical and horizontal relationships: A na-
tion’s ecopomy contains a mix of clusters, whose makeup and sources of
compelitive advaniage (or disadvantage) reficer the state of the economy's
development. How entire national economies develop in intermational com-
petitive terms will be a subject 1 will retum to later.

THE ROLE OF CHANCE

The determinants of national advantage shape the environment for competing
in particular industries. In the histories of most of the successful industries
we studied, however, chance evenls also played a role. Chance events are
occurrences that have litthe 1o do with circumstances in a nation and are
often largely outside the power of firms {and often the national government)
o influgnce. Some examples which are particularly important in influencing
competitive advantage are the following:

= Acts of pure invention

* Major technological discontinuities (for example, biotechnology,

microelectronics)®.

+ Discontinuinies:in.input costs such as the oil shocks

+ Significant shifts in world financial markels or exchange rates

+ Surges of world or regional demand

= Political decisions by foreign governments

» Wars
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_(_Ihum:e. events are important because they create discontinuities that allow
shifts in competitive position. They can nullify the advantages of previously
established competitors and create the potential that 3 new nation's firms
can supplant them to achieve competitive advantage in response to new
and different conditions. The advent of micreelectronics, for example, was
enormously imporiant in neutralizing American and German dominance i
numerous clectromechanically based industries. 1t provided an’ opportunity
for Japanese firms (and others) to gain position. Similarly, a surge in demand
for ships gave Korea the opportunity to enter the shipbuilding industry
against Japan. The apparel industry developed in Singapore afier Western
nations placed quotas on apparel impons from Hong Kong and Japan, while

the world-leading Korean wig industry prospered only after Amenca banned
imports from China during the cold war,

., The determinants of national advaniage work together as a powerful system
for sustaining advantage. However, this system is 10 some exten specialized
to a particular industry structure. A discontinuity is necessary to aller the
bases of advantage enough to allow a new specialized national **diamond™"
to supplant another.

Chance events play their role panly by altering conditions in the ''dia-
mond."* Majar shifts in input costs or exchange rates, for example, create
seleetive factor disadvantages that catalyze periods of si gnificant innovanon.
Wars viewed from this perspective can raise the level and urgency of local
ceientific investments (factor creation) and disrupt customer relationships
{demand conditions). Werld War 1 caused the loss of foreign assets and
trademarks (including Bayer aspirin) of German chemical companies. It
also provided a dramatic stimulus for the chemical industries in the United
States. the United Kingdom, and Switzerland, Because of their neutrality
in World War I, Switzerland and Sweden benefited enormously in many
industries.

Chance events have asymmetric impacts on different nations. The two
oil shocks hit energy-dependent nations carlier and harder. Wars often have
very different effects on winners and losers, It is interesting that the defeated
powers, Germany, Japan, and laly, arc perhaps the three most successful
nations in the EEOSIWM perind in terms of broadly based success i intemnational
competition.* Nations that feel the effect of a chance event firsl, or most
severely, may move early 1o deal with it. The oil shocks ultimately helped
upgrade Japanese industry, because Japan was especially vulnerable to energy
costs and took aggressive steps Loward energy conservation.

While chance svents can allow shifts in competitive advantage in an
industry, national attributes play an important tole in whar nation explois
theme. The nation with the most favorable *'diamond”™ will be most likely
to convert chance events into competitive advantage. This will reflect an
environment aligned to the new sources of advantage and firms pressured
to move most aggressively to seize them,

InvveNTION, ENTREFRENEURSHIF, AND CHANCE

Invention and entreprénetirship are al the heart of national advantage. Some
believe these acts are largely random; a visionary or iInyealor might be located
in any nation. which means that the birth of a world-class industry can
iake place anywhere, IT we aceepl ihis view, the determinants become
important in developing an industry but its initial formatien |s & chance
event.
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Our rescarch shows that neither entrepreneurship nor invention is random;
assigning a role to chance does not mean that industry success is wholly
unpredictable. Forexample, the United States is such a favorable environment
for commercializing medical innovations that dozéns of American entrepre.-
neurs sprang up in most new product and service areas. In fact, foreign
entrepreneurs have come to the United States to start their medical products
companies because it is such a hospitable environment for this panicular
sector.

The determinants play a major role in locating where invention and entre-
prencurship are most likely to oceur in a particular industry. Demand condi-
tions signal needs better in some nations than others. National factor creation
mechanisms affect the pool of knowledge and talent. Supplier industries
provide crucial help or are the source of new entrants. And so on. What
looks like chance is actually the result of differences in national environments.
The particular firm or individual that will do the innovating is less predictable,
though. than the nation or nations in which they are likely to be located,

Sometimes the act of invention is indeed wholly decoupled from other
national characteristics. For example, insulin was first isolated in Canada
despite the lack of particularly favorable demand, scientific infrastructure,
or other national circumstances bearing on insulin, Whether such plite inven-
tions, or isolated acts of entreprencurship, developinto a competitive industry,
however, is again not random. The “'diamond'* has 3 major influence on
the ability to convert an invention or tnsight into an internationall ¥ competitive
industry. If a nation has only the invention, other nations’ firms will be
likely to appropriate it. Insulin, for example, was wmed into an international
commercial success by companics based in Denmark and the United Slales,
not in Canada. Both Denmark and the United States possessed favorable
demand conditions, specialized factor peals, and other advantages. Therefore,
the invention, once the basie technology was known, took root and prospered
elsewhere.

THE ROLE OF GOVERNMENT

Having described the determinants of national competitive advantage, a
final variable is the role of governmént. Government is prominently discussed
in treatments of intemational competitiveness, Many see it as a vital, if
not the most imponant, influence on modern international competition. Goy-  »
emment policy in Japen and Korea is pariicularly associated with the success
these nations” firms have enjoyed,

Ivis tempting to make governmeat the filth determinant. Yet this ic neither
comrect por the most useful way 10 understand government's role in interni-
tional competition. Government's real role in national competitive advaniage

¢ 15.in influencing the four determinants. This is illustrated schematically in
* Figure 3-5, which now reflects the complete sysiem.

Government can influence (and be influenced by) each of the four détermi-
¢ namis either positively or negatively, as should be evident from some of
4 my earlier examples. Factor conditions are gifected through subsidies, policies
i toward the capital markets, policies loward education, and the like. Govemn-
i ment's ole in shaping local demand conditions is often more sublle. Govemn-
* ment bodies establish local preduct standards or segulations that mandate
¥ or influence buyer needs. Government is also ofien a mujor buyer of many
& products in a nation, among them defense goods, elecommumcations equip-
£ ment, wircraft for the national airline, and 30 on. The way this role as a
 buyer is played can either help or burt the nation’s undusiry,

é‘ Government can shape the circumstances of relsted and supportng indus-
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ricure 3-5 The Complete System

trics in countless other ways, such as control of advertising media or regulation
of supporting services. Government policy also influences firm strategy,
structure, and rvalry, through such devices as capital market regularions,
tax policy, and antitrust laws.

Govermment policy, in turn, can be inAuénced by the determinants. Chojces
about where educational investments are made, for example, are affected
by the number of local competitors (see Chapter 4), Suong home demand
for a product may lead to early imroduction of povermment safery standards,

Itiz evident that the influence of government on the undes] ying determinants
of national competirive advinlage can be positive or uegative. By stmulating
early demand for facsimile machines, for example, the Japanese government
daded competitive udvaniage. Facsimile documents were approved as legal
documents by the Japanese Minisiy of Justice, and Japan was among the
first nations to allow the connection of facsimile machines fo normal lelephone
lines. Yet if government regullation or purchases lead 1o unusual or anachronis-
tic carly demand that distracs tocal finms froin serving international markets,
the role of government is negative, For examiple, the highly restrictive lialian
regulation of Jocal financial markets has contributed 1o the inability of Iialian
financial institutions 10 compete internationally.
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The positive and negative roles of government in the process of creating
comperitive advantage are highlighted and clarified by viewing government
as an influencer of the national “*diamond.” A far broader amay of public
policy options and outcomes is possible than 15 normally explored. The
determinants sugeest government policies that are starkly different in some
cases from those suggested by aless holistic conception of national advantage.
Attempting 1o hold down the value of a nmation's currency, for cxample,
appears desirable if factor costs are seen as the dominant determinant of
pational advantage fn a static world in which wechnology and skills are
constant. My theory emphasizes that market pressures and resulting innova-
tions can overcome faclor costs, however, 5o that undervaluation can slow
the upgrading of competitive advantage and dirgcr firms 1o less sustainable,
price-sensilive market segments. The result is a long-term loss of competitive
advantage. Government *‘help” that removes the pressures on firms w0 im-
prove and upgrade 15 counterproductive.

Government has an important influence on national competitive advantage,
though its role is inévitably parrial.® Government policy will fail if it
remains the only source of national competitive advantage. Successful policies
work in those industries where underlying determinants of national advantage
are present and where government reinforces them. Goveminent, il seems,
can~hasten or raise the odds of gaining Competitive advanage {and vice
versa) bul lacks the power (o create advantage itself. 1 will retumn 1o all
these issues when | discuss govermment policy (Chapter 12).

THE DETERMINANTS IN FERSFECTIVE

In this chapwr 1 have described the determinants of national advamage in
an industry and the role of chance and government m affecting them. The
determinants measure the extent to which the nalional environment is a
fertile one for competing n an indusiry. | described earlier the forces that
lead [wms to create and sustain competitive advaniage. The “*diamond, "’

reflecting many diverse slements of a nation, measures how well the nation
" ereates and ransmits these forces fo its firms, as well as the presence of
_the insight and tools nceded for competitive advantage.

Y. The individual determinants that define the national envirenment are miuiu-
“ally dependent because the ¢ffect of one often depends on the state of

others. Sophisticated buyers will not translaie into advanced products unless,

* for example, the guality of human resources is suflicient lo act on meeting
. buyer needs. Selective factor disadvantages will not motivate innovation

unless rivalry is healthy and company goals support sustained investment.
Al the broadest level, weaknesses in any one determinant will constiain an
 industry's potential for advancement und upgrading.

As | have deseribed the ‘*diamond,'* | have touched on many examples:

of the role of social and political history and values w influencing competitive
success, Social norms and values alfect the nawre of home demand, for
example, as well as the goals of managers and the way firms ure orgunized.
Social and political history influence the skills that have been sccumulaied
in a nation and the institutional structure within which competilion operates.
These aspects of a nation, which some called cultural, eannol be separated
from economic outcomes. Also, “culural (octors'’ are, upon close inspec-
tion, often closely intertwined with economic factors, For example, Japanese
managenent-labor relations are not particalarly cultural but a funerion of
lifetime employment, the nature of incemtive sysiems, and management
behavior loward workers. These practices ull grew out of bitter labor strife
in Japan both before and immediately after World War 1L

Cultural factors are important as they shape the envirorment facing firms,
they work through the determinants, not in isolation from them. Such influ-

£hces are important ones o compentive advantage, however, because they
change slowly and are difficult for outsiders 1o tap or emulate. Social and
political history and values create persistent differences among nations that
play a role in competitive advantage in many industries. They will be apparent
when ! tum to individual nations in Part H1.

[ have hud litde 1o say in this chapter about leaders, & popular subject
in histosical analyses of industrial or nutional success, This is not te diminish
the importance of leaders but fo suggest that they (00 do not work separately
from the determinants | liave deseribed. Leaders confront problems. chal-
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lenges, and opportunities that are produced by their nanonal enyironments..
Leaders are atteacted to different problems in different nations, a function
of the determinamis. In Japan, revered leaders such as Akio Morita and
Konosuke Matsushiia work in consumer electronics. In America, individaals
such as Thomas J. Watson, Jr., Seymour Cray, Kenneth Olson, and Steve
lobs work or have worked in computers. These are bath wstances of industries
where the pational environment is purticularly favorable for competitive
advantage. The success of leaders depends on possessing insights inta oppor-
wnities and the tools 1o exploit them, nbout which this chapter has had
much 1o say.

Indeed, one definition of o leader is someone who understands and belicves
in the determinants more than other individuals. Leaders believe in dynamics
and change. They do not accept constraints, and know that they can change
the natuve of outcomes. They are in a position 1o perceive something about
reality that has escaped others, and have (he courage 1o act. It Is often
leadership that determines which of the firns from a favorably situared
nation will succeed and fail.

S0 far, 1 have described ihe determinants of national advantage singly
and jointly, But the “"diameond'” is an intevactive system in which the parls
reinforce each other. These dynamics will be the subject of the next chapter,
along with their implications for the emergence and development of comperi-
tive industries and their eventwal loss of competitive advintage.
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