- The Competitive
| dvantage of Nations

| by Michael E. Porter

. National prosperity 15 created, not inherited. It
| does not grow out of a country’s natural endow-
ments, its labor pool, its Interest rates, or its curren-
| cy's value, 2s classical economics insists.
A nation's competitiveness depends on the capacity
of its industry to innovate and upgrade. Companies
| gain advantage against the warld’s best competitors
because of pressure and challenge. They benefit from
| having strong domestic rivals, aggressive home-
based suppliers, and demanding local customers.

DRAMMNGES BY LESLE CABARGA

In & world of increasingly global comperition, na-
tions have become more, not less, important. As the
basis of competition has shifted more and more to
the creation and assimilation of knowledge, the role
of the nation has grown. Competitive advantage is

Hurvard Business School professor Michasl E. Porter is
+he author of Competitive Strategy {Fres Press, 1980) and
Competitive Advantage (Fres Press, 1985} and will pub-
lish The Compettive Advantage of Nations (Free Press)
it May 1990
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COMPETITIVE ADVANTAGE

ereated and sustained through a highly localized pro-
cess. Differences in national vaiues, culture. eco-
nomic structures, institutions, and histories all
contribute to competitive success. There are striking
diferences in the patterns of COmpetitiveness in ey
CIy cOuntry; no nation can or will be competitive in
every or even most industries. Ultimately, nations
succeed in particular industries because their home
environment is the most forward-looking, dynamic,
and challenging,

These conclusions, the product of a four-year study
oi the patterns of competitive success in ten leading
trading nations, contradict the conventional wisdom
that guides the thinking of many companies and na-
tional governments —and that is pervasive today in
the United States. (For more abour the study, see the
insert “Patterns of National Competitive Success”’)

- According to prevailing thinking, labar costs, inter-

cst rates, exchange rates, and economies of scale are
the most potent determinants of comperttiveness, In
companies, the words of the day are merger, alliance,

| strategic parterships, collaboration, and supra-

national globalization. Managers are pressing for
more government support for particular industries.
Among governments, there is a growing tendency to
experiment with various policies intended to pro-
mote national comperitiveness—from efforts to
manage exchange rates to new measures to manage
trade to policies to relax antitrust—which usually
end up only undermining jt. [See the insert “What is

- National Competitiveness!)

These approaches, now much in faver in both
companies and governments, are flawed. They fun-
damentally misperceive the true sources of com-

short-term appeal, will virtually guarantee that the
United States—or any other advanced nation—never
achieves real and sustainable competitive advantage.

We need a new perspective and new tools—an ap-
proach to competitiveness that grows directly curof an
anzlysis of intemationally successful industries, with-
out regard for tradinonal idealogy or current intellec-
tual fashion. Weneed to know, very simply, what works
and why. Then we need to apply ic

How Companies Succeed in
Infemnational Markets

Around the world, companies that have achieved
international leadership employ strategies that differ
from each other in every respect. But while EVEry sucs
cessful company will employ its own particular
strategy, the underlying mode of operation — the char-
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acter and trajectory of all successful companies—is
fundamentally the same.

Companies achieve competitive advantage

| through acts of innovation. They approach inmova.

uon in its broadest sense, including both new tech- |
nologies and new ways of doing things. They per.
ceive a new basis for competing or find better means
{or competing in old ways. Innovatien can be mani-
fested in a new product design, a new production pro-

| cess, a new marketing approach, or a new way of

conducting training. Much innovarion 1s mundane
and incremental, depending more on a cumulation
of small insights and advances than on a single, ma-
jor technological breakthrough, It often involves

The lure of the huge

U.S. defense market has
diverted the attention

of U.S. companies from global
commercial markets.

ideas that are not even “new’ —ideas that have
been around, but never vigorously pursued. It always
involves inyestments in skill and knowledge, as
well as in physical assets and brand reputations.

Some mnovarions create competitive advantage
by perceiving an entirely new market opportunity or
by serving a market segment that others have 18-

| nored. When competitors are slow to respond, such

innovation yields competitive advantage. For in-

| stance, in industries such as autos and home elec-
petitive advantage. Pursuing them, with all their |

tronics, Japanese companies gained their initial
advantage by emphasizing smaller, more compact,
lower capacity models that foreign competitors dis-
dained as less profitable, less important, and Jessg
attractive.

In international markets, innovations that yield
comperitive advantage anucipate both domestic
and foreign needs. For example, as internarional
concern for product safety has grown, Swedish com-

| panies like Volvo, Atlas Copeo, and AGA have suc-

ceeded by anricipating the market opportunity in
this zrea. On the other hand, innovadons that re-
spond to concems or circumstances that are peculiar
to the home market can actually retard international
competitive success. The lure of the huge U 5. de-
fense market, for instance, has diverted the attention
of U.S. materials and machine-tool companies from

| attractive, global commercial markets.

Information plays a large role in the process of
innovation and improvement—information that ei-
ther is not available to comperitors or that they do
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not seck. Sometimes it comes from simple invest-
ment in research and development or market re-

search, more often, it comes from effort and from |

openness and from looking in the right place un-
encumbered by blinding assumptions or conven-
tional wisdom,

This is why innovators are often outsiders froma
different industry or a different country. Innovation
may come from a new company, whose founder has
a nontraditional background or was simply nort ap-
preciated in an older, established company. Or the
capacity for innovation may come into an existing
company through senior managers who are new to
the particular industry and thus more able to per-
ceive opportunities and more likely to pursue them.
Or inpovation may occur as a company diversifies,
bringing new resources, skills, or perspectives to
another industry. Or innovations may come from an-
other nation with different circumstances or differ-
ent ways of competing,

With few exceptions, innovation is the result of
unusual effore. The company thae successfully im-
plements a new or better way of competing pursues
its approach with dogged determination, often in the
face of harsh criticism and tough obstacles. In fact, to
succeed, innovation usually requires pressure, neces-
sity, and even adversity: the fear of loss often proves
more poweérful than the hope of gain.

Onee a company achieves competidve advantage
through an innovation, it can suscain it only through

relentless improvement. Almost any advantage can |

be imitated, Korean companies have already
matched the ability of their [apanese rivals to mass-
produce standard color relevisions and VCRs; Brazil-

Change is an unnatural act,
particularly in successful
companies; powerful forces
are atwork fo

avoid it at all costs.

ian companies have assembled technology and de-
signs comparable to ltalian competitors in casusl
leather foorwear.

Comperters will eventually and inevitably over-
take any company that stops improving and innowvar-
ing. Sometimes early-mover advantages such as
customer relationships, scale economies in existing
technologies, or the loyaity of distibution channels
are enough tO permit a stagnant company to retain its
entrenched position for years or even decades. But
sooner or later, more dynamic rivals will ind a way wo
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innovate around these advantages or create a becter |
or cheaper way of doing things. Italian appliance pro- |
ducers, which competed successfully on the basis
of cost in selling midsize and compact appliances
through large retail chains, rested too long on this ini-
tial advantage. By developing more differentiated
products and creating strong brand Fanchises, Ger-
man competitors have begun to gain ground.

Ultimately, the only way to sustain a competitive
advantage is to upgrade it -to move to more sophis-
ticated types. This is precisely what Japanese auto-
makers have done. They initially penetrated foreign
markets with small, inexpensive compaet cars of ad-
equate quality and competed on the basis of lower
labor costs. Even while their labor-cost advantage
persisted, however, the Japanese companies were up-
grading. They invested aggressively to build large
modern plants to reap economies of scale. Then they
became innovators in process technology, ploneering
just-in-time production and a host of other qualicy
and productivity practices. These process improve-
ments led to better product qualicy, better repair re-
cords, and better customer-satsfaction ratings than |
foreign competitors had. Most recently, Japanese
automakers have advanced to the vanguard of prod-
uct technology and are introducing new, premium
brand names to compete with the world's most pres-
HEIOWSs PasSenger cars,

The example of the Japanese automakers also il-
lustrates two additdonal prerequisites for sustaining
competitive advanrage. First, a company must adopt
a global approach to strategy It must sell its product
warldwide, under its own brand name, through inter-
national markering channels that it controls. A toly
global approach may even require the company to lo-

| care production or R&D facilities in other nadons o

take advantage of lower wage rates, to gain or im-
prove market access, or to take advantage of foreign
rechnology Second, creanng more sustainable advan-
tages often means that 2 company must make its ex-
isting advantage obsolete—even while it is still an
advantage. Japanese auto companies recognized this;
either they would make their advantage obsolete, or

i acompetitor would do iz for thern.

As this example suggests, innovarion and change
are inexrricably tfed wgether But change iz an unnat-
ural act, particularly in successful companies; pow-
erful forces are at work to avoid and defeat it, Past
approaches become institudonalized in standard op-
erating procedures and management controls. Train-
ing emphasizes the one comect way to do anything;
the construction of specialized, dedicated facilities
solidifies past practice into expensive brick and mor-

| tar; the existing strategy takes on an aura of invinci-

bility and becomes rooted mm the company culture. |
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Patterns of National Competitive Success

To investigate why nations Eain competitive advan:
tage i particular industries and the implications for
company strategy and national economies, [ conduc ted
a four-year study of ten imporant trading nations:

Denmark, Germany, Ttaly, lapan, Korea, Singapore,

Sweden, Switzerland, the United Kingdom, and the
United States. I was assisted by a team of more than 30
rescarchers, most of whom were natives of and hased in
the nation they studied. The rescarchers all uged the
same methodology.

Three nations—the United States, Japan, and Ger-
muny—are the world's leading industrial powers
The other nations represent a vanety of population
sizes, government policies toward industry, social phi-
losophies, geographical sizes, and locarions, Togethe,
the ten nations accounted for fully 50% of total werld
exports i I985, the base year for statistics] analysis,

Most previous analyses of national competitiveness
have focused on single nation or bilatesal comparisons
By studving nations with widely.varving characteris-
tics and circumstances, this study suught to separate
the fundamental forces undeslying national compet-
tve sdvantape from the idinsyneratic ones,

In each nation, the study consisted of twi paris. The
first identified all induscries in which the nadons
compames were internationally successiyl using

-available staristical dara, sopplementary published
Souroes and field interviews, We definsd 2 naring's in-

" -dusery as internationally successful if it possessed
= competitive advantage relarive 1o the best worldwide
s peempetitors, Many measures gf competitive advan-

- tage,;such as reported protitability, can be misléading.

. We chose as the hest indicators the presence of sub-
- -stantial and sustsined expares o3 wide array of other

_ nauons and/or significan: purhound foreign invest-
ment based on-skills and sssets created in the home
country. A nation was considered the hame base for =
company-if it was &ither g loezlly owned, indigenous

Enterpnseor managed sutonomously although owned

~by a fereign company or investors. We then creared 3
- profile of-all the industries inwhick each nation was
“intemationally successful g¢ three points in time:

1971, 1978;and 1985 The pattemn of comperdtve indus.

“tries in each economy was far fom zandom: the rask
“was to.explainit and how it had changed over time Of
‘pardcularinerest were the connections or relation-
ships among the narion's Competitive industiies.

In the second part of the study, wr examined the his-
‘tory of competition in pardcular industries to under-
stand how competitve advantage was created On the
hasis of national profiles, we selected over 100 indus-

tries or industry groups for detsiled study, we exam-
ined many more in less detail. We went back as far as
necessary to understand how and why the industry be-
gan in the nation, how it Erew, when and why compa-
nies from the nation developed international competi-
tive advantage, and the process by which competitive
advantage had been either sustained or lost, The resyfe-
ing case histories fall short of the wark of good hiso-
rian in their level of detail, bue they do provide insighe
into the development of both the industry and the na-
tion's economy.

We chose a sample of industries for each nation that
tepresented the most imporeant groups of competitive
industries in the cconomy. The industries studied ac.
counted for a large share of toral exports in each na-
tion: more than 20% of total eXports in fapan, Germa-
ny, and Switzerland, for example, and more than 40%
i South Korea. We studied some of the maost famous
and important international success stories — Germun
high-performance autosand chemicals, [apaneie sami-
conductors and VCRs, Swiss banking and pharmacen.
ticals, Tealian foorwear and textiles, LIS, commercia)
aitcraft and motion pictures-and some telatively ob-
scure but highly competitive induseries= South Eope.
an pianos, Italisn ski boots and Britishibiscuits, We
also added a few industries because theyappeared to be
paradoxes: Japanese home demand for Western-
churacter typewriters is nearly nonexistent, for exam-
ple, but Japan holds = Strong export and foreign
investment position inthe industry. We avoided indus-
tries that were highly dependent on natural resources:
such indusrries do not form the backbane of advanced
fconamies, and the eapacity to compete in them s
maore explicable using classical theary We did, how-
ever include 3 number of more technologically inten-
sive, natural-resource-related industries such as
newsprint and agriculours] chemicals,

The sample of nariops and indnsiries.gffers grick
cmpirical foundation far developing and testing the
new theory of how countries gain comperitive advan-
tageThe accompanying article concentrates og the de-
Lerminents of competitive advantage in individual
industries and also sketches out some of the studys
overall implications for government policy and eom-
pany strategy A fuller trezoment immy book, The Com.
peutive Advantage of Nations, develops the theory
and 115 implications in greater depth and provides
many additional examples. It also contains detailed de-
scriptions of the nations we studied and the future
prospects for their economies,

—Michael E Porter
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COMPETITIVE ADVANTAGE

~gompanied dre created, orga-

Successful companies tend ta develop a bias for
predicrability and stability; they work on defending
what they have, Change is tempered by the fear that
there is much to lose. The organization at all levels
filters out information that would suggest new ap-
proaches, modifications, or departures from the
noms, The internal environment operates like an im-
mune system to isolate or expel “hostile” individu-
als who challenge current directions or established
thinking, Innovation ceases; the company becomes
staprant; it {s only a matter of time before aggessive
competitors overtake it
nal Advantage
My b By 31T

T .___..q -".""-'.".-'* -

The Diamond of Natio

Why azre certain companies based in certain na-
tions capable of consistent innovation! Why do they
ruthlessly pursue improvements, seeking an ever-
more sophisticated source of competitive advantage?
Why are they able to overcome the substantial barni-
ers to change and innovation that so often accom-
pany success?

The answer lies in four broad attribores of a nanon,
attributes that individually and as a system consti-
tute the diamond of national advantage, the playing
field that each nadon establishes and operates for 1ts
industries. These attributes are:

tional Competiive Advantage!’] Each point on the
digmeond —and the diamond 25 a system —affects es-
sential ingredients for achieving international com-
petitive success: the availability of resources dand
skills necessary for competitive advantage in an in-
dustry; the information that shapes the opportuni-
ties that companies perceive and the directions in
which they deploy their resources and skills; the goals
of the owners, managers, and individuals in compa-
nies; and most important, the pressures on companies
to invest and innovate. (See the insert "How the Dia-
mond Works: The Italian Ceramic Tile londustry”)

When a national environment permits and sup-
ports the most rapid accumulation of specialized as-
sets and skills—sometimes simply because of greater
effort and commitment—companies gain a competi-
tive advantage. When a national environment affords
better ongoing information and insight into product
and process needs, companies gain a competitive ad-
vantage. Finally, when the national environment
pressures companies to innovate and invest, compa-
nies both gain a competitive advantage and upgrade
those advantages over tme.

Factor Conditions. According to standard eco-
nomic theory, factars of production —labor, land, nat-
ural resources, capital, infrastructure—will deter-
mine the flow of trade. A nation will export thase
goods that make most use of the factors with which

1. Factor Conditions. The na-
tion's position in factors of pro-
ducton, such as skilled labor or
infrastructure, necessary to
compete in a given industry.

3. Demand Conditions. The
nature of home-marker demand
for the industry’s product or
service.

3, Relared and Supportng In-
dustries, The presence or ab-
sence in the nation of supplier
industries and other related in-
dustries that are intemationaily
COIMpentive,

4. Firm Stratepy, Structure,
gnd Rivalry. The condidons in
the nation governing how

nized, and managed,; as well as
the narure of domestic rivalry.
These determinants create
the national environment in
which companies are born and
learn how to compete. (See the

diagram ‘“Determinants of Na-

HARVARD BUSINESS REVIEW  March-Apnl 1990

7




e e W L

| 1t1s relatively well endowed This doctrine. whase
ongins date back to Adam Smath
do and that is embedded i ¢lass
best incamplete and at wors: inco

In the sophisticated industries 1
bone of any advanced economy, g
hent but instead ereates the

of production—such as skilled human resources or a
David Ricar- | scientific base Moreaver,

, the stock of factors thar 3
nation enjoys at a particular time is less IMPOTLant

than the rate and efficiency with which it creates, up-
grades, and deploys them in particular industries

The most important factors of production are
those that involve sustained and heavy investment
pecialized. Basic factors, such as a pool of 1y-
bor or a local raw-material source, do not constitute
an advantage in knowledge-intensive industries,
Companies can access them casily through g glohal
Y or circumvent them through technolopy,
Lontrary to conventional wisdom, simply having n
general work force that is high school or even college
educated represents no competitive advantuge in

modern international competition. Tao support
competitive advantage, a factor must be highly
specialized to an induserys particular needs-q
scientfic institute specialized in optics, a pool of
venture capital to fund sofeware Companies,

These factors are more scarce, more difficult for

foreign l.:ump&tm]r.«'[f:um:nt:—.Lndth!.'}'m.]urr::

sustained investment to create.

Nations succeed in industries where they are
particularly good at factor creatinn. Competitive ad-
vantage results from the presence of waorld-class
wnstitutions that firse crears specialized factors and
then continually work to upgrade them. Denmarl
has two hospitals that concentrate in studving and
treating diabetes—and & world-leading export posi-
ton in insulin. Holland has premier research insti-
tutes in the cultivarion packaging, and shipping of
flowers, where it is the world's export leader,

What is not so cbvious, however, is that selecrive
disadvantages in the more basic factors can prod a
cOmpany to mnovate and upgrade —g disad Vantagsin
a stanc model of competidon can become an advan.
2ge ina dynamic one. When there is anample supply
of cheap raw materials or ahundan labor, companies
can simply rest on thesa advantages and often deploy
them inefficiently. Bue whep companies face a selec-
tive disadvantage, like high land costs, labor short-
ages, or the lack of local raw materials, they muse
Innovate and upgrade to compete.
Implicit in the oft-repeated lapanese statement

"“We are an island nation with no natugal re-

sources” is the understanding that these defi-

ciencies have anly served rg Spur Tapan's com-
pPennve mnovation. Just-in-time production,
for example, economized an prohibitively ex-
pensive space. Italian steel producers in the
Brescia area faced a similar set of disadvan-
tages: high capital costs, high EOEIEY COSLs,

and no local raw materials. Located in
Northern Lombardy, these privately

stratep
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COMPETITIVE ADVANTAGE

owned companies faced staggering logistics costs due
to their distance from southern parts and the nefi-
ciencies of the state-owned ltalian transportation
system. The result: they pioneered technologically
advanced minimills that require only modest capitz]
investment, usc less cnergy, employ scrap metal as
the feedstock, are efficient at small scale, and permit
producers to locate close to sources of scrap and end-
use customers. In other words, they converted facror
disadvantages into compeutive advantage,

Disadvantages can become advantages only under
certain conditions, First, they must send companies
praper signals about circumstances that will spread
to other nutions, thereby equipping them to innovate
in advance of foreign rivals. Switzerland, the nation
thar experienced the first labor shortages afrer World
War I1, s a case in point. Swiss companies responded
to the disadvantage by upgrading labor producdvicy
and seeking higher value, more sustainable market
segments. Companies in most other parts of the
world, where there were sdll ample workers, focused
their attention on other issues, which resulted in
slower upgrading,

The second condition for rransforming disadvan-
tages into advantages is favorable circumstances
elsewhere in the diamond-a consideration thae ap-

-] Demanding buyers in the
domestic market can pressure
companies to innovate faster.

plies to almost all determinants. To innovate, com-
panies must have access to people with appropriate
skills and have home-demand conditions that send
the right signals. They must also have active domes-
tic rivals who create pressure to innovate. Another
precondition is company goals that lead to sustained

mitment 2nd the presence of active rivalry, a com-
pany may take an easy way around a disadvantage
rather than using it as 2 spur o Innovaton.

For example, U.5. consumer-electronics compa-
nies, faced with high relative labor costs, chose to
leave the product and production process largely un-
changed and move labor-intensive activities to Tai-
wan and other Asian countries. Instead of upgrading
their spurces of advantage, they settied for labor-cost
parity. On the other hand, Japanese rivals, confronted
with intense domestic competition and a mature
home market, chose to eliminate labor through auto-
mation. This led 1o lower assembiy costs, 1o products
with fewer components and to improved qualicy and
reliability. Soon Japanese companies were build-
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ing assembly plants in the United States—the place
ULS. companies had fled.

Demand Conditions. It might seem that the glo-
balization of competidon would diminish the im-
portance of home demand. In practice, however, this
is simply not the case. In fact, the composition and
character of the home market usually has a dispro-
portionate effect on how companies perceive, inter-
pret, and respond to buyer needs. Nations gain
competitive advantage in industries where the home
demand gives their companies a clearer or earlier pic-
ture of emerging buyer needs, and where demand-
ing buyers pressure companies to innovate faster
and achieve more sophisticated competitive advan-
tages than their foreign rivals. The size of home de-
mand proves far less significant than the character
of home demand.

Home-demand conditions help build competitive
advantage when a particular indusery segment is
larger or more visible in the domestic market than in
foreign markets. The larger market segments in a na-
tion receive the most attention from the nation's

‘companiss; companies accord smaller or less desir-

able segments a lower priority. A good example 1s hy-
draulic excavators, which represent the most widely
used rype of construction equipment in the Japanese
domestic marker—but which comprise a far smaller
propartion of the market in other advanced nations.

| This segment is one of the few where there are vigor-

ous Japanese intemational competitors and where
Caterpillar does not hold a substantial share of the
world markat.

More important than the mix of segments per se is
the nanure of domestic buyers. A nadon's companies
gain competitive advantage if domestic buyers are
the world's most sophisticared and demanding buy-
ers for the product or service. Sophisticated, demand-
ing buyers provide 2 window into advanced customer

| needs; they pressure companies to meet high stan-
commitment o the indusay Withour such 2 com- |

dards; they prod them to improve, to innovate, and
to upgrade intwo more advanced segments. As with
factor conditions, demand conditions provide ad-
vantages by forcing companies to respond to tough
challenges.

Especially stringent needs arise because of locadl
values and circumstances. For example, Japanese
consumers, who live in small, dghtly packed homes,
must contend with hot, humid summers and high-
cost electrical energy—a daunting combination of
circumstances. [n response, Japanese companies
have pioneered compact, guiet air-conditioning units
powered by energy-saving rotary compressors. In in-
dustry afrer industry, the tghtly constrained require-
ments of the Japanese market have forced companies
to innovate, yielding products that are kei-haku-tan-
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sho-light, thin, short, small— and
that are mtemationally accepted,

Local buyers can help a nation's
compames gain advantage if their
needs anticipate or even shape
those of other nations-if theiy
needs provide ongoing "early-
warning indicators' of global
market trends. Sometimes antici-
Patory needs emerge because a ng.
ton’s political values foreshadow
needs that will grow elsewhere,
Sweden’s long-standing concern
tor handicapped people has
spawned an increasingly compet-
ttive industry focused on special
needs, Denmark's environmenztal-
15m has led to success for com.
panies in water-pollution conrro]
equipment and windmills.

More generally, a nation's
Companies can anticipate global
trends if the nation’s valyes are
spreading = that is, if the country
18 exporting its values and Lastes
as well as its produces, The inter-
national success of U.5, compa-
mies in fast food and credit cards,
for example, reflects not only the
American desire for convenience
but also the spread of these rastes
1o the rest of the world Nations
export their values and rastes
through media, through training
toreigners, through political in.
Hluence, and through the foreign
dcuvities of their citizens and
Companies,

Related and Supporting Industries. The third broad | end-users located near each other can take advantage
determinant of national advantage is the presence in | of shore lines of communication, quick and constant
the nation of relzted and Supporting industries that | flow of information, and an ongoing exchange of
SI¢ internationally comperitive, Internationally | idessand Innovations. Companies have the opporru- |
competitive home-haged suppliers creare advantages | nity toinfluence cheir suppliers’ technica) efforts and
in downstream industrizs in severa) ways. First, they | canserve astestsices for RARD wur_k,ac:eiz:atmg the
deliver the mast cost-eifective inpurs in ap efficient, | Paceof innovation
carly, rapid, and sometimss preferential way, Italian | The illustratian of “The Italian Footwear Clustar” }

dissenaiiiing

gold and silver jewelry companies lead the worldin | offers a graphic example of how a group of close-by,
that industry4n part because other Italian companies supporting industries creates com pedtive advantage |
supply two-thirds of the world's iewelry-making and | ip a range of interconnected industries that are all |
precious-metal recycling machinery | internationally competitive. Shoe producers, far in-
Far more significant than IMETE 400255 10 compo- | stance, imteract r:g‘uiaﬂ}'withleathtrmanufatm:m I
nents and machinery, however, is the advantage that | on pew styles and manufacturing technigues and |
home-based related angd Supporting industries pro- | leamn about new textures and colors of leather when |
vide in innovation and Upgrading-an advantage | they are still on the drawing boards. Leather many- |
based on close working relationships. Suppliers and | Iamu:rsg:am::a:i}‘msighr.smm fashion trends, help- |
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COMPETITIVE ADVANTAGE

ing them to plan new products. The interaction is
murtually advantageous and self-reinforcing, bur it

imity, but occurs only because companies and suppli-
ers work at it

The nation’s companies benefit most when the
suppliers are, themselves, global competitors. It is ul-
timately self-defeating for & company or country to
| create “captive’ suppliers who are totally dependent

foreign competitors. By the same token, 2 nation
need not be compertitive in all supplier industries for
its companies to gain compeuuve advantage. Com-
panies can readily source from abroad materials,
| components, or technologies without a major effect
on innovation or performance of the industry’s prod-
ucts, The same 15 true of other generalized tech-
| nologies—like electronics or soltware—where the
industry represents a narrow application area.
Home-hased competitiveness in related industries
provides similar benefits: information fow and tech-
nical interchange speed the rate of innovation and
upgrading, A home-hased related indusery also in-
creases the likelihood that companies will embrace
new skills, and it also provides a source of entrants
who will bring a novel approach to competing. The
Swiss sucoess in pharmaceuticals emerged out of
previous international success in the dye industry,
for example; Japanese dominance in electronic mu-
sical keyboards grows out of success in acoustic

instruments combined with a strong position in |

consumer electronics,

Firm Strotegy, Structure, and Rivalry Mational eir-
cumstances and context create strong tendencies in
how companies are ereated, organized, and managed,
as well as whar the narure of domestic rvalry wall be.
In Tealy, for example, successful international com-
petitors are often small or medium-sized companies
thar are privately owned and operated like extended
families; in Genmany, in contrast, companies tend to
be strictly hierarchical in organization and manage-
ment practices, and top managers usually have tech-
nical backgrounds,

No one managerial system is nniversally appro-

with Japanese management. Competitiveness in a
specific industry results from convergence of the
manasgement practices and organizational modes f-
vored in the country and the sources of competitive

ian companies are world leaders—such as lighting,
furniture, footwear, woolen fabrics, and packaging
machines—a company strategy that emphasizes fo-
cus, customized products, niche markettag, rapid
change, and breathtaking Hexability fits both the dy-
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does not happen automatically: it is helped by prox- |

on the domestic industry and prevented from serving |

priate ~notwithstanding the current fascination |

advantage in the industry. In industries where Ttal- |

namics of the industry and the character of the Iral-
ian management system. The German management
system, in contrast, works well in technical or
engineermng-orented industries -optics, chemicals,
complicated machinery—where complex products
demand precision manufacturing, a careful develap-

| mentprocess, after-sale service, and thus a highly dis-

ciplined management struceture. German success is
much rarer in consumer goods and services where
image marketing and rapid tew-feature and model
tUrnOver ire important to competition.

Countries also differ markedly in the goals that
companies and individuals seelk to achieve. Com-
pany goals reflect the characteristics of national capi-
tal markets and the compensation practices for
managers. For example, in Germany and Switzer-
land, where banks comprise a substantial pare of the |
nation’s shareholders, most shares are held for long-

No one managerial system Is
universally appropriate —
nofwithstanding the current
fascination with

Japanese management.

term appreciarion and are rarely taded. Companies |
do well in mature industries, where ongolng invest- |
ment in R&D and new facilites is essenrial but re-
tums may be only moderate. The United States is at
the opposite extreme, with a large pool of risk capiral
but widespread trading of public companies and a
strong emphasis by investors on quarterly and an-
nual share-price appreciadon. Management compen-
sation is heavily based on annual bonuses ted to
individual results. America does well in relatively
new industries, like software and biotechnology, or
ones where equity funding of new companies feeds
active domestic rivalry, like specialry electronics and
services. Strong pressures leading to underinvest-
ment, however, plagne more marure indusmies,
Individual motivation to work and expand skills
is also important to competitive advancage. Qui- |
standing talent is 2 scarce resource in any nation.
A nation’s success largely depends on the types of
education its talented people choose, where they
choose to work, and their commitment and effort. |
The goals 2 narion’s institetions and values set for in-
dividuals and companies, and the prestige it attaches
to certain industries, guide the fow of capital and hu- |
man resgurces—which, in tumn, directly affects the
competitive performance of certain indusrries. Na-

| tions tend to be competitive in activities that people
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admure or depend on—the activities from which the
nation’s heroes emerge. In Switzerland, it is banking
and pharmaceuticals, In Istael, the highest callings
have been agriculture and defense-related fields.
Sometimes it 15 hard to distinguish between cause
and effect. Attaining internationa) success can make
an industry prestigious, reinforcing its advantage.
The presence of strong local rivals is a final, and

| powerful, stimulus to the creation and persistence of

campetitive advantage. This is true of small coun-
tries, like Switzerland, where the rivalry among its
pharmaceutical companies, Hoffmann-La Roche,
Ciba-Geigy, and Sandoz, contribures to a leading
worldwide position. It is true in the United States in
the computer and software industries. Nowhere is
the role of fierce nvalry more apparent than in Japan,
where there are 112 Companies competing in ma-
chine tools, 34 in semiconductors, 25 in audio equip-
ment, 15 in cameras—in fact, there are usually double
Hgures in the industries in which Japan boasts global
dominance. [See the table “Estimated Number of
Japanese Rivals in Selected Industries”’| Among all
the points on the diamond, domestic nvalry is argu-

Local rivalries go beyond
economic competition—they
become intensely personal
feuds for "bragging rights”

ably the most impartant because of the powerfully
stimulating effect it has on all the others.

Conventional wisdom argues that domestic com-
petition is wasteful: it leads 1o duplication of effort
and prevents companies from achieving economies
of scale. The “right solution” is 1o embrace one or
two national champions, companies with the seale
and strength to tackle foreign competitors, and to
guarantee them the necessary resources, with the
government's blessing. In fact, however, most na-
tional champions are umcompetitive, although heavi-
ly subsidized and protected by their government. In
many of the prominent industries in which there is
only ene national rival, such as aerospace and tele-
communications, government has played a large role
in distorting eompetition.

Static efficiency is much less important than |

dynamic improvement, which domestic rivalry
umiquely spurs. Domestic valry, like any rivalry,
CITALES Pressure on companies to innovate and im-
prove. Local rivals push each other to lower costs, im-
prove quality and service, and create new products
and processes. But unlike rivalries with foreign com-
petitors, which tend to be analytical and distant,

&2

local rivalries often go beyond pure economic or
business competition and becorme intensely per-
sonal. Domestic rivals €ngage in active feuds; they
compete not only for market share but also for peo-
Ple, for technical excellence, and perhaps most im-
portant, for “bragging rights” One domestic rival's
| success proves to others that advancement is possi-
| ble and often astracts new rivals o the indusery
Companies often attribure the success of foreign -
vals to “unfair” advantages. With domestic rivals,
there are no excuses.
| Geographic concentration magnifies the power of
domestic rivalry. This patters is strikingly common
| around the world: Italian jewelry companies are Io-
cated around two towns, Are=zo and Valenza Po; cut-
lery companies in Solingen, West Germany and Seki,
lapan; pharmaceutical companies in Base], Switzer-
| land; motorcycles and musical instruments in Ha- |
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mamatsy, Japan. The more localized the rivalry, the
more intense, And the more intense, the better
Another benefit of domestic rivalry is the pressure
it creates for constant upgrading of the sources of
competitive advantage. The presence of domestic
competitors automatically cancels the types of ad-

vantage that come from simply being in a particular |
| mation-factor costs, access to or preference in the

home market, or costs to foreign competitors who
import into the market. Companies are forced to
move beyond them, and as a result, gain more sus-
tainable advantages. Moreover, competing domestic
rivals will keep each other honest in obtaining gov-
ermment support. Companies are less likely o ger
hooked on the narcotic of govemment contracts or
creeping industry protecaonism. Instead, che indus-
try will seek—and benefit from—more constmctive
forms of government support, such as assistance in
opening foreign markets, as well as investments
in focused educational institutions or other special-
ized tactors,

Ironically, it is also vigorous domestic competition
that ultimartely pressures domestic companies to
took at plobal markets and roughens them to succeed
in them, Particularly whea there are economies of
scale, local competitors force each other to look out-
ward 1o foreign markets to capture greater efficiency
and higher profitability. And having been tested by
Herce domestic competition, the stronger companies
are well equipped to win abroad. I Digital Eguipment
can hold its own against [BM, Data General, Prime,
and Hewlett-Packard, gning up againet Siemens or
Machines Bull does not seem so daunting a prospect.

The Diamond as a System

TR

Each of these four attributes defines a point on the
dizmond of national advantzge; the effect of one
point often depends on the state of others. Sophiszi-
cated buyers will not translate into advanced prod-
ucts, for example, uniess the guality of human
resOUrces pErmits companies to meet buyer needs.
Selective disadvantages in factors of production will
oot mogvare iInnovadon unless ovalry is vigorous
and eompapy goals support sustained investment At
the broadest level, weaknesses in any ope determi-
nant will constrain an industry's potental for ad-
vancement and upgrading.

But the points of the diamond are also self-
reinforcing:; they construte a system. Two ele-
ments, domestic fvalry and geographic concentra-
tion, have especially great power to transform the
diamond into a system —domestic nvalry because it
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promotes improvement in all the ocher derermi-
nants and geographic concentration because it ele-
vates and magnifies the interaction of the four sep-
arate influences.

The role of domestic rivalry illustrates how the di-
amond operates as a self-reinforcing system. Vigor-
ous domestic rivalry stmulates the development of
unique pools of specialized factors, particularly if the

Nations are rarely home
fo just one competitive
industry; the diamond
promotes indusiry clusters.

rivals are all located in one city or region: the Univer-
sity of California at Davis has become the world's
leading center of wine-making reseirch, working
closely with the California wine industry, Active
local rivals also upgrade domestic demand in an in-
dustry. In fumiture and shoes, for example, Italian

| consumers have learned to expect more and better

'1

products because aof the rapid pace of new product de-
velopment that is driven by intense domestic rivalry
among hundreds of Iralian companies. Domestic ni-
valry also promotes the formation of related and sup-
porting industries. Japan’s world-leading group of
semiconductor producers, for instance, has spawned
world-leading Japanese semiconductor-equipment
manufacturers,

The effects can work in all directions: sometimes
world-class suppliers become new entrants in the in-
dustry they have been supplying. Or highly sophis-
ticated buyers may themselves enter a supplier
indusery, particularly when they have relevant skills
and view the new indusery as strategic, In the case of
the Japanese robotics industry, for example, Mat-
sushita and Kawasald originally desizned robots for
internal use before beginming to sell robats to others.
Today they are strong competitors in the robotics -
dustry. In Sweden, Sandvik moved from specialty
steel into rock drills, and SKF moved fom specialty
steel into ball bearings. .

Another etfect of the diamond's systemic nature is
that natons are rarely home to just one competitive
industry; rather, the diamond creates an environ-
ment tha: promotes clusters of competitive indus-
tries. Competitive industries are not scattered
helter-skelter throughout the economy but are usu-
ally linked together through vertical [buyer-seller) or
horzontal [common customers, technology, chan-
nels) relationships. Nor are clusters usually scattered
physically; they tend to be concentrated geographi-
cally. One competitive industry helps to create an-
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What Is National Com petitiveness?

National competitiveness has become one of the
central preoceupations of Eovernment and industry in
EVETY nation. Yet for all the discussion, debate, and
writing on the topie, there 15 stil] no parsuasive theary
1o explain national competitiveness. What is moze,
there is not even an accepted definition of the term
“competitiveness' as applied to 2 nation, While the no-
ton of a competitive company is clear, the notion af a
competitive nation is not.

Some vee national Competitiveness as 3 macro-
economic phenomenon, driven by variables such
as exchange rates, interest rates, and government
deficits, But Japan, Italy, and South Korea have
all enjoyed rapidly rising living standards despite
budger deficits, Germany and Switzerland despite
Appreciating currencies. and ltaly and Korea de-
splte high interest races

Crthers argue that competitivensss is a function of
cheap and abundant labor But Germany, Switzerland,
and Sweden have 2]l prospered even with high Wiges
and labor shortages, Besides, shooldn’t 2 nation seek
higher Wages for its workers as a gozl of competi-
LBVEness?

Another view connecrs com petitiveness with boun-
tiful narural resources. But how, then, can one explain
the success of Germany, lapan, Switzerland, ltaly, and
South Korea-countries with limited natural ze-
sources?

More recently, the srpument has gained favor thar
competitiveness 1s doven by povernment policy; tar-
Ecting, protection, impaort promotion, and subsidies
have propelled lapanese and South Xorean auto, steel
shipbuilding, and semiconductor indusrriss inrg glob-
al preeminence. Bur = closer look reveals a spotty rec-
ord. In Itily, government intervention has been in-
effectual —but Ttaiy has expericnced 2 boom in wasld
£xport share secand anly 1o lepar In Gemmany, direct
EOVernment intervention in exporting industries is
zare. And even in Japan and South Korea, povernment’s
role in such important industries 45 tacsimile ma-
chines, copiers, robotics, and advanced materials has
been modest; some of the most frequendy cited exam-
ples, such 25 sewing machines, steel and shiphuilding,
ETE mOW qQuite dzted.

A final popular explanadon for natonal comperi-
uvesness is differences in management practices, in-
cluding management-labor relations. The problem
here, however, is that different industries equrs dif-
ferent approaches 1o Mmansgement. The successiul
Mmanagement praciices governing small private, and
loosely organized Italian family companies in foot-
weat, textiles, and jewelry, for eximple, would produce
4 management disaster if applied to German chemical
Or auto companies, Swiss pharmaceutics] makers, or

American aircraft producers. Nor is it possihle to pen.
eralize sbout management-labar relations. Despite the
commoaly held view that powerful unions undermine
Eompetitive advantage, unions are strong in Germany
and Sweden - and both countries boase intemationally
precminent companies,

Clearly, none of these explanations is fully sytisfae.
tary; none is sufficient by itself 1o rationalize the com-
petitive position of industries within a national border,
Each contains some truth; bura broader, more complex
set of forces seems 1o be at wark.

The lack of o clear explanation signals an even moge
fundamental question. What is 2 "campetitive" nation
in the first place? 15 5 competitive’ nation one where
EVery company or industry is competitive No nation
mects this test. Even Japan has large sectors of its ecan-
omy that fall far behind the world's best campetitarn,

Is 2 "competitive” nation one whose exchange rate

- makes its goods price competitive in international

markets? Both Germany and Japan have enjoyed re-
markable gains in their standasds of iving - and experi-
enced sustained periods of STUNE currency and rising
prices. Is a “comperitive” nation one with a large posi-
tive balance of trade? Switzerland has roughly bal-
anced trade; ltaly has a chronic trade deficit—hath na.
tions enjoy strongly rising national income Js-g *eom-
petitive” nation ane with low labor costs? India and
Mexico both have low wages and low labor costs-
but neither seems an attracrive induserial mode],

* The only meaningful comeept of competitiveness ot

the natiogal level is praductivity, The principal goal of
3.nation is to produce a high and rising standard of liv-
ing for its citizens. The abili ty to do sa depends on the
productivity with which = gatiog's laber and capital

are employed. Productivity is the value of the output

preduced by 2 unitof labor or capital. Productivity de-
pends an bath the quality and festures of produces
{which determine the poces that they can command}
2nd the efficiency with which they are produced. Pro-
ductivity is the prime inant of a nation's lung-
Tz standard of living; it 15 the roat cause of national
PEr capita income. The productivity of human re.
SOUTCEs ines employes wages; the productivity
with which capital is emploved determines the retumn
it cams for its holders.

Anation's standard of living depends on the capacity
of its companies to achicve high levels of productiy-
ity —and t0 increasa productivity over time. Sustained
productivity growth requires that an economy con-
tnually upgrode itself: A nation's companies must re-
lentlessly improve productivity in existing industries
by raising product quality, adding desirable fearures,
improving prodece techoology, or boosting produc-
tion efficiency. They must develop the necessary
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capabilities.to compete in more and more sophisticat-
ed industry segments; where productivicy is general-
ly high. They must finally develop the capability o
compete in entirely news sophisticated industries.
International tradeand foreign investmentean both

o+ improvea nation's productivity as well as threaten i
‘| ‘Theysupport risingnational productivity by-allowing

4 natonto specialize inthose industrics and segments

" of industries where its companies arembre productive 3

and toimport wh::n.'m -companicsare less productive.

is to.deploy the nationSlimited:pookof buman. :.nd

high-performance cars, while Eorean exports are all
compacts and subcompacts. In many industries and
segments of ndustries, the competitors with true in-
ternational competitive advantage are bassd fo only
a few notions.

Qur search, then, is for the decisive characeeristioof
a pation that allows its companies to create and sus-
* tain competitive advantage in particular fields—the
sc.m:h is for the competitive advdntage of nations
“'We are particularly concemed with the determinanos

Mo nation canbe cm:upﬂitm: in :ktr?thmg_ The ideal” - of international suceess intéchnology: and'skill:inten-

Usive segments and lnduame:!. which undcmm hmh

- other resources intoy, th:,‘mﬂ!.r produttive uses, Even's and rising productivity: ;
' ;. those nationswith :htrhighﬂtsmmih'&memghnt 2= Classical theory explains the sucress! uf.mrh:m» in
s 'ﬂ- many industries 1mwhi'=h~ ]nnuI r.qmparucs arc un- - . particular industries based o so-calledifactcirs of pro-- |, |
e i1 competitive, e 4 2 a."ﬂ. i "= duction such as land; labor aad natusalresources: N ‘

e ‘:’cﬁ:ﬁ:r.unﬂﬂml tmf& :md foreigntin “tions gain factor-based comparutive advantage in -
&' can threatem. pmdu;t:ﬂi‘ﬁ?gmwm “They expose a na- - industries that make intensive use of the factars they
fir. tion'sindustries to the. testof internAtional standards _-'".. possess in abundance: Clissical cheorys however, has
=L of productivitg An mﬁ'mtrr willi Inw’]hum its produc- 2 been overshudowed in uim:::d industries and econo-
SER S tivitydsinot 5u£hmmi]=‘ﬁigh:: i Ay ) mpetit :

_uHscnm',r advantages| wngq.:::m-_; 1k notion), T_-ﬂ-ﬂft:ghnulpg}‘; : 2 e MR Y RS |
i l{:luu-«l:ht'ﬂhthw Lo cumpf.r in-grange of high=an-" Anew lh:nrrmnirrc:ngm:e thatr mmndnrn-_micr-

j i At 5 % national competition;campanies compere withiglobial

E i35 .., strategies munlmmﬁmfytmdfhu:hlmfummmb
e ¢ n:pmnﬂmc;n_ﬂ i:]umn; 255 Evestment. Wh:umdﬂm:ymu:::xp:fmmnwlry .'ma.r
s tradesarplus ach de perbeisimpproprare; £y e far i

= The expansion.of mmﬁhbc:usnnﬂuw wages-and: 1,, - compete internationally.The home basé is-the mition
;;'w:altm.m:m:};.lt thesame time- ﬂﬁmhqmnm im-= ,, in which the éisendal’ mmpﬂﬂnvtuﬂmugﬂ ﬂfl:]:l: :
‘ports/sophisticated goods-that | mparics cannot ,; ‘enterprise are created andsistained. Itiswhercacom-

y pmdummmp:mi?d);mn}' bring. mmhlml::nr = pany'’s stategy.is ser; whemthn:ur:—pmducrmd pro-
 surplusbut luwc:sgﬂm—mrl on's. smd;rd’b[ living; %+ cess technology L&cmtﬂfud’mammn:ﬁraﬂd:whﬂg
'Cum;_:r.mvmus’ ] i Lh:z}'pe..ﬂ ithe most pmducnnlnhsmd.‘muatadvﬁﬁudskﬂlﬁm,
“of jobsinot just: th:jﬁiﬁ'l_:y m cm%‘hmnr Towes '“bca:d.ﬁcmumufﬁtﬁmtmmammhm
~’-1~ragcs,.th=rls dm.!:m::!urtm non b-.*-_z-,rhz greatest pﬂﬂn?tin.ﬁ[tﬂmﬂ-ﬂtbi‘.t ink 5|

|"’

- find. a.mue.rs, we mallim.-u.s oot mﬁtﬁmvu oy

5 E;whuli:;ﬁutuﬁ.spacgﬁ durme@nnﬁmurse;ﬂ

mmg: to the cmnpmm:dmtage Uf‘.a}ﬂ.ﬂﬂ_ IT_
r.-lmmcn:l:ﬂ.mnd hﬂ'w:nﬂ wﬂy—:ﬂmmcr—

= st reflect 1nd1:¢:nn:q;m:m:n£mmpeunmfhat_m: :

‘industries. It is the outcome of :htﬂmmd&afsuug— = Lhmr',r must go bc]rumf cost and explam whr compa-

“nies tmmsnm:nmmmb:mt&mmhm cregt-

~gles forcompenirive advantzge againstioreign rvals ;.n._.".
. - ing advamtages based on guality features, and mew

- particular segments and'industries, in which products -

and processes.are createdand mpm?:i thatunderpins - oroductinnovadon A mrﬂlmry‘mmbcgm.ﬁ'nm the
the proces: of upgrading national productvity:

When one [ooks closely 2t any nationa] economy, -
there are srriking differences among & nadon's indus--
trmesincompetirive success. loternational advantage is
often concentrated in particular industry segments.
German exports of cars are heavily skewed toward

premise thar mmpennmm-dynm:.:mﬂ evolving; it
must znswer the questions: Why'do- some companies
based in some nadons innovate more than othersd
Why do some nations provide an environmentthat en-
ables companies to improve and fmmovate faster than
foreign rivals? —Michael E. Porter
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other in 2 mutually reinforcing process. Japan’s |

strength in consumer electronics, for example, drove
its success in semiconductars toward the memaory
chips and integrated circuits these products use,
Japanese strength in laptep computers, which con-
trasts to limited success in other segments, reflects
the base of strength in other compact, portable prod-
ucts and leading expertise in liquid-crystal display
tained in the caleulator and warch industries.

Once a cluster forms; the whole group of industries

- becomes mutually supporting. Benefits flow for- |
ward, backward, and horizontally. Aggressive rival- |

v in one industry spreads to others in the cluster,
through spin-offs, through the exercise of bargaining
power, and through diversification by established

compames. Entry from other industries within the

cluster spurs upgrading by stimulating diversity in
R&D approaches and facilitating the introducrion of
new strategies and skills. Through the conduits of
suppliers or customers who have cantact with mulg.

ple competitors, information flows freely and inno- |

vations diffuse rapidly. Interconnections within the
cluster, often unanticipated, lead to perceptions of
new ways of competing and new opportunities, The
cluster becomes a vehicle jor maintaining diversicy
and overcoming the inward focus, erna, inflexibil-
ity, and accommodation among rivals that slows or
blocks competitive upgrading and new enery.

The Role of Government

In the continuing debate over the competriveness
of nations, o topic engenders more ATEUMEnt Or cre-

ment. Many see government as an essential helper
or supporter of industry, employing 2 hast of poli-
cies to contmibute directly o the competitive perfor-
mance of strategle or target industries, Others ac-
cept the “free marker” view that the operation of
the economy should be left to the workings of the
invisible hand.
i Bothviewsare incorrect. Either followed woits log-
ical outcome, would lead to the Fenmanent erosion of
2 COUntry's competitive capabilities. On one hand,
advocates of government help for indesory frequently
prapose policies that would actually hurt Comipanies
in the long run and only create the demand far more
helping. On the other hand, advocates of 2 dimin-

1shed government presence ignore the legitimate role |
that government plays in shaping the context and |

institutional structure surrounding companies and
in creating an environment that stimulates compa-
nies to gain competitive advantage.

B

Govemnment's proper role is as a catal vstand chal-
lenger; itis to sncourage—or even push—companies
t0 raise their aspirations and move to hi gher levels of
compennve performance, even though this process
may be inherently unpleasant and difficuls, Govem-
Ment cannot create campetitive industries; only
companies can do that. Government plays a role that
is inherently partial, that succeeds only when wark-
ing in tandem with favorable underlying conditions
in the diamond. Still, government's role of rransmit-
ting and amplifying the forces of the diamond is a
powerful one. Government policies that succeed are
those that create an environment in which compa-

Competitive time for
companies and political time
for governments are
fundamentally at odds,

nies can gain competitive advantage rather than
those that involve government directly in the pro-
Cess, except in nations early in the development
process. It is an indirect, rather than a direct, role,

Japan's government at its best, understands this
role better than anyone—including the point that

| nations pass through stages of competitive develop-

ment and that government's apprapriate role shifts
as the ecanomy progresses. By stimulating early de-
mand for advanced products, confronting industries
with the need to pioneer frontier technology through
symbolic cooperative projects, establishing prizes
that reward qualicy, and pursuing other policies that

| magnify the forces of the diamond, the Japanese gov-
ates less understanding than the rale of the govern- |

emment accelerates the pace of innovation. But like

| govermnment officials anywhere, at their worst Japa-

nese bureaucrats can make the same mistakes: at-
tempting 10 manage industry structure, protecting

| the market too long, and yvielding to political pres- |

sure to msulate inefficient retailers, farmers, diserib-
ueors, and industrial companies from competiton.
It is not hard to understand why so many govem-
ments make the same mistakes so often in pursuit of
national competitiveness: compentive time for |
companies and polirical ome for governments are
fundamentally zt odds; It often takes maore than a
decade for an industry to create competitive advan-
tage; the process entails the long upgrading of human
skills, investing in products and processes, building
clusters, and penetrating foreign markets. In the case
of the Japanese auto mdustry, for instance, companies
made their first faltering steps toward exporting in

| the 1950s—vyet did not achieve strong International
| positions until the 1970s.
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But in politics, a decade is an eternity. Conse-
quently, most governments Eavor policies that offer
casily perceived short-term benefits, such as subsi-
dies, protection, and arranged mergess—the very poli-
cies that retard innovanon. Most of the palicies that
would make a real difference either are too slow and
require too much patience for politicians ar, even
worse, carry with them the stng of short-term pain,
Deregulating a protected industry, for example, will
lead to bankruptcies sooner and to stronger, more
competitive companies only later

Policies that convey staric, short-term cost advan- |

tages but that unconsciously undermine innovation
and dynamism represent the most common and
migst profound error in government industrial policy.
In adesire to help, it is all oo easy for governments to
adopt policies such as joint projects to avoud “waste-
ful” R&D that undermine dynamism and competi-
tion. Yet even a 10% cost saving through economies
of scale is easily nullified through rapid produce
and process improvement and the pursuit of volume
in global markets—something that such policies
| undermine,

There are some simple, basic principles that gov-
crnments should embrace to play the proper support-
ive tole for national competitiveness: encourage
change, promore domestic nivalny, stimulate innova-

tion, Some of the specific policy approaches to guide

nations seeking to gain comperitive advantage in-
clude the following:

Focus on specialized factor creation. Govemment
has eritical responsibilities for fundamentals like the
primary and secondary educanon systems, basic na-
tional infrastructure, and research in areas of broad
national caneermn such as health care. Yer these kinds
of peneralized efforts at factor creaton rarely produce
compentve advantage. Ratcher, the factors that trans-
late into competitive advantage are advanced, spe-
cialized, and ted to specific industries or industry
groups. Mechanisms such as specialized zpprendice-
ship programs, research efforts in universities con-
necred with an industry, trade associanon acuvidss,
and, most important, the private investments of
companies ultimately create the factors thar will
| vield competitive advantage,

Avoid intervening in fector and currency markats.
By intervening in factor and currency markets, gov-
emments hope to create lower factor costs or 2 favor-
ahle exchange rate that will help companies compere
more effectively in international markers. Evidence
from around the world indicares that these palicies—
such as the Reagan administration’s dollar devalu-
ation—are often counterproductive. They work
against the upgrading of industry and the search
for more sustainable competitive advantage.
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The contrasting case of Japan is particularly in-

| structive, although both Germany and Switzerland

have had similar experiences. Over the past 20 years,
the Japanese have been rocked by the sudden Nixon
currency devaluation shock, two oil shocks, and,
most recently, the yen shock —all of which forced Jap-
ansse companies to upgrade their competitive advan-
tages. The point is not chat government should
pursue policies that intentionally drive up factor
costs or the exchange rate, Rather, when marker
forces create rising factor costs or a higher exchange
rate, government should resise the temptation to
push them back down.

Enforce serice product, safety, and environmental
standards. Stnct government regulations can pro-
mote competitive advantage by stimulating and up-
grading domestic demand. Seringent standards for
product performance, product safecy, and environ-
mental impact pressure companies to improve qual-
ity, upgrade technology, and provide features that
respond to consumer and social demands, Easing
standards, however tempring, is counterproductive.

When tough regulations anticipate standards that
will spread internationally, they give a nation's
companies a head start in developing products and
services that will be valuable elsewhere, Sweden’s
strict standards for environmental protection have
promoted competitve advantage in many industries,
Atlas Copeo, for example, produces quiet compres-
sors that can be used in dense urban areas with mini-
ma! disrupron to residents. Strict standards, howev-

er, must be combined with a rapid and streamlined |

regulatory process that does not absorb resources
and cause delays.

Sharply limit direct cooperation among industry
rivels, The most pervasive global policy fad in the
competitiveness arena today is che call for more co-
operative research and industry consortia. Operating
on the belief that independent tesearch by nvals is
wasteful and duplicarive, thar collaborative etforts
achieve economies of scale, and thar imdividual com-

Most Japanese companies
parficipaie in MITl research
projects for defensive reqasons.

panies are likely to underinvest in R&D becauss
they cannot reap all the benefits, governments have
embraced the idea of more direct cooperation. In
the United Staves, antitrust laws have been modified
to allow more cooperative R&D; in Europe, mega-
projects such as ESPRIT, an informaton-technology
project, bring together companies from several coun-
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tries. Lurking behind much of this thinking is the
faseination of Western governments with-and fun-
damental misunderstanding of-the countless co-
Operative research projects sponsored by the Min-
1stry of International Trade and Industry [MITI),
Projects that appear to have conmbuted to Japan's
competitive rise,

But a closer look at lapanese cooperative projects
suggests a different story, Japanese COmpanies partic-
ipate i MITI projects to maintain good relations
with MITY, to preserve their corporate images, and to
hedge the risk thar compentors will gain from the
project—largely defensive reasons. Companies rarely
contribute their best scientists and engineess to co-
Operative projects and usually spend much more on
their own private research in the same field. Typi-

cally, the government makes only a modest financial
* contribution ro the project.

The real value of Japanese cooperative research is
to signal the importance of emerging technical aress
and to stimulate proprietary company research. Co-
Operative projects prampt campanies to explore new

Tax incentives for long-term
capital gains encourage
long-ferm investment.

fields and boost internal R&D spending because
companies know that their domestic nivalsare inves-
tgatng them.
| Under certain limited comditions, cooperative re-
search can prove beneficial Projects should be in
areas of basic product and process research, not in
subjects closely connecred 1o 3 company’s propri-
€tary sources of advantage. They should consmrue
only a modest portion of 2 company’s overall re-
search program in any given field Cooperative re-
search should be only indirect, channeled through

physical assets. Perhaps the single most powertu]
tool for raising the rate of sustained investment in
industry is a tax incentive for long-term {five vears
or more] capital gains restricted to new investment
in cotporate equity. Long-term capital gains incen-
tives should also be applied 1o pension funds and oth-
er currently untaxed investors, who now have few
fEas0ns not to engage in rapid trading,

Dereguiate competition. Regulation of comperi-
tion through such policies as maintaining a stare mo-
nopoly, controlling entry into an industry, or fixing
prices has two strong negarive consequences; ir sti-
fles rivalry and innovation as companies become pre-
occupied with dealing with regulators and protecting
what they already have, and it makes the indusery a
less dynamic and less desirable buyer or supplier, De-
regulation and privatization on their own, however,
will not succeed without vigorous domestic rivalry —
and that requires, as a corollary, 2 strong and consis-
tent antitrust policy,

Enforce strong domestic anttirust policias. A |

strong antitrust policy - especially for horizontal

| mergers, alliances, and collusive behavior—is funda-

mndependent organizations to which most industry |

participants have access, Organizational souctures,
like university labs and centers of excellence, reduce
management problems and minimize the sk to -
valry. Finally, the most ussfui cooperative projects of-
ten involve fields that touch a number of industries
and that require substantial R&D investments.
Promote goals that lead to sustained investment

Govemment has a vital role in shaping the goals of
Investors, managers, and employees through palicies
in various areas. The manner in which capital mar-
kets are regulated, for example, shapes the incentives
of investors and, in tumn, the behavior of companies.
| Government should aim to encourage sustained in-
vestment in human skills, in innovation, and in

BE

|

mental to innovation, While it is fashionable roday to
call for mergers and alliances in the name of globali-
zation and the creation of national cham pions, these
often undermine the creation of competitive advan-
tage. Real national competitiveness Tequires govemn-
ments to disallow mergers, acquisitions, and alli-
ances that involve industry leaders. Furthermore,
the same standards for mergess and alliances should
zpply to both domestic and foreign companies. Fi-
nally, government policy should favor mtemal enery,
both domestic and international, over acquisition.
Companies should, however, be allowed to acquirs
small companies in relaced industries when the
move promotes the transfer of skills that could ulei-
mately create competitive advantage.

Reject managed rrade. Managed trade represents a
growing and dangerous tendency for dealing with the

Better than managed
frade: pressure Japan
o buy more
manufactured imports,

fallout of national competitiveness, Orderly market-
ing agreements, voluntary restraint agreements, or
other devices thar set quantitative targers to divide
up markets are dangerous, ineffective, and often
enormously costly to consumers. Rather than pro-
moting innovation in a nation’s industries, managed
trade guarantees a market for inefficient companies,
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Government trade policy should pursue open mar-
ket access in every foreign nation. To be effecrive,
mrade policy should not be & passive instrument. it
cannot respond only to complaints or work only for
those industries that can muster enough political
clout; it should not require a long history of injury or
serve only distressed industries. Trade policy should
seek to open markets wherever a nation has comperi-
nve advantage and should actively address emerging
industries and incipient problems.

Where government finds a trade barrier in another

| mation, it should concentrate its remedies on dis-

mantling barriers, not on regulating imports or ex-
ports. In the case of Japan, for example, pressure 1o
accelerate the already rapid growth of manufactured
1mports is a more effective approach than a shift o
managed trade. Compensatory tariffs that punish
companies for unfair trade practices are better than

market quotas. Other increasingly important toals to |

open markets are restrictions that prevent compa-
nies in otfending nations from investing in acquisi-
tions or production facilities in the host country—
thereby blocking the unfair country’s companies
from using their advantage to establish a new beach-
head thar is immune from sanctions.

Any of these remedies, however, can backfire. [t is
virtually impossible to craft remedies to unfair trade
practices that avoid both reducing incentives for do-
mestic companies 1o innovate and export and hamm-
ing domestic buyers. The aim of remedies should be
adjustments that allow the remedy 1o disappear.

The Company Agenda

Ultimately, only companies themselves can

achieve and sustain competitive advantage. Todo so, |

they must act on the fundamentals described above.
In parricular, they must recognize the central role of
innovation—and the uncomfortable truth that inno-
vation grows out of pressure and challenge. It takes
leadership to creare 2 dynamic, challenging environ-
ment. And it takes leadership to recognize the all-
wo-easy escape routes that appear to offer = path o
competitive advantage, but are acrually shortcuts to
failure, For example, it is cempringtorely on Coopera-
tive research and development projects to lower the

cost and risk of research. But they can diver: com- |

pany attention znd resources from proprietary re-
search efforts and will all but eliminate the prospects
for real innovauon.

Competitive advantage arises from leadership chat

hamesses and amplifies the forces in the diamond to |

promaote innovation and upgrading. Here are just a
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| few of the kinds of company policies that will sup-

port that effort:

Creare pressures for innovation. A company

should seek ourt pressure and challenge, not avoid
them. Part of strategy is to take advantage of the
home nation to create the impetus for innovation. To
do that, companies can sell to the most sophisticated
and demanding buyers and channels; seek ourt those
buyers with the most difficult needs; establish
norms that exceed the toughest regulatory hurdles or
product standards; source from the most advanced
suppliers; treat employees as permanent in order to
stimulate upgrading of skills and productivicy,

Seek out the most capable competitors as motiva-
tors. To motivate organizational change, capabie
competitors and respected rivals can be a common
enemy. The best managers always run a little scared,
they respect and study competitars, To stay dynamic,
companies must make meeting challenge a pare of
the organization’s norms. For example, lobbying

| against strict product standards signals the organi-

zation that company leadership has diminished aspi-
rations, Companies that value stability, obedient
customers, dependent suppliers, and sleepy competi-
tors are inviting inerda and, ultmately filure.
Establish early-waming systems. Early-warming
signals translate into early-mover advantages,
Companies can take actions that help them see the
signals of change and act on them, thereby getting
2 jump on the competition. For example, they can

| find and serve those buyers with the most anticipa-
| tory needs; investigate all emerging new buyers or
- channels; find places whose regulations foreshadow

emerging regulations elsewhere; bring some outsid-
ers into the management team; maintain ongoing re-
lationships with research centers and sources of
talented people.

Improve the national diamond, Companies have
a vital stake m making their home environment a
better platform for intemational success. Part of a
company’s responsibility is to play an acrive role in
forming clusters and to work with its home-nation
buyers, suppliers, and channels to help them upgrade
and extend their own competitive advantages. To up-
grade home demand, for example, Japanese musical
instrument manofactarers, led by Yamaha, Kawar,
and Suzuki, have eswablished music schools. $imi-
larly, companies can stimulate and support local sup-
pliers of important specialized inputs—including
encouraging them to compete globally. The health
and strength of the national eluster will only en-
hance the company’s own rate of innovation and
upgrading.

In nearly every successful competitive industry,
leading companies also take explicit steps to create
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How the Diamond Works:
The Italian Ceramic Tile Industry

In 1987 Italian companies were world Jeaders in the
production and £xport of ceramic tiles, 2 510 billion in-

the small town of Sassuolo in the Em:ha-Rumn;na Te-
£10n, accounted for ahout 30% of world production
and almost 60% of world exports, The Ttalian trade spr.
plus that vear in ceramic tiles was abour $1.4 billign.

The development of the Italian ceramic tile indus.
ITY's competitive advantage illusirages bow the dia-
mond of nadonal advantage works. sassuolo's sustafn.
able comperitive advantage in ceramic tiles grew not
from any static or historical advantage bur from dy-
namism and change, Sophisticared angd demanding

tive production experience. Private ownership of the
companies and loyalty 1o the community spawned
intense commirtmen W invest in the industry,

Tie producers benefited 46 well from a highly devel-
oped set of local machinery suppliers and other sup-
parting induslnl:s,'p'mduning materials, services, and
infrastrictore. The presence of world-class, Ttalian.
related industries alse reinforced [talign strength in
tiles. Finally the eeographic concenrration of the en-
tire clﬁn{;r.supm_b{ngmd the whole process. Today
fnrzign:ﬁﬁn:ipnnjtuei:bmpﬂc AEEMEt an entire spheyl.
ture. Thenrganic nature of this system represents the
most sustainable advantape of Sassuolo’s ceramic
tile companies,

The Origins of theltalixnlndmm;r .
Tile production in Sassuolo grew out of the earthen.

ket exclusivaly, .

‘Pemzndforceramic riles within Traly beganto grow
dramaricallyin the immediare postwar ¥EATS, a5 the re-
construction of fraly triggered a boom in building ma.
terials of all kinds_Jralian derzand for ceramic tiles was
Particulardy great due 10 the climate Joca] tastes, and
building technigues,

Because Sassuolo wasin a relatvely prospercus part
of Italy, there wers many who could combine the mod-
B8t amount of capital and OSCCssaTy Organizationa]
siills to start a tile cOmpany. In 1955, there wers 14 S3s-
suclo area tile tompanies; by 1962, there were 102

The new tile companies benefited from 3 jocal poal
of mechanically trained workers. The region around
Sassuolo was home 1o Ferran, Maserarj, Lamborghini,

aad other technically sophisticated com panies; As the
tile indusery began to grow and Prosper, nuny enpi-

The Emerging ltalian Tile Cluster

Initially, Iralian tile producers were dependent on
fureign sources of raw materials and productiog tech.
nology. In the 19505, the principal raw materials ysed
10 make tiles were kaolin iwhite) clavs. Sinpe there
were red- bue nn white-clay deposits near Sassuolo,
Ttalian producers had 1o import the clays from the
United Kingdom. Tile:making equipment was also im-
ported in the 19505 and 1960s: kilns from Germuany,
America, and France; presses for forminy tiles from
Germany. Sassualo tile makers had to import gven
simple glazing machines.

Over time, the Ttalian tile produters loamned how
to modify imporied equipment to fit local circum-
stances: red versus white clays, nacural gas Versusy
heavy oil As process technicians from tile comparnies
left to starr thisir own equipment: companies, o local
machinery indusery arose in Sassuolo. By 1970, Tralian
companies had emerped as world-class producery of
kilns and presses, the earlicr situation had exacely re-
versed: they were cxparting their red-clay equipment
forforeigners o use with white clays,

equipment magufactur-
7%, more than 60% were locs ted in the Sassualg aren.

With irs membership concentrated in the Sassualo
2rel, Assopiastreile, the ceramic tije industry associz-
tion, began offering serviees in areas of common inter-
est: bulk purchasing foreipn-marke; tésearch, and
eonsulting oq fiscal and legal matters. The Browing tile
cluster stimulated the formanion of 2 new, speciilized
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specialized facrors like human resources, scientific
| knowledge, or infrastructure. In industries like wool
cloth, ceramic tiles, and lighting equipment, Tralian
IndUStTy associations imvest in market information,
process rechnology, and common infrastructure
Companies can also speed innovation by putting
| “their headguarters and other key operations where
| there are toncentranons of sophisticsted buyers. im-
portant suppliers, or specialized factor-creating
| mechanisms, such as uni-
| versities or laboratories
Welcome domestic .
vaine To compete globally
A company needs capable
domestic rivals and vigor-
| ous domestic rivalry Espe-
clally in the United Stages
and Europe today, manag-
BI5 are wont to complain
about excessive competi-
| tion and to argue for merg-
ers and acquisitions that
will produce hoped-for |
economies of scale and
eritical mass. The com-
plaint is only natural - but
the argument is plain .
wrong, Vigorous domestic
nvalry creates sustainahle
competitive advantage.
Moreover, it is better 1o
| grow internationally than
to dominate the domes-
tic market. If a company
WHAnes an acguisition, a for-
eign one that can speed glo-
balization and supplement

=~ e

nes that supplant domestic capabilities is always a
second-best solution Innovating to offset local fac-
tor disadvantages is better than outsourcing; devel.
oping domestic suppliers and buyers is better than |
relying solely on foreign ones. Unless the critical
underpinnings of competitiveness are present at
home, companies will not sustain competitive ad- |
vantage in the long run. The aim should be to up-
grade home-base capabilities so that foreign activi
= - ties are selective and sup-
plemental only to over-all
competitive advantage
The correct approach o
globalization is to tap se-
lectively into sources o
advantage in other nations’
| diamonds. For example,
identifying sophisticated
buyers in other countries |
helps companies under-
stand different needs and
Creates pressures thar will
stimulate a faster rate of
innovation, No marter
haw favorable the home di-
amand, moregver, impor-
tant research is going on in
other nations. To take ad-
vantage of foreign re-
| search, companies must |
| station high-quality peo-
ple in overseas bases and
mount a credible level of
scientific effort. To get any-
thing back from foreign re- |
search venrures, companies
must also allow access o

home-hased advantages gf
offset home-based disadvantages is usually far better
than merging with leading domesdic COmpeLtors.

Innovating to overcome local
disadvanfages is better than
outsourcing; developing

| @ domestic supplies is befter
than relying on foreign ones.

Globalize to tap selective advantages in other ng-
tions. In search of “global” swategies, many compa-

| nies today abandon their home diamond. To be sure, |
adopting a global PEISPECOVE 1S imMportant to creating
| competitive advantage. But relying on foreign activi-

92

their gwn ideas—recogniz- |
ing that competitive advantage comes from conrinu-
OUs improvement, not from protecring today's secrets.

Use alliances only selectively. Alliances with for
eign companies have become another managerial fad |
and cure-zll: they represen: a tempting solution to
the problem of a company wanting the advantages of
foreign enterprises or hedging against risk, withour |
£1¥Ing up independence. In reality, however while al.
liances can achieve selective benefits, they always |
exact significant costs: they involve coordinating |
tWo separate operations, reconciling goals with an
independent entity, Creating a competitor, and giv-
ing up profits, These costs ulrimately make mast
alliances short-term transitional devices; rather |
than stable, long-term relationships,

Author’s nete: Michosl [ Enright. who served or profect coordi-
aaror for this study hay cantributed valuabie SoggeItion, |
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COMPETITIVE ADVANTAGE

Mast important, alliances as a broad-hased strat-
egy will only ensure a company’s mediocrity, not its
international leadership. No company can rely on an-
otheroutside, independent company for skills and as-
sets that are central to its competitive advantage.
Alliances are best used as a selective tool, employed
on a temporary basis or involving noncore activities.

Locate the home base to support competitive ad-
vantage. Among the most important decisions for

| multinational companies is the nation in which to

locate the home base for each distinct business. A
company can have different home bases for distinct
husinesses or segments. Ultimately, competitive ad-
vantage is created at home: it is where strategy is set,
the core product and process technology is created,
and a eritical mass of production takes place. The cir-
cumstances in the home nation must support inno-
vation; otherwise the company has no choice but to
move its home base to a country that stimulates in-
novation and that provides the best environment for
global competitiveness. There are no half-measures:
the management team must move as well.

The Role.of Leadership
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Too many companies and top managers misper-

ceive the nature of competition and the task before |

them by focusing on improving financial perfor-
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mance, soliciting government assistance, seeking |

stability, and reducing risk through alliances and
TRETRErS.

Using alliances as a strategy
will only ensure

a company’s mediocrity,
not its international
leadership.

Today’s competitive realities demand leadership.
Leaders believe in change; they energize their organi-
zations to innovate continuously; they recognize the
importance of their home country as integral to their
competitive success and work to upgrade it. Most
important, leaders recognize the need for pressure
and challenge. Because they are willing to encourage
appropriate—and painful -government policies and
regulations, they often eamn the ritle "statesmen’” al-
though few see themselves that way They are pre-
pared to sacrifice the easy life for difficulty and,
ultimately, sustained competitive advantage. That
must be the goal, for both nations and companies:
not just surviving, but achieving international
competitiveness,

And not just ance, but continuousky. &
Reprine 90211
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