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• Competitiveness is determined by the productivity with which a nation uses 
its human, capital, and natural resources.  

– Productivity sets the standard of living (wages, returns on capital, returns 
on natural resources) that a country can sustain

– It is not what industries a nation competes in that matters for prosperity, but 
how it competes in those industries

– Productivity in a national economy arises from a combination of domestic 
and foreign firms

– The productivity of “local” or domestic industries is fundamental to 
competitiveness, not just that of export industries

What is Competitiveness?

• Nations compete in offering the most productive environment for business

• The public and private sectors play different but interrelated roles in creating 

a productive economy
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Micro reform 

is needed 

to raise 

the level of 

sustainable 

prosperity 

Macro 

reform alone 

can lead to 

short term 

capital 

inflows 

and 

growth 

spurts 

that 

ultimately 

are not 

sustainable

Macroeconomic Reform and Competitiveness

Macroeconomic 

reform

Microeconomic 

reform

Create opportunity

for productivity

Required to achieve

productivity

Productivity growth allows 

economic growth without inflation, 

making macroeconomic stability 

easier to achieve

Stability and confidence support 

investment and upgrading
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The Business Environment: The Diamond

Context for 
Firm 

Strategy 
and Rivalry

Related and 
Supporting 
Industries

Factor
(Input) 

Conditions

Demand 
Conditions

 Access to high quality 

business inputs

– Natural endowments

– Human resources

– Capital availability

– Physical infrastructure

– Administrative infrastructure 

(e.g. registration, permitting)

– Information infrastructure 

(e.g., transparency)

– Scientific and technological 

infrastructure

 Availability and quality of suppliers

and supporting industries

 Sophistication of local 

customers and needs

–Consumer information

–Consumer protection

–Quality, safety, and 

environmental standards

–Government procurement

• Successful economic development is a process of successive upgrading, in which the 
business environment improves to enable increasingly sophisticated ways of competing

 Local rules and incentives

that encourage investment 

and productivity

– e.g. absence of corruption, 

incentives for capital 

investments and R&D, 

intellectual property protection

 Vigorous local competition

– E.g., competition policy
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Sophistication of Company Operations and Strategy 
The Value Chain
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Technology Development

(e.g. Product Design, Testing, Process Design, Material Research, Market Research)

Human Resource Management

(e.g. Recruiting, Training, Compensation System)

Value

What 

buyers are 

willing to 

pay
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Company Weaknesses in Developing Countries

• Opportunistic  
– Short term
– Fast pay-back

• Operationally inefficient

• Low investment

• Compete on input costs

• Imitate products and services

• Domestic focus

• Conglomerate business groups

• A variety of policies and programs can directly target company 

sophistication, such as diaspora engagement, quality 

certification, lean manufacturing centers, and micro-lending
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The Cairns (Australia) Tourism Cluster

Hotels

Attractions and

Activities
e.g., theme parks, 

casinos, sports

Airlines, 

Cruise Ships

Travel agents Tour operators

Restaurants

Property

Services
Souvenirs, 

Duty Free

Banks,

Foreign

Exchange

Local 

Transportation

Maintenance

Services

Government agencies
e.g. Australian Tourism Commission, 

Great Barrier Reef Authority

Educational Institutions
e.g. James Cook University,

Cairns College of TAFE

Industry Groups
e.g. Queensland Tourism 

Industry Council

Food

Suppliers

Public Relations & 

Market Research

Services

Local retail, 

health care, and

other services

Sources: HBS student team research (2003)
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Clusters and Competitiveness

• Clusters Increase Productivity / Operational Efficiency

– Efficient access to specialized inputs, services, employees, information, institutions, training 
programs, and other “public goods” (local outsourcing)

– Ease of coordination and transactions across firms

– Rapid diffusion of best practices

– Ongoing, visible performance comparisons and strong incentives to improve vs. local rivals

– Proximity of rivals encourages strategic differentiation

• Clusters Stimulate and Enable Innovations

– Density enables recognition of innovation opportunities (e.g., unmet needs, sophisticated 
customers, new combinations of services, or better technologies)

– Presence of multiple suppliers and institutions to assist in knowledge creation

– Ease of experimentation given locally available resources

• Clusters Facilitate Commercialization and New Business Formation

– Opportunities for new companies and new lines of established business are apparent

– Spinoffs and startups are encouraged by the presence of other companies, commercial 
relationships, and concentrated demand

– Commercializing new products and starting new companies is easier because of available 
skills, suppliers, etc.

• Clusters reflect the fundamental influence of linkages and spill-overs

across firms and associated institutions in competition
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National Cluster Export Portfolio
Indonesia, 1997-2006

Change in Indonesia’s world export market share, 1997 – 2006
Source: Prof. Michael E. Porter, International Cluster Competitiveness Project, Institute for Strategy and Competitiveness, Harvard Business School; 

Richard Bryden, Project Director. Underlying data drawn from the UN Commodity Trade Statistics Database and the IMF BOP statistics.
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Overall World Export 

Share:  -0.020%

Indonesia’s Average World 

Export Share: 0.874%

Exports of US$3.7 

Billion = 

Hospitality and Tourism

Automotive

Agricultural Products

Business Services

Transportation and Logistics

Biopharmaceuticals

Tobacco

Motor Driven Products

Chemical Products

Oil and Gas

Marine Equipment

Fishing and Fishing Related Products

Information Technology

Building Fixtures and 

Equipment

Plastics

Textiles

Forest Products

Construction Services

Analytical Instruments
Prefabricated Enclosures and Structures

Leather and Related Products
Information Technology

25%

20%

15%
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5%

Construction Materials

0%
Financial Services

Lighting and Electrical Equipment

Furniture

Medical Devices

Publishing      

and Printing

Metal Mining and 

Manufacturing

Entertainment

Apparel

Jewelry, Precious Metals and Collectibles

Communication Services

Heavy Machinery

Coal

(5.24%, 12.30%)
Footwear
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 Government Agencies, NGOs & Industry Associations

Education, Research & Quality Standards Organizations

Flower
Farming

Post-Harvest
Handling;

Transport to
Market

Freight
Forwarders

Clearing and
Forwarding

Agents

Air Carriers
(Commercial /

Charters)

Plantstock
Trade & Industry Associations

Kenya Flower Council (KFC)
Fresh Produce Exporters Association of Kenya (FPEAK)

Regional Growers Associations e.g., North & South Kinangop; Lake Naivasha, etc
Greenhouse;

Shading
Structures

Pre-Cooling
Technology

Irrigation
technology

Grading /
Packaging Sheds

Post-Harvest
Cooling

Technology

Agricultural
Cluster

Horticultural
Cluster

(Fruits & Vegetables)

 Public universities with post graduate degrees in
horticulture:

University of Nairobi; Jomo Kenyatta University of Agriculture & Technology

Horticultural Crops Development Authority (HCDA)
Government Export Policies targeting Horticulture

Government Policy for Revitalizing Agriculture; National Export Strategy; Export
Promotion Council (EPC)

Fertilizers,
pesticides,
herbicides

Research Institutions:
Kenya Agricultural Research Institute (KARI)

International Center for Insect Physiology and Ecology (ICIPE)

Refrigerated
Trucks

Quality & Standards:
EUREGAP Standard (UK & Dutch Supermarkets)

Kenya Plant Health Inspectorate Services (KEPHIS)

Non-Governmental Organizations
The Rural Enterprise Agri-Business Promotion Project (USAID, CARE, IFAD)

Horticultural Produce Handling Facilities Project (JBIC)

Packaging &
Labeling
Materials

Tourism
Cluster

Kenya’s Cut Flower Cluster

Sources: Student team research by Kusi Hornberger, Nick Ndiritu, Lalo Ponce-Brito, Melesse Tashu, and Tijan Watt, 

Microeconomics of Competitiveness Course, 2007
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Vietnam/Indonesia

• OEM Production 

• Focus on the low cost 

segment mainly for the 

European market

China

• OEM Production

• Focus on low cost 

segment mainly for the 

US market

Portugal

• Production 

• Focus on short-

production runs in the 

medium price range

Romania

• Production subsidiaries 

of Italian companies

• Focus on lower to 

medium price range

United States

• Design and marketing 

• Focus on specific market 

segments like sport and 

recreational shoes and 

boots

• Manufacturing only in 

selected lines such as 

hand-sewn casual shoes 

and boots

Source: Research by HBS student teams in 2002 – Van Thi Huynh, Evan Lee, Kevin Newman, Nils Ole Oermann

Italy

• Design, marketing, 

and production of 

premium shoes

• Export widely to the 

world market

Brazil

• Low to medium quality finished 

shoes, inputs, leather tanning

• Shift toward higher quality 

products in response to Chinese 

price competition

Globalization and Cluster Specialization
Footwear
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General 

• Chambers of Commerce

• Professional associations

• School networks 

• University partner groups

• Religious networks

• Joint private/public advisory councils

• Competitiveness councils

Cluster-specific

• Industry associations

• Specialized professional associations 

and societies

• Incubators

• Alumni groups of core cluster 

companies

Institutions for Collaboration

• Institutions for collaboration are formal 
and informal organizations that

- facilitate the exchange of information 
and technology

- foster cooperation and coordination

• They can improve the business 
environment by

- creating relationships and improving 
trust

- defining common standards

- facilitating joint action

- fostering shared priorities

- providing a mechanism to develop a 
common agenda
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Note: Clusters with overlapping borders or identical shading  have at least 20% overlap 

(by number of industries) in both directions.
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Clusters and Regional Prosperity : Empirical Findings 

Drivers of Job Growth, Wage Levels, and Patenting

 Specialization in strong clusters 

 Breadth of participation within clusters

 Positions in related clusters

 Region„s clusters also present in neighboring regions

Not significant

 Positions in “High-Tech” versus other clusters

Source: Convergence, Clusters and Economic Performance (Delgado, Porter, Stern, 2007), The Economic Performance of Regions (Porter 2003)
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Stages of National Competitive Development
Shifting Policy Imperatives

Factor-Driven 

Economy

Investment-

Driven Economy

Innovation-

Driven Economy

Source: Porter, Michael E., The Competitive Advantage of Nations, Macmillan Press, 1990

Cost of Inputs Productivity Unique Value 

• Macro, political, and legal 

stability

• Efficient basic 

infrastructure

• Lowering regulatory costs 

of doing business

• Increasing local competition

• Market openness

• Advanced infrastructure

• Incentives and rules

encouraging productivity

• Cluster formation and 

activation

• Advanced skills

• Scientific and technological 

institutions

• Incentives and rules

encouraging innovation

• Cluster upgrading
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BCI Value, 2007

Dynamism Score, 2002 - 2007

High

Low

Below average Above averageAverage

Italy

Greece

Finland

Australia

United Kingdom

Spain

France

United States

Netherlands

New Zealand

Sweden

Canada

Czech Republic

KoreaNorway
Japan Hong Kong

Rate of Competitiveness Improvement
High Income Countries, 2002 - 2007

Germany

Switzerland
Denmark

Austria

Singapore
Iceland

Slovenia

Portugal

Ireland

TaiwanIsrael

Source: Global Competitiveness Report 2007
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BCI Value, 2007

Dynamism Score, 2002 - 2007

Rate of Competitiveness Improvement
Middle Income Countries, 2002 - 2007
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Source: Global Competitiveness Report 2007
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BCI Value, 2007

Dynamism Score, 2002 - 2007
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Source: Global Competitiveness Report 2007



26 Copyright 2008 © Professor Michael E. PorterWorld Bank – 04-24-08

Geographic Influences on Competitiveness

Broad Economic Areas
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Composition of Regional Economies, United States

Local Clusters

• Serve almost 

exclusively the 

local market

• Not exposed to 

cross-regional 

competition for 

employment

68% of

employment

57% of income

11% of patents

31% of 

employment

42% of income

88% of patents

Traded Clusters

• Serve markets in other 

regions and countries 

• Free to choose location

• Exposed to competition 

from other regions

Source:  Michael E. Porter, Economic Performance of Regions, Regional Science (2004), Cluster 

Mapping Project, Institute for Strategy and Competitiveness, Harvard Business School

Resource-based Clusters

• Location determined by 

resource availability 

•1% of income, 

employment, and patents in 

the U.S.
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Specialization of Regional Economies
Selected U.S. Geographic Areas

Boston

Analytical Instruments

Education and Knowledge Creation

Communications Equipment

Los Angeles Area

Apparel

Building Fixtures, 

Equipment and 

Services

Entertainment

Chicago

Communications Equipment

Processed Food

Heavy Machinery

Denver, CO

Leather and Sporting Goods

Oil and Gas

Aerospace Vehicles and Defense

San Diego

Leather and Sporting Goods

Power Generation

Education and Knowledge 

Creation

San Francisco-

Oakland-San Jose 

Bay Area

Communications 

Equipment

Agricultural 

Products

Information 

Technology 

Seattle-Bellevue-

Everett, WA

Aerospace Vehicles 

and Defense

Fishing and Fishing 

Products

Analytical Instruments

Houston

Oil and Gas Products and Services

Chemical Products

Heavy Construction Services

Pittsburgh, PA

Construction Materials

Metal Manufacturing

Education and Knowledge 

Creation

Atlanta, GA

Construction Materials

Transportation and Logistics

Business Services

Raleigh-Durham, NC

Communications Equipment

Information Technology

Education and

Knowledge Creation

Wichita, KS

Aerospace Vehicles and 

Defense

Heavy Machinery

Oil and Gas

Note:  Clusters listed are the three highest ranking clusters in terms of share of national employment.

Source:  Cluster Mapping Project, Institute for Strategy and Competitiveness, Harvard Business School, 11/2006.
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Influences on Competitiveness
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Groups of Neighboring 

Nations

States, Provinces

Metropolitan Areas

Nation

World Economy

Rural Areas
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Competitiveness and the Neighborhood

• A nation‟s most natural trading and investment partners are its neighbors

• A nation‟s competitiveness can be significantly enhanced by economic 

coordination with neighbors

– Capturing spillovers in policy and infrastructure

– Facilitating internationalizing of local firms

– Specialization in the value chain

– Attracting FDI

– Clout in international negotiations

• Economic collaboration among the neighborhood can improve internal 

competitiveness by helping overcome domestic political and economic 

barriers to progress
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Factor 

(Input)

Conditions

Regional

Governance

Context for 

Strategy 

and Rivalry

Related and 

Supporting 

Industries

Demand 

Conditions

Economic Coordination Among Neighbors
Harnessing Spillovers

• Coordinate 

macro-

economic

policies

• Eliminate 

trade and 

investment

barriers within 

the region

• Simplify and 

harmonize 

cross-border

regulations 

and paperwork

• Harmonize 

environmental

standards 

• Harmonize 

product safety 

standards

• Establish 

reciprocal 

consumer 

protection laws

• Coordinate

anti-

monopoly 

and fair 

competition 

policies 

• Improve regional 

transportation 

infrastructure

• Create an efficient 

energy network

• Interconnect regional 

communications 

• Link financial 

markets

• Facilitate the 

movement of students

• Harmonize regulatory 

requirements for 

business

• Coordinate programs 

to improve public 

safety

• Coordinate 

development of 

cross-border 

clusters, e.g.

– Tourism

– Agribusiness

– Transport & 

Logistics

– Business 

services

• Share best 

practices in 

government 

operations

• Create regional 

institutions
– Dispute 
resolution 
mechanisms
– Regional 
development bank

• Collaborate on 

regional  

marketing and 

relationships with 

international 

institutions
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Roads

Airports

Ports

Logistic Corridor

Strategy for Cross-National Regions
Central American Logistical Corridor

Mexico

Belize

Honduras

El Salvador
Nicaragua

Costa Rica
Panama

Guatemala

Country Boundary
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The Process of Economic Development
Shifting Roles and Responsibilities

Old Model

• Government drives economic 

development through policy 

decisions and incentives

New Model

• Economic development is a 

collaborative process involving 

government at multiple levels, 

companies, teaching and 

research institutions, and private 

sector organizations

• Competitiveness improvement works best when it is a bottoms-up process in 

which many individuals, companies and institutions take responsibility 

• Every community and cluster can take steps to enhance competitiveness

• Private sector engagement will speed competitiveness improvement
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Corporate Role in Economic Development
Nestlé in India

• Nestlé‟s history in the Moga region of India begins in 1962, when the region 
was in severe poverty

• Local milk supply was hampered by small parcels of land, poor soil, periodic 
droughts, animal disease, and lack of a commercial market

• Nestlé established local milk purchasing organizations in each town

• Nestlé invested in improving competitive context

– Collection infrastructure such as refrigerated dairies was accompanied by 
veterinarians, nutritionists, agronomists, and quality assurance experts to assist 
small farmers

– Medicines and nutritional supplements were provided to improve animal health

– Monthly training sessions were held for local farmers

– Wells to secure water supply for animals were dug with financing and technical 
assistance from Nestlé

• Nestlé has built a productive milk cluster in Moga, and buys milk from more 
than 75,000 farmers in the region through 650 dairies in local villages

• Moga has advanced its economic development versus other nearby regions

• Nestlé has developed a long-term competitive advantage in the milk cluster 
in numerous developing countries
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• Cluster-based economic development models

• Harmonize the role of FDI and MNCs in development

• Economic diversification paths

• Creating economic strategy

Some Implications of Micro Thinking for Economic Development
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Aligning Public Policy with Clusters

Clusters

Specialized Physical 

Infrastructure

Natural Resource Protection

Environmental Stewardship

Science and Technology

Infrastructure 

(e.g., centers, university 

departments, technology 

transfer)

Education and Workforce TrainingBusiness Attraction

Export Promotion

• Clusters provide a framework for organizing the implementation of public 

policy and public investments towards economic development

Setting standardsMarket Information and 

Disclosure



38 Copyright 2008 © Professor Michael E. PorterWorld Bank – 04-24-08

Cluster Initiatives

• Cluster initiatives are public-private efforts to remove the specific 

barriers that limit the competitiveness of a cluster

– Deficits in the cluster-specific business environment

– Opportunities for investments in “public goods”

– Address company weaknesses

Success factors

• Sequencing cluster initiatives rather than picking winners

• Working with willing collaborators among region and in the private 

sector

• Action priorities reflecting the unique needs of clusters

• Appropriate roles of government as convener and participant, but with 

clear private sector leadership

• Institutionalized cluster groups to enable sustained effort
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 Foreign investors can prod 

government to improve governance, 

upgrade safety, environment, and 

anti-discrimination regulations, 

and enhance transparency

Context for 
Firm 

Strategy 
and Rivalry

Related and 
Supporting 
Industries

Factor 
Conditions

Demand 
Conditions

 FDI brings new skills, 

capabilities, and technologies

 FDI can encourage and assist 

in improving local factor 

conditions

 FDI can deepen and broaden clusters, 

and stimulate cluster development

 FDI can infuse modern ways 

of managing and competing

 FDI can enhance the intensity 

and sophistication of local 

competition 

 FDI can facilitate trade and 

internationalization

 FDI can bring sophisticated 

customers and new needs

FDI and the Business Environment

• FDI is not an end in itself, but a tool for enhancing competitiveness

CONTEXT
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Source: Niels Ketelhohn research for Professor Michael E. Porter 

Electronic Assembly

Semiconductor Production

Passive

Electronic Components 
(e.g., inductors, transistors)

Other 

Electronic Components 
(e.g., circuit boards)

Venture Capital Firms

Computer Software 

(e.g., ArtinSoft)

Specialized Academic and Training 
Institutions 

(e.g., Instituto Tecnológico de Costa Rica, 
Instituto Nacional de Aprendizaje)

State Government Agencies 

(e.g., export and investments promotion 

agencies: Cinde and Procomer)

Specialized Chemicals

Specialized Packaging 
(e.g., plastics, corrugated

materials)

Clusters and FDI in Developing Countries

The Costa Rica Information Technology Cluster 
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Principles of FDI Attraction 

• The goal of FDI attraction is to enhance prosperity through upgrading  

competitiveness, not to maximize foreign dollars invested or number of 

jobs created per se

• FDI attraction should fit the country‟s or region‟s state of development, 

strategy, and value proposition

• Investment attraction should follow cluster principles in order to raise the 

odds of success in attracting companies, create externalities and 

multiplier effects from each investment, and increase the sustainability of 

investments over time

• Investment attraction activities and incentives should create value for both

the location and the investor 

• Other local entities such as cluster groups, companies, and other public 

and private sector institutions, should be engaged in the investment 

attraction process, not just government
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Economic Diversification Paths

• Local clusters (domestic demand)

• Tourism clusters

– Including at the regional level

• Expansion within existing clusters

• Related clusters

• FDI nodes 

• Clusters in neighboring countries/regions

• Niche products that can become clusters



43 Copyright 2008 © Professor Michael E. PorterWorld Bank – 04-24-08

Growth in Related Clusters
Russia

Aerospace 

Engines

Metal 

Manufacturing

Automotive

Oil and 

Gas

Plastics
Chemical 

Products

Production 

Technology
Furniture

Building 

Fixtures, 

Equipment 

and 

Services

Processe

d Food

Forest 

Products

Source: Institute for Strategy and Competitiveness, Harvard University, authors’ calculations (2007)
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National Value Proposition

The Need For an Economic Strategy

Developing Unique Strengths
Achieving and Maintaining Parity 

with Peers

• What elements of context and the

business environment can be unique 

strengths?

• What are the emerging and existing 

clusters?

• What weaknesses must be addressed to 

achieve parity with peer countries?

• What is the unique competitive position of the nation or 

region given its location, legacy, and existing strengths, 

and potential strengths?

– What roles with neighbors, the region, and the broader world?

– What unique value as a business location?

– For what types of activities and clusters?

• Priorities and sequencing are necessity in economic development
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Some ImplicationsWhat is Unique about Rwanda?

Positioning Rwanda

• Relatively corruption-free

• Stable

• Secure

• Clean

• Responsive government

• Unique climate and growing 

conditions

• Central location on the African 

continent

• Growing positions in tea, coffee, 

tourism

• Rwanda can become a regional 
business service hub

• Rwanda is unlikely to be competitive 
in exporting bulky goods with low 
value-to-weight

• Service and air freightable goods 
exports nullify Rwanda‟s logistical 
disadvantages

• Land reform and better utilization of 
property will be indispensable to 
productivity improvement in 
Rwanda‟s large agricultural economy

• Rwanda needs to encourage 
urbanization in multiple centers to 
allow productive deployment of 
infrastructure and local services

“Switzerland of Africa”
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Some Implications for the World Bank

• Set the right goals for development: income, wealth, and job creation that is widely 

distributed

• Work with countries to identify a distinctive economic strategy

– Use foreign aid to support this process, not fragment it further

• Integrate social and economic development rather than seeing them as separate

• Put private sector development at the heart of the competitiveness agenda

• Embrace a cluster-based development approach

• Mobilize private sector involvement, including foreign investors, in the design and 

implementation of policies

• Decentralize economic policy formulation and implementation to states and regions 

in order to create healthy competition, accountability and local responsibility

• Utilize cross-national cooperation to leverage resources, improve productivity, 

and speed up the reform process

• Capacity building and improving professionalism in government and business 

organizations will pay huge dividends in the implementation of competitiveness 

programs


