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Nonetheless, vague as they are, the distinctions are thought to be suffi_,_ 
ciently important to be reflected as canon in official documents, such as those of 
the European Communities~ for example: 

uwe must increasingly think in temls of competitive rather than 
comparative advantages. Comparative advantages traditionally relate 
to endov.ntent in factors such as natural resources and are therefore 
fairly rigid. Conzpetitive advantages are based on nzore qualitative 
_(actors and can thus be influenced. to a large degree, by corporate 
strategies and b.v public policies. In such a context, factor mobility 
and the capacity to combine factors effectively and to organize the 
social consensus on the share-out of value-added are becoming much 
more important than the initial factor endowment." [C~EC 1993: 57] (Em
phasis supplied.) 

It is not this paper's immediate concern to take sides on policy issues, but 
first to clarify the theoretical position of those who hold to "competitiveness" as a 
concept and where the differences may lie between them and mainstream trade 
theory. I discuss successively the relationship between the concept and unbal
anced trade, absolute advantage~ differential productivity gro\vth, and the rationale 
for intervention. In the last section, I make an assessment of the beneficial contri
bution to theory of the idea of "competitivenesstt, but urge caution regarding its 
too-facile application to specific situations. 

'Ibe most well-kno\\·n treatment of the idea of con1parat ive advantage is that 
by Ricardo [ 1973], in Chapter VII of his Principles. It is regarded as Ricardo's 
singular service1 to have shown clearly ho\v, not absolute prices but the ratio of 
prices~ or relative prices, is the basis of international trade. Portugal is superior to 
England in the productivity of its labor in both cloth and \vine industries; nonc.~the
less Portugal's superiority over England in wine is greater than in c.loth. Ricardo 
then demonstrates that it \\'culd be mutually beneficial to each country to specialize 
in producing that gond in which its relative advantage is the greatest. Tbe demon
stration of compara6ve advantage is generally exposited as the idea that absolute 
advantage is unnecessary in order for trade to take place. It has as its corollary the 
idea that it is not possible for a country to be, as Joan Robinson [ 1978] put it, 
"undersold in everyth1ng". Strictly speaking, however, the demonstration of com
parative advantage is a normative statement: it says that it is optimal for a country 
to specialize in the good in which it is relatively more productive, since to do so 
would be beneficial for the country concerned. 

1 Ricardo is generally credited with popularising the concept of comparative advantage, 
although Schumpeter [ 1954] points out that Torrens may likely have anticipated hin1. 
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book) but seems surprisingly to have attracted only minor attention; indeed only 
recently has an attempt been made to work it out explicitly [Deardorff 1995]. In 
empirical work, one needs only to recall one of the earliest tests of the 1-leckscher
Ohlin version of the comparative advantage theory [Leontief 1953]. "Leontiers 
Paradox", as it has since become known, presented a puzzle, since the lJ .S., a 
presumably capital-abundant country, was found to be importing both capital-and 
labor-intensive goods. As John Chipman pointed our, however, one of the simplest 
explanations for this paradox is simply that the U.S. was running a large balance of 
trade deficit, thereby in1proving both capital and labor: "A theory that purports to 
explain trade flows cannot afford to ignore trade imbalance [Chipman 1989: 939]." 

To make the distinction between absolute and con1parative advantage clear, 
we n1ay appeal to the idea of a "real exchange rate"' which nlay be defined as the 
ratio of domestic to foreign prices. For simplicity, make the same assumption Ricardo 
did, and suppose goods to be produced using only labor. Let e stand for the 
nominal exchange rate, and P; and P; respectively for domestic and foreign prices 
of good i, respectively. Then obviously the relationship between eP; and p1 deter-
mines whether the good in question is to be exported or imported, Or, \vhat is the 
same thing, defining e1 = p/P;, it all depends on whether e,. is equal to, greater. or 
less than. e. One has an absolute disadvantage (rcsp. adva11tage) in good i if e; > 
e (resp. e,. <e). 

Generalize this across all goods and rank the goods tEN( = 1, 2, ... , n) in 
decreasing order, so that (disregarding possible ties) we have: 

or equtvalently, 

(2) 

']ne ranking of these goods according to either ( 1) or (2) obviously accords 
with increasing comparative advantage4. Suppose for the moment that the nonzinal 
exchange rate, e, i.e., the rate of exchange between two currencies, is set parametri
cally. Then it will obviously "break'' the chain (2) at some point, so that two 
index-sets tnay be defmed: A-f (e)= {iE1V I ei > e} and X( e)= {1 E Ni ei < e}. Goods 
in the index-set M will then be imported, since their money prices will-be higher 
than that of their foreign counterparts, while the goods in the index-set X will be 
exported. It is in this sense that comparative advantage operates: what is exported 
and imported depends on the "order" of the chain. The assumption of balanced 

4 In this respect, the current discussion is identical with the well-known Ricardian ltgoods
continuum" model by Dornbusch, Fischer, and Samuelson [1977J, except in that the exogenous 
nominal exchange rate renders the pattern of specialization indetenninate. 
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this corrects itself only too soon. The chronic condition for indus trial 
enterprise is to be looking round anxiously for prospects of sales. Since 
the totaJ market does not grow fast enough to make room for all. each 
government feels it a worthy and commendable aim to increase its own 
share in world activity for the benefit of its own people" [Robinson 
1978( 1965 ):204]. 

()ne can, of course, argue that these remarks apply even mnre to developing 
countries, where labor unemployment, and underemployrnent are chronic. It is for 
these reasons. "The characteristic feature of the new mercantilism is that every 
nation wants to earn a surplus from the rest" [Robinson 1978( 1965):205]. 

FROM ABSOI.,UTE TO "COMPETI'fi\'E" AD\'r\NrAGE 

What the idea of .. compL',titivenesstt has apparently added i simply another 
source of absolute advantage besides sirnple exchange rate changes, and this is 
productivity grolvth. It has in com rnon \Vith the ''(old) new mcrcanti I ism" the idea 
that absolute advantage continues to he important, and that industries must be 
measured rather against a global standard. But where this standard used to lie in 
costs as affected by exchange rate changes, now it is ~ought in productivity in
creases through technology. 

Consider the same chain as in ( 1) or {2) above. An increase in productivity 
may be depicted as a resulting reduction in domestic autarky prices. Note, first of 
all that a unijorn1 increase in home productivity at the rate. y will leave the order of 
co1n.parative advantage unchanged, since that merely amounts to multiplying all 
sides of the inequalities by the same scalar ( 1-y ), thus preserving the order of the 
inequalities. Under certain conditions (balanced trade and identical and homoge
neous preferences). the pattern of production and consumption would also be 
undisturbed. This is one reason why arguments based on comparative advantage 
tend to be somewhat irnpassivc about technology gap~ and productivity differ
ences.6 It is easy to verify, however. that for any given exchange rate, e. the set .li. 
as defined above, will be larger and A1 smaller for a uniform increase in producti v
ity. The aim of earning a larger trade surplus, or minimizing a deficit, therefore 
lends an urgency to productivity increases (and , as we noted earlier! to exchange 
rate devaluation) that cannot be found in a sirnple admonition to follow compara
tive advantage. 

Put this another way 7. Suppose in autarky the t:ome country's level of· pro
ductivity and pattern of relative prices was exactly the same as that of tJ1e rest. of 

6 Another reason, of course, is that the long-dominant version of comparative advantage, 
which was the factor-endowments theory, assumes that technologies are identical across countries\ 
obviating the need for any discussion of differential technological levels, or technological progress. 

7Th is is a formalization of an example fiirst suggested by Dosi [ 1988b:4l3]. 
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SELECI1VITY AND TARGETING 

If all the concept of ltcompetitivenesslt implied an all-round increase in pro
ductivity, it would probably be unexceptionable. In addition, however. 
cotnpetiti veness writers gravitate towards the claim that not all productivity growth 
is equally desirable: a nation would be better off through time only if its productiv
ity. growth, and therefore its exports, were concentrated on goods "with high 
productivity". or arc "sophisticated". 

l"his raises the question of what really causes "a rising standard of living .. , 
since as Krugman [ J 994:32] points out, the standard of living does not even have 
to depend on "meeting the test of international markets" in an absolute sense. 
(l"his is even more true for the U.S., where international trade constitutes only a 
smal1 part of GDP.) From the viewpoint of comparative advantage, a country's 
econo1nic well-being will improve with productivity, when and wherever this oc
curs. 

To iII ustrate an aspect of this debate, suppose a country consumes both 
tradahlcs and nontradables. Productivity growth may occur in either. l"o make 
things stark~ assume that nontradables are low-tech, and tradables are high-tech. 
Now consider the familiar Salter diagram with tradables and nontradables (Figure 
1 ). Higher productivity in nontradables alone would raises the welfare of the coun
try (in the diagram, a movement from Point I to Point 2 owing to an outward shift of 
the production set). From the viewpoint of comparative advantage, this gives rise 
to no problems, so long as the real exchange rate (defined now as the price of 
tradables vis-a-vis nontradables. and equal to the slope of the indifference curves) 
is ad jus ted to reflect a higher relative price of tradables: still it is evident that 
national welfare has increased, with a higher proportion of both consumption and 
production of nontradables compared with before. 

Of course it is also possible to attain an equivalent improvement in welfare 
through an increase in productivity occurring exogenously in tradables alone (which 
is depicted by a movement from Point J to Point 3). From such a viewpoint, there
fore, there is no difference. Assuming a choice were possible, however. 
"compeliti veness" wnters would probably prefer a path that brought the economy 
from Point I to Point 3, rather than one that took it to Point 2, since the former 
involves the production of more tradables. 9 Ultimately, the competitiveness argu
ment must involve a judgment that certain activities are simply more important than 
others in the long-run, since they are associated with continuing tecnological im
provement and hence a higher trajectory for productivity growth, while other 
activities carry less promise. For example. tradables are more important than 
nontradables; technology-intensive industries are more important than less tech
nology-intensive ones, and so on. 

9Note that I abstract from questions regarding payments imbalances here. The case for 
producing tradables would only be too obvious if the country were runnmg a payments deficit. 
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Tyson, however, [ 1 991: 11] confesses that 

"Unlike most free traders unilateral and moderate alike, I believe that 
what we as a nation make and what we trade matter. The composition of our 
production and trade does influence our economic wellbeing. Technology
intensive industries, in particular, make special contributions to the long-term 
health of the American economy. A dollar's worth of shoes may have the 
same effect on the trade balance as a dollar•s worth of computers. But ... the 
two do not have the same effect on employment, wages, labour skills, pro
ductivity, and research - all major determinants of our long-term economic . 
health." (My emphasis.) 

In essence, therefore, the argument Tyson and others are making is that a 
greater share of current produ~tion devoted to technologically promising indus
tries will determine the chances for continued productivity growth in the .future. 
'fhese considerations cannot be depicted in a diagram such as Figure 1, which 
compares end-states but has no time dimension. 

It might be thought initially that the idea of selective promotion in anticipa
tion of future productivity growth may Jet comparative advantage slip back in 
through the backdoor. Can one not a:-gue, after a]t that those sectors and indus
tries in which future productivity growth is most likely are precisely \Vhere 
comparative advantage is to be found (say, those to the right of a chain such as 
(2))? 'This, however~ is not the idea of "competitiveness". Infon.11ation regarding 
prospective growth is not derived from the existing size of the current con1plement 
of industries, but fron1 an exogenous assessn1cnt of tech.nological trends. 

INJ?A,.,.r INDljSTRIES REil{JX 

~rhc idea that present con1rn.itments and interventions - T,vhich may even be 
deleterious in the short .. run - 1nay be redeen1ed and e.xceeded by fut11:re industrial 
prospects is norhing new analytically. TI1e purely cconornic rationale for prefen·ing 
ihc growth of some activities over others is fairly wc!l eiahorated and understood. 
Indeed, in many instances, it has not been the writers on ·~competiti,-eness'' that 
have contributed to the .. nc".v trade theorytl, but subsequent cr1tics of "compet1-
tiveness" and others \vho caution n1oderation, including Krugman. This is by no 
means surprising, sinc.e a good dea] of the argument was already anticipated by 
that other great exception to the free-trade and con1aparative advantage doctrine~ 
nan1ely the infant-tndustry argument. In the current literature, however1 arguments 
for preferential treatn1ent of certain ~ndustr1es are based on t\vo factors. 
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External Economies 

The first reason arises from various external economies thought to arise from 
certain, especially high-technology industries. They refer to the higher productiv
ity enjoyed by an industry or the entire economy which are not enjoyed by single 
firms, such as the creation of a highly skilled and knowledgeable technological 
work force that can be shared throughout the industry or economy, the achieve
ment of network economies and standardization, and so on. Like the old rationale 
for an infant industry, these benefits are thought to be associated with an increase 
in the scale of output of the particular industry. 

The significant difference in justification is twofold: (a) Past arguments for 
protection appealed to the importance of enlarged sales to the domestic market as a 
mechanism for attaining the increase in output. Now outlets arc thought to lie 
primarily in sales to international markets. This, of course, implies that "competi
tiveness" is associated with an aggressive export posture instead of the 
import-substitution strategy implied by earlier protectionism. 10 (b) Second, the na
ture of externalities anticipated by "competitiveness" arguments are primarily 
technological in nature~ the catch-up involved is more ambitious and is determined 
by the moving international technological frontier, an outcome of the concern for 
absolute advantage. Compare this with the old infant-indus try arguments that were 
couched in terms of attaining minimal industrial requirements for a "big push" or 
political security, rather than in pushing out the technological frontier of the indus
tries involved. This is connected with the observation that reaching the 
technological frontier is associated less with the accumulation of physical capital 
than with human capital and technological knowledge (i.e., the distinction between 
the so-called "second-wave" and "third-wave" technologies). 

Rent-Sil~fting 

The second justification for intervention under the competitiveness paradigm 
is called rent-sh{fting, and proceeds from the observation that in practice~ many 
"strategic industries" are oligopolistic in nature, so that only a limited number of 
firms may be accommodated. Examples cited are~ again, aircraft, computer parts and 
telecommunications equipment, and electronics. Because of increasing returns to 
scale or scope, network economies, product differentiation, high investment costs, 
or the large expenditures on R&D required to meet competition, only a handful of 
firms may ultimately exist to serve the markets for such product-lines. 

This implies that rents may be enjoyed by firms that do manage to enter such 
markets and survive. If so, then there may be a net benefit to the nation whose 
own firms do manage to share in these markets_ These benefits take the form of the 

10Th1s close relationship is shown, for example, in Krugman [ 1984] wh1ch shows how 
protecting the domestic market can aid foreign sales. 
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government laboratories, universities, etc.) as opposed to individual 
innovators as the most conducive environment to the production of 
innovations. Moreover the formal research activities in the business 
sector tend to be integrated within more or less integrated manufactur
ing firms. 

(b) ... a significant amount of innovations and improvements are 
originated through 'learning by doing' and 'learning by using'. That is, 
people and organizations, primarily finns, can learn how to use/in1prove/ 
produce things by the very process of doing them, through their 'infor
tnal' activities of solving production problems, meeting specific 
customers' requirements, overcoming various sorts of tbottlenecks', 
etc. 

(c) .. .in spite of significant variations with regard to specific inno
vations, it seems that the directions of technical change arc often defined 
by the state-of-the-art technologies already in use; quite often, it is the 
nature of technologies themselves that determines the range within 
which products and processes can adjust to changing economic condi
tions; and it is generally the case that the probability of making 
technological advances in fi1n1s, organizations, and often countries is, 
among other things, a function of the technological levels already 
achieved by them. In other words, technical change is a cumulative 
activity. 

The upshot of this description is that modem innovative activity is increas
ingly an organized affair, perfotmed in-house, tacit in nature, cumulative, and 
path-dependent. It is outside this paper's scope to inquire into the analysis of 
microeconomic behavior that leads to the emergence of such "stylized facts~~. The 
above description, once accepted, however, supports a policy environment that 
must differentiate in favor of specific sectors that are deemed close to important 
technological frontiers. 1~he implication is that there is less and less roon1 for a 
detached "innovation-sector'' (a Ia Edison) that chun1s out blueprints for ab ovo 
for enterprises to use. Instead, the picture is one where technological innovation 
takes place within producing firms that seek to improve what they are already 
doing. Support for continuing innovative activity therefore becomes increasingly 
difficult to separate from support to an expansion in the scale of certain sectors. 

In the foregoing, I have tried to summarize the main analytical (as opposed to 
the polemical) strands of the arguments for "competitiveness" in a manner that I 
hope is as explicit as necessary for mainstream economists. To make an analytical 
case for the "competitiveness" paradigm and its policy-prescriptions, one needs to 
allow for the following: (a) unbalanced trade and nonfull-employment; (b) the pos-
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sibility of gaining absolute advantage in some sectors entailed by cumulative pro
ductivity growth; (c) the existence of technological externalities; (d) imperfect 
competition and rents; and (e) a view of technological innovation as embedded in 
industrial or firm activity. Much of the work thus far has focused on (c) and (d). I 
hope in this paper to have called attention to the importance of (a), (b), and (e) for 
the argument as well. 

ASSESSMENT 

In many ways, writers on "competitiveness" - sometimes by sheer provoca
tion - have compelled mainstream economic theory to address certain real-world 
questions that were heretofore regarded as too difficult or uncomfortable. The 
process of clarifying issues, however, has to my mind been hindered by the ex
treme inchoateness of the analytics of "competitiveness" and their popularizers' 
undue rush to advocate before analyzing. 13 Indeed it has not primarily been the 
popular prophets of competitiveness (e.g., Tyson, Porter, and lesser lights) but 
rather their current critics who have done the theoretical spadework of introducing 
imperfect competition, scale economies, and externalities into economic theory. 

While much work has been done, however, I suspect there will continue to 
be a blind spot in mainstream theorizing, as long as it relies primarily on compara
tive static analysis. For example, a good deal of work has been done on what 
happens and what policies are indicated once technological progress in one or 
another sector occurs. But there is less explicit modelling of lvhy and how technical 
change occurs, except to the extent this is associated with increases in certain 
types of industrial output. Understandably, this blind spot can lead to either two 
things: writing off what one cannot model explicitly, or venturing plausible advoca
cies much ahead of rigorous analysis. In this concrete example, for want of sufficient 
handles on the problem, one n1ay either write off the possibility in principle of 
giving differentiated encouragement to firm- or industry-specific innovation activi
ties, or one may advocate broadside (and most likely wasteful) support for any and 
all output-increasing activities. In either case, I suggest, social interest may not be 
fu 11 y served. 

One suspects that full understanding and elucidation of "competitiveness" 
notions will continue to be elusive, owing to the great difficulties presented by 
several issues current theory is ill-equiped to address. I mention only those that 
seem obvious to me: one is how to model the uncertainty and the unevenness in 
results that are inherent to the innovative process. A second is how to allow for 
sufficient diversity among production units (most models assume identical firms); a 
good amount of productivity growth has to do with the diffusion of best practice 

13The important exception has been the valuable contributions of the writers on technology, 
led by the Anglo-Italian school. But these tend to adopt different methodological approaches and 
criteria altogether. 
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