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Designing Global Strategies:
Comparative and Competitive
Value-Added Chains

This article, the first of
a two-part series,
shows how the valueadded chain can be
used to analyze sources
of international strategic advantages. The
author argues that it is
essential that a distinction be drawn between
competitive and comparative advantage. He
illustrates the importance of this distinction
by looking at structural
shifts in the world
economy and arguing
that these shifts reflect
changes in comparative
advantage. The impact
of these changes leads
to only a few choices
for the firm facing
import competition and
possessing no competitive advantage. The
author stresses that if
the global advantages
acquired by international participation are
not sustained, competition reverts to domestic
competition among
firms with different
national names. Ed.

Bruce Kogut

The Wharton School

The design of international strategies is based
upon the interplay between the comparative
advantages of countries and the competitive
advantages of firms. These two advantages
determine the answer to the two principal questions in international strategy:

are not completely independent of each other.
Firms differ in location of sourcing of their production and can, therefore, acquire a competitive edge with superior exploitation of the comparative advantages among countries. Thus, differences between firms regarding the location of
their sourcing can give rise to strategic advantages. It is therefore important to distinguish
between strategies based on competitive advantage and those based on comparative advantage.
It is the interaction between comparative and
competitive advantage in the international strategy of firms that is examined in this article. The
concept of the value-added chain is developed in
order to analyze the competitive position of the
firm in a global industry. The first section develops
the use of the value-added chain for structuring
the strategic allocation decision. The second section turns to developing the concept of comparative advantage; an international production chain
for countries is derived from differences in factor
costs. The third and fourth sections illustrate the
use of the value-added chain as a tool in delineating the interplay of comparative and competitive
advantages by analyzing changes in the world
economy. From this analysis, three generic modes
of international competition emerge.

1. Where should the value-added chain be
broken across borders?
2. In what functional activities should a firm
concentrate its resources?
Answers to both of these questions are affected
by comparative and competitive advantage.
Comparative advantage, sometimes referred to
as location-specific advantage, influences the
decision of where to source and market. It is
based on the lower cost of a factor (labor, for
example) in one country relative to another,
favoring industries that use this factor intensively. Competitive advantage, sometimes referred to
as firm-specific advantage, influences the decision of what activities and technologies along the
value-added chain a firm should concentrate its
investment and managerial resources in, relative
to other firms in its industry. It stems from some
proprietary characteristic of the firm such as a
brand name, which cannot be imitated by rivals
without substantial cost and uncertainty.1 The
value-added chain is the process by which technology is combined with material and labor
inputs, and then processed inputs are assembled,
marketed, and distributed. A single firm may
consist of only one link in this process, or it may
be extensively vertically integrated, such as steel
firms that carry out operations that range from
mining ore to fabricating final goods.
Competitive and comparative advantages

Competitive Advantage and the
Value-Added Chain
Strategy formulation can be seen as the selection of product/market allocation decisions
that promise to generate what economists
call economic rents. In layman’s terms, this
means profitability in excess of the competitive norm. To capture economic rents, a firm
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must devise a strategy that is superior to that of
the competition. Techniques of strategy formulation are heuristic guides that aid firms in analyzing their competition and allocating resources
to the most profitable courses of action. One
such technique is industry competitive analysis.
A second, and complementary, technique is the
analysis of market segments in search of insights
that will guide the allocation of resources to different productive units of the corporation.
These productive units can be depicted, as will
be shown later, by a value-added chain.
Consider first the technique of industry competitive analysis.2 This technique implicitly
begins with a static model of profit determination which is then expanded to incorporate how
firms “game” against one another. The logic of
the model commonly specifies two kinds of
generic strategies. The first is characteristic of
firms in a highly competitive industry in which
products are qualitatively similar. In such industries, strategies tend to be low-cost oriented in
order to either increase margins or lower prices.
The danger of the latter strategy, of course, is
that firms will simultaneously cut prices in anticipation of scale or experience economies, resulting in cutthroat competition. In less competitive
industries, firms follow revenue-oriented strategies by differentiating their products. Rivalry by
physically or psychologically differentiating
products also spills back into price competition,
as products invariably face competition from
approximate substitutes.
The generic strategies of low-cost and differentiation are useful for categorizing competitive
strategies but in themselves do not suggest
where costs should be cut or how products
should be differentiated. For these purposes, the
value-added chain is a surprisingly easy yet
powerful concept.3 The measurement of the
links of the value-added chain should be defined
differently depending upon whether the firm is
pursuing a low-cost or a differentiated strategy.
The Value-Added Chain
For designing strategies in highly competitive
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markets, the value-added chain is best defined in
terms of each link’s contribution to total cost.
(In the case of multiproduct firms, there may be
horizontal links as well.) For many of these
links, there exist price data on the value of intermediate products when these products are traded in markets. In some cases, firms have, or can
acquire, fairly accurate estimates of the production costs of competitors. By comparing the
costs incurred by each link and against competitors, a firm can locate the “critical success factors” that must be addressed. Such a comparison can lead to radical changes in strategy, such
as the decision to divest or to acquire new technologies in certain links.4
The example of the American steel industry
can be used to illustrate an application of valueadded chain analysis in this vein. The American
steel industry has consisted traditionally of
large, vertically integrated carbon steel makers,
some of whom are integrated from ore mining
to finished products. Recently, their profitability
has been abysmal, the result of in-roads made
by mini-mills in long products (e.g., rails and
bars) and import competition. Because of the
increased competition, the carbon steel manufacturers have little power in influencing the
price they charge on long products. (Flat products, e.g., sheet, tend to be more differentiated.)
Faced with increased price competition and
large investments in fixed assets, carbon steel
producers must choose either a dramatic curtailment of crude steel production and a focus
on flat and specialty steel products, or a cut in
costs. In this context, the value-added chain has
been particularly useful in suggesting those
links that are not cost competitive.5
For designing strategies in industries where
competition is driven by product differentiation,
the value-added chain is best defined in terms of
the contribution of each link to market value.
The estimation of contribution to market value
is not straightforward, but such a calculation
underlies any strategic plan that seeks to generate economic rents. The determination of market value contribution leads to a mapping of the
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product attributes most strongly desired by consumers back upon the links of the value-added
chain that generate this attribute.6 For example, if
consumers desire a home computer that is supported by strong after-sales service, and the firm is
able to provide this service better than its competition, the implication for resource allocations is to
shift investment from other links of the valueadded chain in order to invest in the downstream
link of servicing channels. The key question
becomes what links of the value-added chain gen-

erate those attributes most strongly desired by
consumers and which of those attributes correspond to the present and potential competitive
advantage of a firm.
It is important to emphasize the last phrase of
the above sentence. If the only issue were to
determine demand for product attributes, strategy would simply be a market research question. But assets that underlie the production of
these attributes are not easily redeployed along
the value-added chain, nor is product or process
imitation between competitors without uncertainty and risk. Because of the costs and risks of
redeploying assets, firms can be found competing in an industry while pursuing different
strategies, even though some strategies are recognized as dominant in terms of profitability.7
Strategy is thus not just the selection of profitable product markets; it is also the attempt to
create a competitive advantage by investing in
the link that generates the product attribute
most strongly desired by consumers and which
corresponds to the firm’s distinctive competence
relative to its competitors.
An example of the contribution of value-added
chain analysis for strategies of product differentiation is the selection of acquisition targets. Ebeling
and Doorley compare, for example, the structural
characteristics of value-added chains for three
competitors by estimating the contribution of each
link to market value and the extent to which each
link is done in-house or sourced outside.8 (Two of
these chains are depicted in Figure 1.) There is no
reason that the links should reflect the same value
across firms, and they can, in fact, be expected to
differ as each firm pursues a different productmarket strategy. (Some links, such as R&D and
after-sales service, are not shown.) Observations
on activities sourced or contracted out externally
permit insight into the question of which firm is
best situated for entry into the home computer
market. An application of the value-added chain
in this context rests on the identification of the
characteristics of consumer demand and the
strategic positioning of firms in terms of their control over the critical links that supply these char-
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acteristics. If component manufacture is critical,
then Panasonic is best placed because of its ownership of production activities. If the consumer
desires easy access to distribution centers and
after-sales service, then Radio Shack has the better position. Once the attributes desired by the
customer and the relative strengths of the competition have been determined, a firm can determine
its present strength in a business and decide either
to redeploy its assets or pursue its traditional
competence, withdraw from the business, or
acquire the critical assets.
In conclusion, the value-added chain is a useful tool in isolating the critical success factors of a
strategy. For strategies in competitive industries,
the chain isolates those links that are not currently viable relative to competition. For strategies of
product differentiation, the chain indicates those
links that generate downstream economic rents.
Before turning to its extension in the international context, the chain of comparative advantage
for countries must first be explored.

remarkably from one country to the next.
These differences in macroeconomic variables
greatly increase the risk associated with a firm’s
product/market and resource allocation decisions. The sheer number of variables reflects the
most potent fact of international competition.
That is, global competition brings together in
multiple markets firms that differ widely in
where they source and in their access to national markets.
Differences in factor costs have powerful implications for where a firm should locate the links of
its value-added chain internationally. The general
rule, as developed below, is that a firm should
locate its activities in those countries that possess a
comparative advantage in terms of the relevant
intensive factor. Because countries differ in factor
costs and the intensity of factor use varies along
the value-added chain, the distribution of valueadded activities between countries will tend to differ. Research and development is, of course, intensive in human capital, that is, in highly trained
workers. Basic manufacturing is more variable,
but it is certainly less intensive in human capital
than research and development and can be relatively labor intensive, especially in assembly.
Manufacturing of new products tends to rely on
sophisticated process technologies that cannot be
separated from the use of a trained and educated
work force or engineering crew.9 Because countries differ in factor costs, labor-intensive activities
can be expected to be located where unskilled
labor is inexpensive, and capital (including
human)-intensive activities located where capital
is inexpensive.
For simplicity, some implications for international strategies can be captured by considering a
stylized model of comparative advantage and the
location of economic activity first introduced by
Deardorff.10 A few assumptions are necessary,
although they will be relaxed later. One assumption is that markets are competitive, and thus the
same price exists in all national markets for a
good. Another assumption is that all firms have
the same production technology, which is not
characterized by economies of scale.

The Chain of Comparative
Advantage
The international environment differs from a
purely domestic setting for two reasons. The first
is that institutional and cultural factors establish
powerful barriers to the easy transfer of competitive advantages among countries. These barriers
may be particularly effective in blocking the
transfer of the final links of the value-added
chain. Marketing programs must often be
redesigned, distribution networks established,
and after-sales service — which is becoming an
increasingly critical variable in many industries —
backed by a trained team. Where these barriers
are reported to be unusually strong, which is
commonly the case with firms’ experiences in
Japan, there is a tendency to move toward cooperative ventures with domestic firms that possess
the knowledge and infrastructure to market, distribute, and service the goods.
The second reason is that the factor costs
(e.g., wages, materials, capital charges) differ
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There are only two factors of production:
labor and capital.
Isocost Lines and Isoquants
Based on these assumptions, countries can be
ordered by a chain of comparative advantage
along isocost lines. An isocost line shows the
proportions of factor inputs that equal one dollar. (It can also be called a one-dollar cost line.)
For Country I, where labor is relatively inexpensive, isocost line 1 is drawn in Figure 2. For
Country II, where capital is relatively inexpensive, isocost line 2 is drawn. The lines for the
countries differ because the factor costs of labor
and capital are different between countries.
Tangent to the isocost lines are unit-value isoquants whereby an isoquant represents the proportions of capital and labor that produce the
same value of output. This value is set equal in
Figure 2 to one dollar. (These isoquants can also
be called one-dollar production curves.)
The tangency of the unit-value isoquants
implies that firms are earning market returns.
An isoquant inside an isocost line represents a
state of excess profits as the unit cost of factors
used in production is less than the dollar unit
value of production.11 Excess profits (also called
economic rents) lead to an increase in competition and lower prices: as prices fall, production
must increase to earn the same dollar of revenue, increasing the required amount of factor
inputs. Thus, the isoquants move outward. If
the isoquants were outside the isocost lines, then
the value of production is less than cost and
unprofitable. The result of all this is that, for
production under competition, the isoquants
must be tangent to the isocost line farthest from
the origin.
Isoquants are drawn in Figure 2 for a few
economic activities and goods.12 Some of these
goods are raw materials; some are intermediate
products, such as labor-intensive assembly or
human-capital-intensive research and development. This description of goods and economic
activities implies that they have been unbundled
in terms of their contribution to the value-added
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chain. By examining the value-added chain, it
can be determined which activities will be
placed in countries where the comparative
advantage is most favorable.13 Only the goods
for isoquants below point A will be produced by
the labor-intensive country; the goods for isoquants above point A will be produced by the
country with an advantage in capital-intensive
production.
The ordering of isoquants along an isocost
line corresponds to what can be termed a chain
of comparative advantage for countries. This
chain reflects the differences in factor costs
between countries and the differences in factor
intensities in the production of intermediate and
final goods. The chain derived from Figure 2
shows that each country specializes in producing those goods for which it has a comparative
advantage.
Factors Affecting Comparative Advantage
The derivation of the chain of comparative
advantage is based on strong assumptions.
When the assumptions of perfect competition
and the same price for a good across countries
are relaxed, the argument must be modified
strongly. Two factors prevent, in particular, the
clean and tidy ordering of industries along the
chain of comparative advantage.
The first factor is the cost of transportation
and tariffs, which can create strong barriers
between nations and permit domestically located firms to survive despite a disadvantage in
f.o.b. prices. These costs are especially effective
for goods characterized by low value to weight.
Tariffs and transportation costs may prevent a
clean ordering of trade between countries, but
the general tendency of trade to reflect the comparative advantages of nations is certain to
influence the allocation of world resources. The
chain of comparative advantage will not hold
for industries where factor cost differences
between countries are small. It can be expected
to hold for industries where these differences are
large, although governments can, of course,
strongly affect the allocation of production.
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The second factor is the difference in competitive advantages among firms. Firms can, in
particular, exploit certain economies along and
between value-added chains which create competitive advantages that can sometimes be transferred globally. Three economies are particularly relevant: scale, scope, and learning. If the
economies captured by large-scale production
outweigh the disadvantage in factor costs, then
a firm can remain competitive despite a poor
location. Similarly, the production of one good
might lower the costs for the production of
another. Thus, if a firm has a competitive advantage in one good, the production of a second
may be profitable despite a location disadvantage. Finally, a firm may possess an advantage in
knowledge or skill gained over time. Japanese
trading companies have no apparent competitive or location advantage in acting as agents for
non-Japanese firms selling outside of Japan, yet
they have knowledge of trading on world markets. Learning might also take the form of superior technology in the manufacturing or marketing of goods. Because learning is not easily
transferred or replicated, some firms maintain a
competitive advantage through product or
process technologies.
The second factor is particularly pertinent to
analysis of the interplay between the comparative advantages of countries and the competitive
advantages of firms. When firms achieve a competitive advantage in terms of scale, scope, or
learning, firms can be disadvantaged in terms of
their location but still compete successfully. In
other words, the competitive advantage of a
firm can overcome the comparative disadvantage of country location. However, the stronger
the location disadvantage, the more potent the
competitive advantage of the finn must be.
There is a common tendency to suggest that
a firm change its strategy in response to international competition rather than recognize that its
industry may be in decline because of a change
in comparative advantage. In industries characterized by differentiated goods, firms can
respond to international competition by invest-
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ing in new competitive advantages. But in industries characterized by commodities or close substitutes, shifts in comparative advantage dictate
only four responses, namely, divestiture, switching of technologies to use factors favored by a
firm’s country location, investment in overseas
plants as source sites, or lobbying for government intervention.

Shifts in the Chain of Comparative
Advantage
Not all industries are equally vulnerable to longterm shifts in the comparative advantages
among nations. Industries that are vulnerable
consist of goods or activities in the vicinity of
point A of Figure 2. They represent the weak
links of the chain of comparative advantage.
Industries that embody goods that correspond
to these weak links are especially vulnerable to
fluctuations in factor costs and exchange rates
when competition is international.
The importance of these structural shifts in
the world economy can be isolated by focusing
on three regions of the world: developed (DCs),
newly industrialized (NICs), and less-developed
(LDCs) countries. Figure 2 can be altered to
reflect this perspective. If Country I represents
the developed countries and Country II the lessdeveloped countries, the allocation of world
production that existed after World War II and
until recently can be seen in rough illustration.
Through the 1970s, a third region consisting of
NICs has been interpolated between LDCs and
DCs. Figure 3 depicts this emergence and its
implications on the ordering of comparative
advantage for these three regions. If we compare
Figure 3 with Figure 2, we can immediately see
that a major change in the allocation of global
production has been emerging from newly
industrializing countries.
This emergence has placed tremendous pressure on the weak links of the post-war chain of
comparative advantage. The rise of Japan,
which was already fairly industrialized by the
start of this period, affected most strongly the
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industries for which comparative and competitive advantage were weakest, such as steel, and,
over time, auto production, which had been
labor-intensive in the United States relative to
current factor use. The more recent industrialization of countries such as Brazil, Korea, and
Taiwan is similarly displacing some traditional
industries, although the extent of this shift has
been restrained by the tariff intervention of
developed countries.
Table 1 documents the extent of this shift.
Between 1963 and 1980, the share of value-added
in world manufacturing fell in developed countries (not including the socialist bloc) from 77.3
percent to 65.2 percent. For the newly industrializing countries, it rose from 5.5 to 7.7 percent. The
percentile change may not seem dramatic, but the
absolute value in dollar terms is staggering. The
change for the socialist countries is more dramatic, though its impact on world markets is not as
critical given the substantial barriers to trade
between the East and West. (The share of world
manufacturing trade for the East, in fact, fell from
11 percent in 1966 to 8 percent in 1980.)
The brunt of this change is not, however,
felt equally by every industry, but rather is
borne primarily by the weak links in the chain
of comparative advantage. Semiconductor and
robotic production are less vulnerable to shifts

in comparative advantage than crude steel production, the lower line of automobiles, or basic
manufacturing. Table 2 provides some evidence
on changes in output for steel and autos.
Clearly, the most dramatic change has occurred
in LDCs, with much of the increase stemming
from economic growth in the NICs. For certain consumer electronic industries, the change
has been equally dramatic; for example, the
share of world production by LDCs of radio
receivers grew from 33.3 percent in 1966 to
83.1 percent in 1979. Even during the difficult
period of 1974 to 1980, the LDC share of
world manufacturing value-added grew by
32 percent.14
Of course, not all changes in the distribution
of value-added in manufacturing is reflected in
changes in trade patterns. Part of the shift goes
to satisfy the increased demand in LDCs. Also,
as the developed countries move away from
infrastructural investments, demand for such
intermediate products as steel falls relative to
that for other products. Yet a considerable effect
does reverberate in the pattern of trade between
countries, an effect that is dampened by the
imposition of quotas and tariffs. Thus, whereas
trade in manufactured goods for developed
countries grew at 5.6 percent between 1966 and
1980, for LDCs, it expanded at 9.8 percent for
the same time period. Again, certain industries
were affected more than others. Machinery and
transport vehicles contributed to only 7 percent
of LDCs’ manufacturing exports in 1966; by
1980, they contributed to 25 percent.
Underneath this macroeconomic picture,
though, lies the efforts of firms trying to benefit
from the differences in comparative advantages.
These efforts have partly resulted in a tendency
to enforce firm-specific advantages through the
creation of cost economies and the application
of new technologies that substitute capital for
labor. They have also resulted in a greater dispersion of production within the firm over geographical boundaries. Thus, recent studies estimate that almost 50 percent of U.S. manufactured imports reflect the exports of foreign
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the multiple markets in which they confront
each other.

Analysis of the International
Value-Added Chain

.

.

affiliates and related firms to the parent corporations.15
The international dispersion of American
transnational corporations has, moreover, been
echoed in recent years by similar trends among the
major European and, to a lesser extent, Japanese
firms. The German and Japanese share of world
foreign direct investment rose from 1.2 to 7.3 percent and 0.5 to 6.8 percent, respectively, between
1960 and 1978. During the same time period, the
U.S. share fell from 49.2 percent to 41.4 percent.16
Because of the vast dispersion of the production activities of American, European, and
Japanese firms, competition in international
markets is a combination of both competitive
and comparative advantage. In a global industry, firms differ in the configuration of bets they
place on different sourcing locations and on
links along the value-added chain. Moreover,
because of the relative unfamiliarity between the
major firms in these industries, there is frequently an absence of historical rules upon which to
base the nature of the competition. Competitive
signals, even if sent, are harder to detect when
firms have yet to perceive historical patterns in

A value-added chain analysis of competition for
a global industry is useful for outlining the
nature and stakes of the different wagers placed
on sourcing locations and on different links
along the value-added chain. The value-added
chain can be applied under two different
assumptions. The first is that competitors have
the same technology, but costs vary because of
differences in location sites. Under this assumption, costs can be readily estimated by incorporating foreign wage and material rates into the
estimates of production costs. The second
assumption allows for differences in technologies, and estimates production costs when competitors may be at an advantage or a disadvantage in terms of firm-specific assets. This second
calculation is far more difficult, but even without
precise data, a sensitivity analysis around the
benchmark measure calculated under the first
assumption can be estimated. Moreover, only the
second calculation provides a reasonable answer
to whether investment in new technologies overcomes the advantage of firms sourcing in cheaper sites. By focusing on competitors’ locations and
technological advantages, the above analysis, in
an international context, is fundamental in determining where the value-added chain should be
broken across borders and where new investments should be located.
In addition to analyzing global competitiveness
in terms of costs, the value-added chain is useful
for designing integrated strategies that address
particular national characteristics while exploiting
upstream competitive advantages in the valueadded chain. The key challenge of a global strategy is to determine which links are to be centralized
and which links decentralized. Clearly, centralization is critical in order to maintain control over, or
exploit, economies of scale in the use of strategic
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assets. An example of a decentralized link is marketing to the extent that products must be
redesigned or packaged to correspond to differences in the attributes demanded by the various
national markets. Decentralized marketing programs that exploit upstream competitive advantages in terms of low-cost production are the cutting edge of a global strategy.
On the other hand, if the advantage stemming from a strategic link cannot be internationally transferred, then an industry is consequently national in terms of competition. The
primary example of a nontransferable advantage is distribution, though some firms have
been able to build their competitive advantages
precisely by developing franchising networks
that overcome distributional barriers. A pivotal
factor in the gaming behavior of firms in international markets is the attempt of national firms
to close distribution, service, or customer ties to
foreign competitors who, in turn, seek to overcome their disadvantage by innovative marketing programs and investments in channel access.
Developments in the world television industry
illustrate the usefulness of a value-added chain
defined in terms of market value. The initial entry
of Japanese firms into the American market relied
upon exports from home plants that operated at
full economies of scale and that, initially, benefited
from inexpensive labor. Although the share of the
market captured by Japanese television manufacturers rose dramatically in both black-and-white
and color sets, most of the sales were made under
private labels through large department stores. The
weakness of the Japanese firms in marketing
(brand labels), distribution, and after-sales service
poses, then, the question of who was capturing the
downstream profits: the manufacturer or the distributor.
To overcome their downstream weakness,
Japanese firms invested heavily in product quality,
reducing the need for servicing relative to
American producers. Yet, as American manufacturers began to compete on new product and
process technologies, margins became increasing-

ly squeezed and brand labeling and distribution
grew in importance. By the late 1970s, competition had shifted to the later stages of the valueadded chain in terms of market value. Japanese
firms responded by investing in distribution channels and brand labeling. Thus, the industry had
evolved into cost competition in the lower line of
television sets and marketing and distribution
competition in the top line. The initial global advantage in terms of location and economies of scale for
a world market largely evaporated by 1980.

Modes of International
Competition
The above discussion suggests that a distinction
can be drawn between three modes of competition. One mode rests upon the dispersion of the
links in the chain of comparative advantage
among countries. Comparative advantage implies
that international competition will be between
commodity exports from countries with similar
factor endowments, resulting in distinct patterns
of trade. Trading between countries with dissimilar comparative advantages will be interindustry;
that is, there will be no cross flows of similar commodities. Thus, it is primarily comparative advantage that explains the pattern of competition
between exports from the various offshore plants
which supply the American black-and-white television market. This sourcing can be from unaffiliated firms or, if there are reasons to coordinate
and guarantee delivery and pricing, from overseas
plants that are elements in the international vertical integration of the multinational corporation.
A second mode of competition rests upon differences in the chain of competitive advantage
among firms. If relative factor costs among
nations are similar, then competition is driven
entirely by differences in the competitive advantages between firms. Competition is characterized
by cross flows in the trade of similar goods and
foreign direct investment for market penetration.17
Such patterns of trading and investment are
called, respectively, intraindustry and horizontal.
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The automobile industry is one such example.
There is considerable intraindustry trade of vehicles which are differentiated on the basis of styling,
quality, or advertising. And, as an alternative to
trading, auto firms can invest in each other’s country of origin and in other parts of the world. Such
overseas investments are elements in the international horizontal integration of the multinational
corporation.
The third mode of competition consists of the
interplay between competitive and comparative
advantage along a value-added chain. Whereas
differences in competitive advantage promote
intraindustry trade or horizontal investments in
other countries, the combination of comparative
and competitive advantages generates a complex
pattern of the international dispersion of the firm’s
activities. These activities are conducted in-house,
for the competitive strength of the firm rests on its
ownership of specialized production processes,
technologies, or quality control measures that
cannot be easily bought in the marketplace.18
Under the third mode of competition, firms compete on the basis of the relative superiority of their
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configuration of overseas sourcing locations, competitive advantages, and product/market decisions.
These three modes of competition generate
the pattern shown in Figure 4. Box I reflects the
first mode outlined above, where competition is
driven by comparative advantage in the form of
exports and imports of intermediate and final
goods. Box II reflects the second mode, whereby
firms have no factor cost incentive to locate in a
particular country but compete internationally
in terms of their distinctive competencies and
the competitive structure of the market, much as
they do in the purely domestic case. The third
mode is represented by Box III. Here, differences
in both comparative and competitive advantages generate the international dispersion of the
firm’s sourcing and market penetration activities. The upper left-hand corner represents the
endpoint case in which the similarity of factor
costs between countries and competitive advantages between firms segments markets along
national boundaries. Therefore, because of
transportation and other costs, there is no international competition in the absence of comparative and competitive advantages.
Although useful in structuring the complex
interrelations of competitive and comparative
advantage, Figure 4 omits the extent to which
the firm’s global position augments its strategic
position in its national markets. There are generally three sources for a sustainable global
advantage: increase in economies of scale as a
result of the increase in market size; increase in
economies of scope as a result of the increase in
product lines supporting the fixed costs of logistics,
control, or downstream links of the value-added
chain; and experience as a result of the knowledge
gained regarding market opportunities or new
technologies.19 When these economies exist, industries are global in the sense that firms must compete in world markets in order to survive.

Conclusion
There is thus a difference between competing on
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the initial transfer of an advantage, through
exporting a good from a plant favored by its
location or a firm advantage by investing overseas, and competing on the basis of the subsequent advantages gained by being global. The
Japanese entry into the United States frequently
assumes a historical pattern of competition
based upon an initial transfer of a comparative
advantage in exports stemming from low
wages, and a later transfer of a competitive
advantage in the form of exporting by or investing overseas in capital-intensive production at
minimum efficient scale. As comparative and
competitive advantages between American and
Japanese firms grow more similar, competition
in the large North American market (which
can often by itself support minimum efficient
scale in production) takes on an increasingly
domestic character, though the names of some
of the players are foreign. Thus, the initial
global advantage of Japanese firms is frequently not sustainable. New competitive advantages, such as brand labeling, must therefore be

developed, but these advantages are not global
as they are not uniquely acquired by virtue of
participating in world markets.
What is often overlooked is that the creation of a global network provides the benefit
of profiting from the uncertainty of the world
market. A critical element of formulating an
international strategy is creating the organizational flexibility and incentives that respond to
changes in economic parameters between
countries. To this extent, the international firm
can be viewed as representing investments in
flexibility that permit the exploitation of profit opportunities generated by environmental
turbulence. Thus, the key operating dimensions in a global strategy are one, to recognize
the potential profit opportunities, and two, to
create the organizational flexibility that
responds to changes in the environment. A
number of the elements that compose this
flexibility will be explored with regard to the
multinational corporation in Part 2 of this
article.
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