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Competitiveness is a central preoccupation of both
advanced and developing countries in an increasingly
open and integrated world economy. In this chapter, we
define competitiveness and offer a conceptual framework
for understanding its causes with a focus on the micro-
economic level. Despite its acknowledged importance,
the concept of competitiveness is still misunderstood,
and a discussion of its underpinnings remains a central
task.

While many discussions of competitiveness remain
focused on the macroeconomic, political, legal, and
social circumstances that underpin a successtul economy,
progress in these areas is necessary but not sufficient. A
sound and stable context improves the opportunity to
create wealth, but does not create wealth. Wealth is
actually created by the productivity with which a nation
can utilize its human, capital, and natural resources to
produce goods and services. Productivity ultimately
depends on the microeconomic capability of the economy,
rooted 1in the sophistication of companies (both local
and subsidiaries of multinationals), the quality of the
national business environment, and the externalities
arising from the presence of clusters of related and sup-
porting industries. Unless microeconomic capabilities
improve, sustainable improvements in prosperity will
not occur.

The Business Competitiveness Index (BCI), based
on this conceptual framework, this year ranks competi-
tiveness across 127 countries. Our aim is not only to
provide rankings, but also to identify the competitive
strengths and weaknesses of each country’s economy;,
highlight trends in the global economy, and deepen the
understanding of imperatives of successful economic
development. We include 6 new countries in this year’s
Index, rank Serbia and Montenegro individually rather
than jointly as in past years, and drop 1 country that was
ranked last year.

The BCI explores the underpinnings of sustainable
national prosperity over the medium term, measured
here by the level of GDP per capita adjusted for pur-
chasing power. The focus is on identifying the specific
areas that must be addressed if GDP per capita in a
country is to attain higher levels in the future. In addition
to the BCI, we explore the influence of political and
social context and of endowments in terms of location
and natural resources in combining to set the prosperity
of countries.

Our analysis in this chapter is pragmatic, making
use of the best available data and econometric methods
even though both are far from perfect. Despite the sta-
tistical challenges, our findings for 2007 are remarkably
robust and stable compared with the findings in earlier
Reports. The BCI accounts for more than 82 percent of
the variation across countries in the level GDP per capi-
ta, which is remarkably high given the presence of so
many unstable low-income countries in the rankings

and the inherent imperfections in national income data.?
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There remains a challenge of establishing the
direction of causality of findings given limited time-
series data. There may be a natural tendency for some
microeconomic conditions to improve as GDP per
capita increases. Yet the large observed differences across
countries, even those at similar income levels, reveal that
microeconomic improvement is far from automatic.

It 1s also clear that there are multiple paths to pros-
perity, and that individual countries succeed when they
build on their unique strengths rather than emulating
the economic choices of others. We aim to explore these
further in subsequent Reports.

Our findings once again reveal the crucial impor-
tance of microeconomic competitiveness for sustainable
economic prosperity. Many countries have achieved
remarkable growth by opening up to the world econo-
my, stabilizing macroeconomic policies, and removing
internal barriers to competition. The greater challenge
for these countries is to build the underlying microeco-
nomic competitiveness to make these gains sustainable.
If investments in microeconomic capabilities fail to
materialize—and they often require significant shifts in
economic policy—countries expose themselves to eco-
nomic and social risks. Domestic consumption and
inward foreign direct investment (FDI), fueled by global
capital markets, can easily overshoot the capabilities of
the economy to generate income, leading to significant
macroeconomic imbalances. At the same time, rising
social tensions between those well equipped to leverage
the opportunities of the global economy and the rest of
society can threaten the political viability of open mar-

ket policies.

Competitiveness and its causes

Competitiveness, then, is the fundamental underpinning
of prosperity. While macroeconomic shifts, political
developments, resource price swings, and spurts of for-
eign investment can move GDP per capita for periods
of time, the only reliable basis of true prosperity is the
productive potential of a nation’s economy. Competi-
tiveness is also essential to allow sound macro policies to
be sustained. While short-term macroeconomic manage-
ment remains important, the central focus of public pol-

icy must be on competitiveness.

What is competitiveness?

Competitiveness remains a concept that is not well
understood, despite the widespread acceptance of its
importance. The most intuitive definition of competitive-
ness 1s a country’s share of world markets for its products.
This makes competitiveness a zero-sum game, because
one country’s gain comes at the expense of others. This
view of competitiveness is used to justify interventions
to skew market outcomes in a nation’s favor (so-called
strategic industrial policy), including subsidies, artificial

restraints on local wages, and intervention to devalue the

nation’s currency. In fact, it is still often said that lower
wages or devaluation “make a nation more competitive.”

This view of competitiveness is deeply flawed. The
need for low wages reveals a lack of competitiveness and
depresses prosperity for citizens. Subsidies drain national
income and bias choices away from the most productive
use of the nation’s resources. The need for devaluation
results in a collective national pay cut by discounting the
products and services sold in world markets while rais-
ing the cost of the goods and services purchased abroad.
Exports based on low wages or a cheap currency, then,
do not support an attractive standard of living.

Prosperity is determined by the productivity of an
economy, which is measured by the value of goods and
services produced per unit of the nation’s human, capi-
tal, and natural resources. Productivity depends both on
the value of a nation’s products and services, measured
by the prices they can command in open markets, and
the efficiency with which they can be produced.

True competitiveness, then, is measured by produc-
tivity. Productivity supports high wages, a strong currency,
and attractive returns to capital—and with them a high
standard of living. Productivity is the goal, not exports
per se or whether firms operating in the country are
domestic or foreign owned. Finally, the productivity of
local industries (such as local utilities, retail clothing, and
local health services) also matters for competitiveness,
not just the productivity of the traded sector, because
this influences wages in a large part of the economy and
has a major influence on the cost of living and the cost
of doing business in the country.

The world economy is not a zero-sum game. Many
nations can improve their prosperity if they can improve
productivity. Improving productivity will raise the value
of goods produced and improve local incomes, expanding
the global pool of demand to be met. Globalization has
increased the returns to productivity by opening up
large new markets for competitive countries. Globalization
has also raised the costs of low productivity, reducing
the ability of a sheltered home market to sustain low-
productivity companies or provide high-paying jobs for
less-skilled employees. The central challenge is to create
the conditions in which companies and employees
throughout an economy can upgrade their productivity.

The productivity of an economy can be decomposed
into two components: the most fundamental is the pro-
ductivity of those working. However, productivity is also
affected by the proportion of the available labor force
that is employed. Many European countries have
achieved high levels of productivity per employee and
hours worked, but have failed to mobilize their labor
forces due to unemployment, sick leave, or early retire-
ment. This reduces overall national productivity, and
with it prosperity. Countries with inefficient labor mar-
kets might report high productivity for their active labor
force, but many potential employees are not participating

in generating value in the economy.
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