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Abstract: The paper discusses the role of innovative capwbili growth of a country by arguing that in theadprun, a
nation’s higher order competitive advantage cabuik only with innovation. The paper also idergdieight determinants of
innovation capability of a country. The discussafrthese eight determinants should be useful fticponakers in countries

attempting to promote economic growth by improuing prod

Introduction

It is well recognized that productivity of a counis the
key to its economic growth and level of prosperityrecent
years technology and innovation have been citdchpsrtant
drivers of long-term productivity of firms of a catmy. Thus,
the unit of analysis in seeking keys to a countgrewth and
prosperity must start with its firms. The questadrinterest is
what conditions in a country will make its firms mo
competitive in a global economy.

Since individual firms create jobs and growth icoaintry,
it is essential to study the functioning of thesms$. So, the
key to a country’s prosperity is the productivitlyits firms.
Many a times studies on economic prosperity of tes
focus only on macroeconomic variables, such as,gétu
deficits, interest rates, tariffs, etc. There is denying that
these are important variables for growth, but tlggore the
roots causes of productivity of the firms. Even ubglo
improvements in human capital, infrastructure, iingons,
and macroeconomic variables have shown to congil
economic growth, these factors eventually run i
diminishing returns (World Economic Forum, 2005h
today’'s age of global competition, national ecoresm
progress by “upgrading and extending their comipeti
positions, through higher order competitive advgesain
existing industries and developing the capabildycompete
successfully in new, high productivity segments$nolustries”
(Porter, 1990). In the long run, a nation's highmder
competitive advantage can be built only with innom A
nation’s firms must use technical innovation to elep
cutting-edge products and processes. In innovatiomen
competiveness, firms not only create technology, &lso
appropriate and improve technology available in epot
nations. This is because globalization has broudgwn
geographic and market boundaries, thereby imprown
company’s ability to innovate by borrowing ideasrfr other
countries.In a recent survey by McKinsey and Co. seve
percent of the senior executives said that innowawwill be

uctivity of the firms in their countries.

one of the top three drivers of growth in their gamy in the
next three to five years (Barsh, Capozzi, and D= 2008).

In another survey, executives see innovation as niost
important way for companies to stay competitivetdday’s
global business environment (The McKinsey Quarterly
2006).

Theory of comparative advantage does not explaig wh
firms in some nations are better at product desags more
efficient use of resources that lead to high arsingi
productivity. Neoclassical theory, which is based the
assumption of perfect competition between firmsdpging
similar products with similar inputs, prevents widual firms
from raising the price of its output to more thahatvcovers
the costs of its inputs and a fair return to theestors. It
assumes that all activity involves making old praguwith
d old technology (Morck and Yeung, 2001). Introdustiof
innovation violates the assumption of perfect catitipa.
Innovation includes not only designing and prodgcirew
and better goods for which firms can charge highece
compared to their competitors, but cheaper wayzaducing
DUbxisting goods. In either case, innovative firms cgarn
NtBrofits excess of their input costs.

Many decades ago, Joseph Schumpeter had recognized
that competition was constantly changing (Schump&&g4).
In other words, there is no such thing as “equilitr’ in
competition. According to Schumpeter’s insight inative
firms bring new products or better technology intee
economy, but this destroys stagnant firms. Evemughothe
“destruction” of stagnant firms can be consideratbansize
of innovation, it can lead to higher productivitydanational
competitive advantage that is more durable. Nationa
advantage based on factor costs is easy to replicait
H higher order advantages that can, for example, éstgblish
brand name products can be difficult to replicate &ring
competitive advantage to a country’s firms. As larsiration,
in early years of development, Korean electroniméi had
ot developed sustainable advantage and competbdsim of
abor costs. But this advantage started erodinghwilagpanese,
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operations in other Asian countries such as, M&@ay
Indonesia, and Thailand. In response to this thri€atean
firms such as Samsung used innovation to develdfingt
edge products and processes that has propellecaKorthe
level of a developed country. There have been abeurof
studies that support the view that there is a p@si
relationship between innovation and growth of cdest For
example, a Canadian study shows that correlatitwesn a
country’s log per capita GDP and the log of the hamof
patents its residents hold normalized by GDP is69,0
significant at the 0.001 level (Morck and Yeund)02).
Other studies that support this view are Jacob84)Porter
(1990), and Romer (1994). Given innovation’s role
economic growth of countries, in the next sectian discuss
factors that are conducive to innovation activityai country.

Deter minants of innovation

Peter Drucker, an authority on modern managen
pointed out that innovation is not a “flash of gesii but hard
work by firms and individuals of a country (Druck@001).
This means that there has to be proper conditio@sdountry
whereby “hard work” by firms and individuals wilesult in
innovations. Below we give a brief explanation dfet
variables. That we believe are important deterntmaf the
level of innovation capability of a country.

Institutions. Some researchers have contended that|th

rules of games in a society matter most in creajmgropriate
incentives for desirable economic behavior (Rodakd

Subramanian, 2003 This is not a new idea. It has be i

espoused by economists and philosophers for martyries.
Over three hundred years ago philosopher John L(23@3),
over two hundred years ago economist and philosofstiam
Smith (1994), and sixty years ago economist Frekevbn
Hayek (1944) emphasized the importance of propaghyts in
productivity and economic success of nations. Adamith
said: “Nations will experience opulence and peateeahey
create the institutions that encourage entreprehgurand
savings.” Recent work on the role of institutionseiconomic
growth has been associated with the writings of élidtrize
winner economist Douglas North (1990). North empteas
the affect of institutional factors on economic elepment
and concentrated on the relationship between ecion
growth and two institutional factors, namely, piokl
freedom and civil liberty. More recently, Morck angbung
have contended that institutions that protect letalal
property rights determine the pace of innovatiora icountry
(Morck and Yeung, 2001). We expect a positive reteship
between innovation capability of a country and diality of
institutions in that country.

Business Sophistication. Business sophistication depen
on a country’s quality of business networks andpsuting
industries. A country with a network of suppliensdafirms
with high quality operations and strategies willeate
opportunities for innovations.

Government Size. For a long time the private sector h
been at the forefront of funding successful innmret

s (MITI) was credited with financing a number of sassful
Japanese firms. But a 1996 study showed that mfottieo
firms subsidized by MITI were losers in the long rBeason
and Weinstein, 1996). Economists have recognized ith
many cases excessive government expenditures eantde

[ inefficiency and loss of productivity in the count(Beach
and Kane, 2008). Government expenditures competk wi
private sector and divert resources through a crgwout
effect. Thus, we would expect a negative relatignbletween
the size of the government and the pace of innowatin a
country.

Training and Education. The quality of labor force in
an economy is critical for competitiveness. In st fehanging
global economy that requires technological adamtatby
firms, a pool of well educated employees provides
opportunities for innovative capability. Thus, we&pect a
positive relationship between the quality and qitgnof
higher education provided in a country and innmrati
eBhpability of that country.

Technological Readiness. Technological readiness refers
to factors that increase technological capacityaafountry.
This includes stock of technology available in artoy and
the penetration rate of information and communicati
technologies. We expect a positive relationshipvben state
of technological readiness of a country and inniowat
capability of that country.

€ Market Size. A large market size gives firms incentive for
productivity and expansion because in a large mdikas
|_can exploit economies of scale. In a global econothg
market size includes sum of the domestic market and
opportunities for export. Larger market opportwstishould
give firms incentive to become innovative to taklvantage

of increased business opportunities. We expect stiyp®
relationship between market size and innovatiorabaipy of

a country.

Labor Market Efficiency. Efficient labor markets give
firms the flexibility to recruit and allocate wonlgeto the most
productive tasks. It also allows the firms to pd&vincentives
to workers based on their effort and productivitiiis should
result in firms and workers in efficient labor mark seeking
innovative products and processes to increase pliody
pnand profits. We expect a positive relationship lestw labor
market efficiency and innovative capability of aiatry.

Infrastructure. Firms need good infrastructure such as
dependable electricity supply, good and reliable
telecommunications networks, and good transportatio
networks to develop and use innovative products and
processes. Thus, we would expect a positive reistip
between quality of infrastructure and innovativeataility of
A country.

Conclusion

Over the years a number of studies have come to the
heonclusion that economic prosperity of countriepesels on
the productivity with which national resources areployed.

(Morck and Yeung, 2001). On the other hand, govemin) Since individual firms create jobs and growth ioauntry, it

efforts in spurring innovations have been rathesmdil. In

is essential to study the functioning of these $irtf the firms
in a country are productive and growing, the couyrnitr

1980s and 1990s, Japan’s Ministry of Internatiomedde
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aggregate will have a higher growth rate. So, thg to a
country’s prosperity is the productivity of its rfis. Other
studies have shown a link between innovative céipabif a
country and productivity of its firms. Thus, anydission of
growth of economies must focus on determinants
innovation. In this paper we attempted to identdight
determinants of innovation capability of a counthe
discussion of these eight determinants should eduligor
policy makers in countries promoting economic gitovaty
improving the productivity of the firms in their gntries.
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