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The Resource-Based Theory 
of Competitive Advantage: 
Implications for 
Strategy Formulation 

Robert M. Grant 

S 
trategy has been defined as "the match an organization 
makes between its internal resources and skills . . . and 
the opportunities and risks created by its external envi­

ronment."' During the 1980s, the principal developments in 
strategy analysis focussed upon the link between strategy and 
the external environment. Prominent examples of this focus are Michael 
Porter's analysis of industry structure and competitive positioning and the 
empirical studies undertaken by the PlMS project. ~ By contrast. the link 
between strategy and the firm's resources and skills has suffered compar­
ative neglect. Most research into the strategic implications of the firm's 
internal environment has been concerned with issues of strategy imple­
mentation and analysis of the organizational processes through which 
strategies emerge. 3 

Recently there has been a resurgence of interest in the role of the firm's 
resources as the foundation for fi rm strategy. This interest reflects dissatis­
faction with the static, equilibrium framework of industrial organization 
economics that has dominated much contemporary thinking about business 
strategy and has renewed interest in older theories of profi t and competition 
associated with the writings of David Ricardo, Joseph Schumpeter, and 
Edith Penrose.• Advances have occurred on several fronts. At the corporate 
strategy level, theoretical interest in economies of scope and transaction 
costs have focussed attention on the role of corporate resources in deter­
mining the industrial and geographical boundaries of the firm's activities. 5 

At the business strategy level, explorations of the relationships between 
resources, competition, and profitability include the analysis of competitive 
imitation,b the appropriability of returns to innovations,7 the role of imper­
fect information in creating profitability differences between competing 
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firms, • and the means by which the process of resource accumulation can 
sustain competitive advantage." 

Together, these contributions amount to what has been termed "the 
resource-based view of the firm." As yet, however, the implications of this 
"resource-based theory" for strategic management are unclear for two 
reasons. First, the various contributions lack a single integrating frame­
work. Second, little effort has been made to develop the practical impli­
cations of this theory. The purpose of this article is to make progress on 
both these fronts by proposing a framework for a resource-based approach 
to strategy formulation which integrates a number of the key themes arising 
from this stream of literature. The organizing framework for the article is a 
five-stage procedure for strategy formulation: analyzing the firm's resource­
base; appraising the firm's capabilities: analyzing the profit-earning 
potential of finn 's resources and capabilities; selecting a strategy; and 
extending and upgrading the firm's pool of resources and capabilities. 
Figure I outl ines this framework. 

Figure 1. A Resource-Based Approach to Strategy Analysis: 
A Practical Framework 

4 Select a strategy whtch best 
exploits the f1rm·s resources 
and capab1ht1es relat1ve to 
external opportunities. 

3 Appraise the rent-generating 
potent1al of resources and 
capabilities in terms of: 
(a) their potential for 

sustainable competitive 
advantage, and 

(b) the appropriablhty of 
their returns. 

2 ldent1fy the firm's capabilities: 
What can the firm do more effectively ~ 
than its rivals? Identify the resources 
inputs to each capability, and the 
complexity of each capability 

1 Identify and crass•fy the f1rm's 
resources Appra1se strengths and 
weaknesses relative to competitors. 
Identify opportunities for better 
uttlizahon of resources 

t 
t 

Capabilities 

t 

5. Identify resource gaps 
which need to be filled 

Invest in replenishing, 
augmenting and upgrad1ng 
the firm's resource base 
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Resources and Capabilities as the Foundation for Strategy 

The case for making the resources and capabilities of the firm the foun­
dation for its Jong-tenn strategy rests upon two premi!les: first, internal 
resources and capabilities provide the basic direction for a firm's strategy, 
second, resources and capabilities are the primary source of profit for 
the finn. 

Resources and Capabilities as a Source of Direction-The starting point 
for the formulation of strategy must be some statement of the firm's identity 
and purpose-conventionally this takes the form of a mission statement 
which answers the question: ''What is our business?" Typically the defi­
nition of the business is in terms of the served market of the firm: e.g., 
"Who are our customers?" and "Which of their needs are we seeking to 
serve?" But in a world where customer preferences are volatile, the identity 
of customers is changing, and the technologies for serving customer 
requirements are continually evolving, an externally focused orientation 
does not provide a secure foundation for formulating long-tem1 strategy. 
When the external environment is in a state of flux, the finn's own resources 
and capabilities may be a much more stable basis on which to define its 
identity. Hence, a definition of a business in terms of what it is capable of 
doing may offer a more durable basis for strategy than a definition based 
upon the needs which the business seeks to satisfy. 

Theodore Levitt's solution to the problem of external change was that 
companies should define their served markets broadly rather than narrowly: 
railroads should have perceived themselves to be in the transportation busi­
ness, not the railroad business. But such broadening of the target market is 
of little value if the company cannot easily develop the capabilities required 
for serving customer requirements across a wide front. Was it feasible for 
the railroads to have developed successful trucking, airline, and car rental 
businesses? Perhaps the resources and capabilities of the railroad com­
panies were better suited to real estate development. or the building and 
managing of oil and gas pipelines. Evidence suggests that serving broadly 
defined customer needs is a difficult task. The attempts by Merrill Lynch, 
American Express, Sears, Citicorp, and , most recently, Prudential-Bache 
to "serve the full range of our customers' financial needs" created serious 
management problems. Allcgis Corporation's goal of "serving the needs of 
the traveller" through combining United Airlines, Hertz car rental, and 
Westin Hotels was a costly failure. By contrast, several companies whose 
strategies have been based upon developing and exploiting clearly defined 
internal capabilities have been adept at adjusting to and exploiting external 
change. Honda's focus upon the technical excellence of 4-cycle engines 
carried it successfu lly from motorcycles to automobiles to a broad range of 
gasoline-engine products. 3M Corporation's expertise in applying adhe5tive 
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and coating technologies to new product development has penni lied profit­
able growth over an ever-widening product range. 

Resources as tbe Basis for Corporate Profitability-A finn's ability to 
cam a rate of profit in excess of its cost of capital depends upon two factors: 
the attractiveness of the induMry in which it is located, and its establishment 
of competitive advantage over rivals. Industrial organization economics 
emphasites industry attractiveness as the primary basis for superior profit­
ability, the implication being that strategic management is concerned pri­
marily with seeking favorable tndustry environments, locating attractive 
segments and strategic groups within industries, and moderating competi­
tive pressures by influencing tndustry structure and competitors' behavior. 
Yet empirical investigation has failed to support the link between industry 
structure and profitability. Most studies show that differences in profit­
ability within industries are much more important than differences between 
industrieS. 10 The reasons arc not difficult to find: international competition, 
technological change, and divcrc;ification by firms across industry bound­
anes have meant that industries wh1ch were once cozy havens for making 
easy profits are now subject to v1gorous competition. 

The finding that competitive advantage rather than external environments 
is the pnmary source of inter-firm profit differentials between firms focuses 
attention upon the sources of competitive advantage. Although the com­
petitive strategy literature has tended to emphasize issues of strategic posi­
tioning in terms of the choice between cost and differentiation advantage, 
and between broad and narrow market scope, fundamental to these choices 
i~ the resource position of the finn. For example. the ability to establish 
a cost advantage requires po~session of scale-efficient plants, superior 
process technology, ownership of low-cost sources of raw materials, or 
access to low-wage labor. Similarly, differentiation advantage is conferred 
by brand reputation, proprietary technology, or an extensive sales and 
service network. 

This may be summed up as follows: business strategy should be viewed 
less as a quest for monopoly rents (the returns to market power) and more 
as a quest for Ricardian rents (the returns to the resources which confer 
competitive advantage over and above the real costs of these resources). 
Once these resources depreciate, become obsolescent, or are replicated by 
other firms, so the rents they generate tend to disappear. 11 

We can go further. A clo~r look at market power and the monopoly rent 
it offers, suggests that it too h~ it~ basis in the resources of firms . The fun­
damental prerequisite for market power is the presence of barriers to entry. •~ 

Barriers to entry are based upon ~cale economies, patents, experience 
advantages, brand reputation, or some other resource which incumbent 
firms possess but which entrants can acquire only slowly or at dispropor­
tionate expense. Other structural sources of market power are similarly 
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based upon finns' resources: monopolistic price-setting power depends 
upon market share which is a consequence of cost efficiency, financial 
strength, or some other resource. The resources which confer market power 
may be owned individually by firms, others may be owned jointly. An 
industry standard (which raises costs of entry), or a cartel, is a resource 
which is owned collectively by the industry memben.." Figure 2 sum­
marizes the relationships between resources and profitability. 

Taking Stock of the Firm's Resources 

There is a key distinction between resources and capabilities. Resources are 
inputs into the production process-they are the basic units of analysis. 
The individual resources of the finn include items of capital equipment, 
skills of individual employees, patents, brand names, finance, and so on. 

Figure 2. Resources as the Basis for Profitability 
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~ Retaliatory capability 
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But, on their own, few resources are productive. Productive activity 
requires the cooperation and coordination of teams of resources. A capa­
bility is the capacity for a team of resources to perform some task or activ­
ity. While resources are the source of a firm's capabilities, capabilities are 
the main l.ource of its competitive advantage. 

Identifying Resources-A major handicap in idcnttfying and appraising a 
firm's resources is that management information systems typically provide 
only a fragmented and incomplete picture of the firm's resource base. 
Financial balance sheets arc notoriously inadequate because they disregard 
intangible resources and people-based skills-probably the most strategic­
ally important resources of the firm. • Classification can provide a useful 
starting point. Six major categories of resource have been suggested: finan­
cial resources, physical resources, human resources, technological 
resources, reputation, and organizational resources.'~ The reluctance of 
accountants to extend the boundaries of corporate balance sheets beyond 
tangible assets partly reflects difficulties of valuation. The heterogeneity 
and imperfect transferabiltty of most intangible resources precludes the use 
of market prices. One approach to valuing intangible resources ill to take 
the difference between the stock market value of the firm and the replace­
ment value of its tangtble assets. 16 On a similar basts, valuation rattos pro­
vide some indication of the importance of firms· intangible resources. Table 
I shows that the highest valuation ratios are found among companies with . 
valuable patents and technology assets (notably drug companies) and brand­
rich consumer-product companies. 

The primary task of a resource-based approach to strategy formulation is 
maximizing rents over ttme. For this purpose we need to investtgate the 
relationship between resources and organizational capabilities. However, 
there are also direct links between resources and profitability which raise 
issues for the strategic management of resources: 

• What opportunities exi.\1 for economizing on the use of resources? The 
ability to maximize productivity is particularly important in the case of 
tangible resources such as plant and machinery, finance, and people. It 
may involve using fewer resources to support the same level of bu iness, 
or using the existing resources to support a larger volume of busmess. 
The success of aggressive acquirors, such as ConAgra in the U.S. and 
Hanson in Britain, is based upon expertise in rigorously pruning the 
financial, physical, and human assets needed to support the volume of 
business in acquired companies. 

• What are the possibilitie.~ for using existmg assets more imensely and in 
more profitable employment? A large proportion of corporate acquisi­
tions are motivated by the belief that the resources of the acquired com­
pany can be put to more profitable use. The returns from transferring 
existing assets into more productive employment can be substantial. 
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The remarkable turnaround in the performance of the Wah Disney 
Company between 1985 and 1987 owed much to the vigorous exploi­
tation of Disney's considerable and unique assets: accelerated develop­
ment of Disney's vast landholdings (for residential development as well 
as entertainment purposes); exploitation of Disney's huge film library 
through cable TV, videos. and syndication; fuller utilization of Disney's 
studios through the formation of Touchstone Film~; increased marketing 
to improve capacity utll11ation at Disney theme parks. 

Identifying and Appraising Capabilities 

The capabilities of a firm arc what it can do as a result of teams of 
resources working together. A firm 's capabilities can be identified and 
appraised using a standard functional classification of the firm's activities. 

Table 1. Twenty Companies among the U.S. Top 100 Companies 
with the Highest Ratios of Stock Price to Book Value on 
March 16, 1990. 

Company 

Coca Cola 

Microsoft 

Merck 

American Home Products 

Wal Mart Stores 

Limited 

Marnon Merrell Dow 

McCaw Cellular Communications 

Bristol Myers Squ1bb 

ToysRUs 

MCI Communications 

Eli Lilly 

Kellogg 

H.J Heinz 

lndu.try 

Beverages 

Computer software 

Pharmaceuticals 

Pharmaceuticals 

Poltutoo control 

Pharmaceuticals 

Health care products 

Telecommunications 

Pharmaceut,cals 

Food products 

Food products 

Pepsico Beverages 

Source: The 1990 Busmess Week Top 1000 

Valuation Ratio 

877 

8.67 

839 

800 

751 

6.65 

6.34 

6.18 

6.10 

5.90 

5.48 

4.80 

4.70 

4.58 

4.38 

433 
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For example, Snow and Hrebiniak examined capabilities (i n their tenni­
nology. "distinctive competencies") in relation to ten functional areas. 17 For 
most finns, however, the most important capabilities are likely to be those 
which arise from an integration of individual funct1onal capabilities. For 
example, McDonald 's possesses outstanding functional capabilities within 
product development, market research, human resource management, finan­
cial control , and operations management. However, critical to McDonald 's 
success is the integration of these functional capabilities to create 
McDonald 's remarkable consistency of products and services in thousands 
of restaurants spread across most of the globe. Hamel and PrahaJad use the 
tenn "core competencies·· to describe these central, ~trategic capabilities. 
They are "the collective learning in the organization. e11pecially how to 
coordinate diverse production skills and integrate multiple streams of tech­
nology."'" Examples of core competencies include: 

• NEC's integration of computer and telecommunications technology 
• Philips' optical-media expertise 
• Casio's harmonization of know-how in miniaturization, microprocessor 

design, material science, and ultrathin precision casting 
• Canon's integration of optical, microelectronic, and precision-mechanical 

technologies which forms the basis of its success in cameras , copiers, 
and facsimile machines 

• Black and Decker's competence in the design and manufacture of small 
electric motor<; 

A key problem in appraising capabilities is maintaining objectivity. 
Howard Stevenson observed a wide variation in senior managers' per­
ceptions of their organizations' distinctive competencies. 'q Organizations 
frequently fall victim to past glories, hopes for the future, and wishful 
thinking. Among the failed industrial companies of both America and 
Britain are many which believed themselves world leaderc; with superior 
products and customer loyalty. During the 1960s, the CEOs of both Harley­
Davidson and BSA-Triumph scorned the idea that Honda threatened their 
supremacy in the market for ·•serious motorcycles ."ll' The failure of the U.S. 
steel companies to respond to increasing import competition during the 
1970s was similarly founded upon misplaced confidence in their quality 
and technological leadership. 2' 

The critical ta'>k 1s to assess capab1hties relative to tho e of co npetitor~ 
In the same way that national prospenty is enhanced through specialization 
on the basis of comparative advantages, so for the finn , a successful 
strategy is one which exploits relative strengths. Federal Express's primary 
capabilities are those which pennit it to operate a national delivery system 
that can guarantee next day delivery; for the British retailer Marks and 
Spencer, it is the abi lity to manage supplier relations to ensure a high and 
consistent level of product quality; for General Electric, it is a system of 

1'1 
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corporate management that reconciles control, coordination, flexibility, 
and innovation in one of the world's largest and most diversified corpora­
tions. Conversely, failure is often due to strategies which extend the firm's 
activities beyond the scope of its capabilities 

Capabilities as Organizational Routines-Creating capabilities is not 
simply a matter of assembling a team of resources: capabilities involve 
complex patterns of coordination between people and between people and 
other resources. Perfecting such coordination requires learning through 
repetition. To understand the anatomy of a firm's capabilities, Nelson and 
Winter's concept of .. organizattonal routine" t!, Illuminating. Organizational 
routines are regular and predictable patterns of acttvity which are made up 
of a sequence of coordinated actions by individuals. A capability is, in 
essence, a routine, or a number of interacting routines. The organization 
itself is a huge network of routines. These include the sequence of routines 
which govern the passage of raw material and components through the pro­
duction process, and top management routines which include routmes for 
monitoring business unit performance, for capital budgeting, and for 
strategy formulation. 

The concept of organizational routines offers illuminating insights into 
the relationships between resources, capabilities, and competitive advantage: 

• The relationship between resources and capabilities. There is no pre­
determined functional relationship between the resources of a firm and 
its capabilities. The types, the amounts, and the qual ities of the 
resources available to the finn have an important bearing on what the 
firm can do since they place constraints upon the range of organizational 
routines that can be performed and the standard to which they are per­
formed. However, a key ingredient in the relationship between resources 
and capabilities is the ability of an organitation to achieve cooperation 
and coordination within teams. This require!, that an organitation moti­
vate and sociaJize its members in a manner conducive to the development 
of smooth-functioning routines. The organit.ation 's style, values, tra­
ditions, and leadership are criticaJ encouragements to the cooperation 
and commitment of its members. These can be viewed as intangible 
resources which are common ingredients of the whole range of a corpo­
ration ·s organizational routmes 

• The trade-off between efficiency and flexibilll)'. Routines are to the or­
ganization what skills are to the individual. Just as the individual's skills 
are carried out semi-automatically, without conscious coordination, so 
organizational routines involve a large component of tacit knowledge, 
which implies limits on the extent to which the organization ·s capabilities 
can be articulated. Just as individuaJ skills become rusty when not exer­
cised, so it is difficult for organizations to retain coordinated responses 
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to contingencies that arise only rarely. Hence there may be a trade-off 
between efficiency and flexibility. A limited repertoire of routines can be 
performed highly efficiently with near-perfect coordination-all in the 
absence of significant intervention by top management. The same organ­
ization may find it extremely difficult to respond to novel situations . 

• Economies of experience. Just as individual ski lls are acquired through 
practice over time, so the skills of an organization are developed and 
sustained only through experience. The advantage of an established finn 
over a newcomer is primarily in the organizational routines that it has 
perfected over time. The Boston Consulting Group's "experience curve" 
represents a naive, yet valuable attempt to relate the experience of the 
firm to its performance. However, in industries where technological 
change is rapid, new firms may possess an advantage over established 
firms through their potential for faster learning of new routines because 
they are less committed to old routines. 

• The complexity of capabilities. Organizational capabilities differ in their 
complexity. Some capabilities may derive from the contribution of a 
single resource. Du Pont's successful development of several cardio­
vascular drugs during the late 1980s owed much to the research leader­
ship of its leading pharmacologist Pieter Timmermans. 22 Drexel Burnham 
Lambert's capability in junk bond underwriting during the 1980s resided 
almost entirely in the skills of Michael Mill ken. Other routines require 
highly complex interactions involving the cooperation of many different 
resources. Walt Disney's "imagineering" capability involves the inte­
gration of ideas, skills, and knowledge drawn from movie making, 
engineering, psychology, and a wide variety of technical disciplines. As 
we shall see, complexity is particularly relevant to the sustainability of 
competitive advantage. 

Evaluating the Rent-Earning Potential: Sustainability 

The returns to a firm's resources and capabilities depend upon two key 
factors: first, the sustainability of the competitive advantage which 
resources and capabilities confer upon the firm; and , second, the ability of 
the firm to appropriate the rents earned from its resources and capabilities. 

Over the long-term, competitive advantage and the returns associated 
with it are eroded both through the depreciation of the advantaged firm's 
resources and capabilities and through imitation by rivals. The speed of 
erosion depends criticaJiy upon the characteristics of the resources and 
capabilities. Consider markets where competitive advantage is unsustain­
able: in "efficient" markets (most closely approximated by the markets for 
securities, commodities, and foreign exchange) competitive advantage is 
absent; market prices reflect all available information , prices adjust instan­
taneously to new information, and traders can only expect normal returns. 
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The absence of competitive advantage is a consequence of the resources 
required to compete in these markets. To trade in financ ial markets, the 
basic requirements are finance and information. If both are available on 
equal terms to all participants, competitive advantage cannot exist. Even if 
privileged information is assumed to exist ("weakly efficient" markets), 
competitive advantage is not ~ustainable . Once a trader acts upon privileged 
information, transactions volume and price movements signal insider ac­
tivity, and other traders are Jikely to rush in seeking a piece of the action. 

The essential difference between industrial markets and financial market~ 
lies in the resource requirements of each. In industrial markets, resources 
are specialized, immobile, and long-lasting. As a result, according to 
Richard Cave~. a key feature of industrial markets is the existence of 
"committed competition-rivalrous moves among incumbent producers 
that involve resource commitments that are irrevocable for non-trivial 
periods of time."2

' The difficulties involved in acquiring the resource~\ 
required to compete and the need to commit resources long before a com­
petitive move can be initiated also implies that competitive advantage is 
much more sustainable than it is in financ ial markets. Resource-based 
approaches to the theory of competiti ve advantage point towards four char­
acteristics of resources and capabilities which arc likely to be particularly 
important determinants of the sustainabi lity of competitive advantage: 
durability, transparenc.v, tran.iferability, and replicability. 

Durability-In the absence of competition, the longevity of a firm's com­
petitive advantage depends upon the rate at which the underlying resources 
and capabilities depreciate or become ob~olete . The durability of resources 
varies considerably: the increasing pace of technological change is short­
ening the useful life-spans of most capital equipment and technological 
resources. On the other hand, reputation (both brand and corporate) appears 
to depreciate re latively slowly, and these assets can normally be maintained 
by modest rates of replacement investment. Many of the consumer brands 
which command the strongest loyalties today (e.g., Heinz sauces, Kellogg's 
cereals, Campbell 's soup, Hoover vacuum cleaners) have been market 
leaders for close to a century. Corporate reputation displays similar lon­
gevity: the reputation~ of GE, IBM, Du Pont, and Proctor and Gamble as 
well-managed, socially responsible, financially sound companies which 
produce reliable products and treat their employees well has been estab­
lished over several decades. While increasing environmental turbulence 
shortens the life spans of many resources, it is possible that it may have the 
effect of bolstering brand and corporate reputations. 

Firm capabilities have the potential to be more durable than the resources 
upon which they are based because of the firm's ability to maintain capa­
bilities through replacing individual resources (incl uding people) as they 
wear out or move on . Rolls Royce's capability in the craft-based manu­
facture of luxury cars and 3M'~\ capability in new product introduction have 
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been maintained over several generations of employees. Such longevity 
depends critically upon the management of these capabilittes to ensure 
their maintenance and renewal. One of the most important roles that or­
gani?.ational culture plays in sustaining competitive advantage may be 
through its maintenance support for capabilities through the socialization 
of new employees. 24 

Transparency-The firm's ability to sustain its competitive advantage 
over time depends upon the speed with which other firms can imitate its 
stmtegy. Imitation requires that a competitor overcomes two problems. 

125 

First is the information problem: What is the competitive advantage of the 
successful rival, and how is it being achieved? Second is the strategy dupli­
cation problem: How can the would-be competitor amass the resources and 
capabilities required to imitate the successful strategy of the rival? The 
information problem is a consequence of imperfect information on two sets 
of relationships. If a firm wishes to imitate the strategy of a rival, it must 
first establish the capabilities which underlie the rival's competitive ad­
vantage, and then it must determine what resources are requtred to replicate 
these capabilities. I refer to this as the "transparency .. of competitive advan­
tage. With regard to the first transparency problem, a competitive advantage 
which is the consequence of superior capability in relation to a single per­
formance variable is more easy to identify and comprehend than a com­
petitive advantage that involves multiple capabilities conferring superior 
perfom1ance across several variables. Cray Research's success in the com­
puter industry rests primarily upon its technological capability in relation 
to large, ultra-powerful computers . IBM's superior performance is multi­
dimensional and is more difficult to understand. It is extreme(} difficult to 
distinguish and appraise the relative contributions to IBM's success of 
research capability, scale economies in product development and manu­
facturing, self-sufficiency through backward integration, and superior cus­
tomer service through excellence in sales, service, and technical support. 

With regard to the second tran11parency problem, a capability which 
requires a complex pattern of coordination between large numbers of 
diverse resources is more difficult to comprehend than a capability which 
rests upon the exploitation of a single dominant resource For example. 
Federal Express's next-day delivery capability requires close cooperation 
between numerous employees, aircraft, delivery vans. computerized 
tracking faci lities, and automated sorting equipment , all coordinated into a 
single system. By contrast, Atlantic Richfield's low-cost position in the 
supply of gasoline to the California market rests simply on its access to 
Alaskan crude oil. Imperfect tmnsparency is the basis for Lippman and 
Rumelt's theory of "uncertain imitability": the greater the uncertainty 
within a market over how succc!lsful companies "do it," the more inhibited 
are potential entrants, and the higher the level of profit that C">tablished 
firms can maintain within that market. 2~ 
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Transferability-Once the established firm or potential entrant has eMab­
lished the sources of the superior performance, imitation then requires 
amassing the resources and capabilities necessary for a competitive chal­
lenge. The primary source of resources and capabtlities is likel> to be the 
markets for these inputs. lf firms can acquire (on similar terms) the 
resources required for imitating the competitive advantage of a successful 
rival, then that rival's competitive advantage will be short lived. As we have 
seen, in financial markets the easy access by traders to finance and infor­
mation causes competitive advantage to be fleeting. However. most 
resources and capabilities are not freely transferable between firms; hence, 
would-be competitors arc unable to acquire (on equal terms) the resources 
needed to replicate the competitive advantage of an incumbent firm. Im­
perfections in transferability arise from several sources: 

• Geographical immobility. The costs of relocating large items of capital 
equipment and highly specialized employees puts firms which are 
acquiring these resources at a disadvantage to firms which already pos­
sess them. 

• Imperfect information. Assessing the value of a resource is made difficult 
by the heterogeneity of resources (particularly human resources) and 
by imperfect knowledge of the potential productivity of individual 
resources. 2 

... The established firm's ability to build up information over 
time about the productivity of its resources gives it superior knowledge 
to that of any prospective purchaser of the resources in question. n The 
resulting imperfection of the markets for productive resources can then 
result in resources being either underpriced or overpriced, thus giving 
rise to differences in profitability between firms. 28 

• Firm-specific resources. Apart from the transactions costs arising from 
immobilit} and imperfect information, the value of a resource may faJI 
on transfer due to a decline in its productivity. To the extent that brand 
reputation is associated with the company which created the brand repu­
tation, a change in ownership of the brand name erodes its value. Once 
Rover, MG, Triumph, and Jaguar were merged into British Leyland, the 
values of these brands in differentiating automobiles declined substan­
tially. Employees can suffer a similar decline in productivity in the 
process of inter-firm transfer. To the extent that an employee's produc­
tivity is influenced by situational and motivational factors, then it is 
unreasonable to expect that a highly successful employee in one company 
can replicate his/her performance when hired away by another company. 
Some resources may be almost entirely firm specific-corporate reputa­
tion can only be transferred by acquiring the company as a whole, and 
even then the reputation of the acquired company nom1ally depreciates 
during the change in ownership . :!'I 

• The immobility of capabilities. Capabilities, because they require inter­
active teams of resources, are far more immobile than individual 



Th~ Re1ourr~· Boft'd Tht'on a[Comp~titi•·t' Admntag~ 127 

resources-they require the transfer of the whole team. Such tran!>fers 
can occur (e.g .• the defecuon of 16 of First Boston's mergers and acqui­
sitions staff to Wasserstein, Perella and Company)." However. even if 
the resources that constitute the team are transferred, the nature of 
organizational routines-in particular, the role of tacit knowledge and 
uncon!>cious coordination-makes the recreation of capabilities within a 
new corporate environment uncertain. 

Replicability-lmperfect transferability of resources and capabi lities limits 
the ability of a firm to buy in the means to imitate success. The second 
route by which a firm can acquire a resource or capability is by internal 
investment. Some resources and capabilities can be easily imitated through 
replication. ln retailing, competitive advantages which derive from elec­
tronic point-of-sale systems. retailer charge cards, and extended hours of 
opening can be copied fairly easily by competitors. In financial services, 
new product innovations (such as interest rate swaps, stripped bonds. 
money market accounts, and the like) are notorious for their easy tmllation 
by competitors. 

Much less easily replicable are capabilities based upon highly complex 
organizational routines. IBM's ability to motivate its people and Nucor's 
outstanding efficiency and flexibil ity in steel manufacture are combinations 
of complex routines that are based upon tacit rather than codified knowl­
edge and are fused into the respective corporate cultures. Some capabilities 
appear simple but prove exceptionally difficult to replicate. Two of the 
simplest and best-known Japanese manufacturing practices are just-in-time 
scheduling and quality circles. Despite the fact that neither require sophis­
ticated knowledge or complex operating systems, the cooperation and at­
titudinal changes required for their effective operation are such that few 
American and European firms have introduced either with the same degree 
of success as Japanese companies. If apparently simple practices such as 
these are deceptive!} difficult to inutate, it is easy to see how firms that 
develop highly complex capabilities can maintain their competitive ad­
vantage over very long periods of time. Xerox's commitment to customer 
service is a capability that is not located in any particular department, but 
it permeates the whole corporation and is built into the fabric and culture 
of the corporation. 

Even where replication is possible, the dynamics of stock- flow rela­
tionships may still offer an advantage to incumbent firms. Competitive 
advantage depends upon the stock of resources and capabilities that a firm 
possesses. Dierickx and Cool show that firms which possess the initial 
stocks of the resources required for competitive advantage may be able to 
sustain their advantages over time." Among the stock-flow relationships 
they identify as sustaining advantage arc: "asset mass cfficiencies"-the 
initial amount of the resource which the firm possesses influences the pace 

... 
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at which the resource can be accumulated; and "time compression disecon­
omies"-firms which rapidly accumulate a resource incur disproportionate 
costs ("crash programs" of R&D and "blitz" advertising campaigns tend to 
be less productive than similar expenditures made over a longer period). 

Evaluating Rent-Earning Potential: Appropriability 

The returns to a firm from its resources and capabilities depend not only on 
sustaining its competitive position over time, but also on the firm's ability 
to appropriate these returns. The issue of appropriability concerns the allo­
cation of rents where property rights are not fully defined. Once we go 
beyond the fi nancial and physical assets valued in a company's balance 
sheet, ownership becomes ambiguous. The firm owns tntangible assets such 
as patents, copyrights, brand names, and trade secrets, but the scope of 
property rights may lack precise definition. ln the case of employee skills, 
two major problems arise: the lack of clear distinction between the tech­
nology of the firm and the human capital of the individual; and the limited 
control which employment contracts offer over the services provided by 
employees. Employee mobility means that it is risky for a firm's strategy to 
be dependent upon the specific skills of a few key employees. Also, such 
employees can bargain with the firm to appropriate the major part of their 
contribution to value added. 

The degree of control exercised by a firm and the balance of power 
between the firm and an individual employee depends crucially on the 
relationship between the individual's skills and organizational routines. 
The more deeply embedded are organitational routines within groups of 
individuals and the more are they supported by the contributions of other 
resources, then the greater is the control that the firm's management can 
exerctse. The ability of IBM to utilize its advanced semiconductor research 
as an instrument of competitive advantage depends, in part, upon the extent 
to which the research capability is a team asset rather than a reflection of 
the contribution of brilliant individuals. A firm's dependence upon skills 
possessed by highly trained and highly mobile key employees is particularly 
important in the case of professional service companies where employee 
skiJis are the overwhelmingly important resource. '~ Many of the problems 
that have arisen in acquisitions of human-capital-intensive companies arise 
from conflicts over property rights between the acquiring company and 
employees of the acquired company. An interesting example is the pro­
tracted dispute which followed the acquisition of the New York advertising 
agency Lord, Geller, Fredrico, Einstein by WPP Group in 1988. Most of 
the senior executives of the acquired company left to form a new advertising 
agency taking several former clients with them." Similar conflicts have 
arisen over technology ownership in high-tech start-ups founded by former 
employees of established companies.'" 
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Where ownership is ambiguous, relative bargaining power is the primary 
determinant of the allocation of the rents between the firm and its 
employees where. 1f the individual employee's contribution to productivity 
is clearly identifiable, if the employee is mobile, and the employee's skills 
offer similar productivity to other firms, then the employee is well placed 
to bargain for that contribution. If the increased gate receipts of the L.A. 
Kings ice hockey team can be attributed primarily to the presence of Wayne 
Gretzky on the team and if Gretzky can offer a similar performance 
enhancement to other teams, then he is in a strong position to appropriate 
(as salary and bonuses) most of the increased contribution. The less iden­
tifiable is the individual's contribution, and the more firm-specific are the 
skills being applied, the greater is the proportion of the return which 
accrues to the finn. Declining profitability among investment banks encour­
aged several to reassert their bargaining power vis-a-vis their individual 
stars and in-house gurus by engineering a transfer of reputation from these 
key employees to the company as a whole. At Citibank, Salomon Brothers, 
Merrill Lynch , and First Boston, this resulted in bitter conflicts between 
top management and some senior employees.u 

Formulating Strategy 

Although the foregoing discussion of the links between resources, capa­
bilities, and profitability has been strongly theoretical in nature, the impli­
cations for strategy formulation are straightforward. The analysis of the 
rent-generating potential of resources and capabilities concludes that the 
finn's most important resources and capabilities are those which are dur­
able, difficult to identify and understand, imperfectly transferable. not 
easily replicated, and in which the firm possesses clear ownership and 
control. These are the finn's "crown jewels" and need to be protected: and 
they play a pivotal role in the competitive strategy which the firm pursues. 
The essence of strategy formulation, then, is to design a strategy that makes 
the most effective use of these core resources and capabilities. Consider, 
for example, the remarkable turnaround of Harley-Davidson between 1984 
and 1988. Fundamental was top management's recognition that the com­
pany's sole durable, non-transferable, irreplicable asset was the Harley­
Davidson image and the loyalty that accompanied that image. In virtually 
every other area of competitive performance-production costs, quality, 
product and process technology, and global market scope-Harley was 
greatly inferior to its Japanese rivals. Harley's only opportunity for survival 
was to pursue a strategy founded upon Harley's image advantage, while 
simultaneously minimizing Harley's disadvantages in other capabilities. 
Harley-Davidson 's new models introduced during this period were all based 
around traditional design features, while Harley's marketing strategy 
involved extending the appeal of the Harley image of individuality and 



IJO Sprmg 1991 

toughness from its traditional customer group to more affluent professional 
types. Protection of the Harley-Davidson name by means of tougher con­
trols over dealers was matched by wider exploitation of the Harley name 
through extensive licensing. Wh1le radical improvements in manufacturing 
efficiency and quality were essential components of the turnaround strategy. 
it was the enhancing and broadening of Harley's market appeal which was 
the primary driver of Harley's rise from 27 to 44 percent of the U.S. 
heavyweight motorcycle market between 1984 and 1988. accompanied by 
an increase in net income from $6.5 million to $29.8 million. 

Conversely, a failure to recognize and exploit the strategic importance of 
durable, untransferable, and irreplicable resources almost inevitably hac; 
dire consequences. The troubles of BankAmerica Corporation during the 
mid-1980s can be attributed to a strategy that became increasingly dis­
sociated from the bank's most important assets: its reputation and market 
position m retail banking in the Western United States. The disastrous out­
come of U.S. Air Group's acquisition of the Californian carrier, PSA, is 
similarly attributable to U.S. Air's disregard for PSA 's most important 
asset-its reputation in the Californian market for a friendly, laid-back style 
of service. 

Designing strategy around the most critically important resources and 
capabilities may imply that the firm limits its strategic scope to those 
activities where it possesses a clear competitive advantage. The principal 
capabilities of Lotus, the specialist manufacturer of sports cars, are in 
design and engineering development; it lacked both the manufacturing capa­
bilities or the sales volume to compete effectively in the world's auto mar­
ket. Lotus's turnaround during the 1980s followed its decision to specialize 
upon design and development consulting for other auto manufacturers. and 
to limit its own manufacturing primarily to formula one racing cars. 

The ability of a firm's resources and capabilities to support a sustainable 
competitive advantage is essential to the time frame of a firm's strategic 
planning process. If a company's resources and capabilities lack durability 
or are easily transferred or replicated, then the company must either adopt 
a strategy of short-term harvesting or it must invest in developing new 
sources of competitive advantage. These considerations are critical for 
small technological start-ups where the speed of technological change may 
mean that innovations offer only temporary competitive advantage. The 
company must seek either to exploit its initial innovation before it is chal­
lenged by stronger, established rivals or other start-ups, or it must establish 
the technological capability for a continuing stream of innovations. A fun­
damental flaw in EMI's exploitation of its invention of the cr scanner was 
a strategy that fai led to exploit EMI's five-year technical lead in the devel­
opment and marketing of the X-ray scanner and failed to establish the 
breadth of technological and manufacturing capability required to establ ish 
a fully fledged medical electronics business. 

Where a company's resources and capabilities are easily tran<,fcrable or 
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replicable, sustaining a competitive advantage is only feasible if the com­
pany's market is unattractively small or if it can obscure the existence of its 
competitive advantage . Filofax , the long-established British manufacturer 
of personal organizers, was able to dominate the market for its products so 
long as that market remained small. The boom in demand for Filofaxes 
during the mid-1980s was, paradoxically, a disaster for the company. 
Filofax's product was easily imitated and yuppie-driven demand growth 
spawned a host of imitators. By 1989, the company was suffering falling 
sales and mounting losses. 111 In industries where competitive advantages 
based upon differentiation and innovation can be imitated (such as financial 
services, retailing , fashion clothing, and toys) , firms have a brief window 
of opportunity during which to exploit their advantage before imitators 
erode it away. Under such circumstances , firms must be concerned not with 
sustaining the existing advantages, but with creating the flexibility and 
responsiveness to that permits them to create new advantages at a faster 
rate than the old advantages are being eroded by competition. 

Transferability and rcplicability of resources and capabilities is also 
a key issue in the strategic management of joint ventures. Studies of the 
international joint ventures point to the transferabi lity of each party's capa­
bilities as a critical determinant of the allocation of benefits from the ven­
ture. For example, Western companies' strengths in distribution channels 
and product technology have been easily exploited by Japanese joint venture 
partners, while Japanese manufacturing excellence and new product de­
velopment capabilities have proved exceptionaJiy difficult for Western com­
panies to learn. 37 

Identifying Resource Gaps and Developing the Resource Base 

The analysis so far has regarded the firm's resource base as predetermined, 
with the primary task of organizational strategy being the deployment of 
these resources so as to maximize rents over time. However, a resource­
based approach to strategy is concerned not only with the deployment of 
existing resources, but also with the development of the firm's resource 
base. This includes replacement investment to maintain the firm 's stock of 
resources and to augment resources in order to buttress and extend positions 
of competitive advantage as well as broaden the firm's strategic opportunity 
set. This task is known in the strategy literature as fiiJing "resource gaps."38 

Sustaining advantage in the face of competition and evolving customer 
requirements also requires that firms constantly develop their resources 
bases. Such "upgrading" of competitive advantage occupies a central posi­
tion in Michael Porter's analysis of the competitive advantage of nations. 39 

Porter's analysis of the ability of firms and nations to establish and maintain 
international competitive success depends critically upon the ability to con­
tinuaJiy innovate and to shift the basis of competitive advantage from 
"basic" to "advanced" factors of production. An important feature of these 



132 Spnng 1991 

"advanced" factors of production is that they offer a more sustainable com­
petitive advantage because the)' are more specialized (therefore less mobile 
through market transfer) and less easy to replicate. 

Commitment to upgrading the firm's pool of resources and capabilities 
requires strategic direction in terms of the capabilities that will form the 
basis of the finn's future competitive advantage. Thus, Prahalad and Hamel's 
notion of "core competencies" is less an identification of a company's cur­
rent capabilities than a commitment to a path of future development. For 
example, NEC's strategic focus on computing and communications in the 
mid-1970s was not so much a statement of the core strengths of the com­
pany as it was a long-term commitment to a particular path of technological 
development. 

Harmonizing the exploitation of existing resources with the development 
of the resources and capabilities for competitive advantage in the future is a 
subtle task. To the extent that capabilities are learned and perfected through 
repetition, capabilities develop automatically through the pursuit of a par­
ticular strategy. The essential task, then, is to ensure that strategy constantly 
pushes slightly beyond the limits of the firms capabilities at any point of 
time. This ensures not only the perfection of capabilities required by the 
current strategy, but also the development of the capabilities required to 
meet the challenges of the future. The idea that. through pursuing its pres­
ent strategy, a firm develops the expertise required for its future strategy is 
referred to by Hiroyuki ltami as "dynamic resource fit": 

Effective slnltegy in the present bu1lds iovis1ble a\<,el~. and the expanded stock 
enables the firm to plan its futu~ strategy to be <:arned out. And the future slratc~y 
must make effective use of the ~sources that have been amassed.*· 

Matsushita is a notable exponent of this principle of parallel and sequen­
tial development of strategy and capabilities. For example, in developing 
production in a foreign country, Matsushita typically began with the pro­
duction of simple products, such as batteries. then moved on the production 
of products requiring greater manufacturing and marketing sophistication: 

In every country batteries are a necessity, so they ~ell well. As long us we bring u few 
advanced automated piece~ of equ1pment for the processes viml to final product qual 
tty. even uru.ktlled labor can produce good producb ~they work on th1:> rather 
\lmple product. the worker'! get trained. and th1s 1ncreased skill level then perm1t~ U\ 

to gradually c'tpand production to Items with mcrea~ingly h1gher technology level. 
first radios, then televisions!' 

The development of capabilities which can then be used as the basis for 
broadening a firm's product range is a common feature of successful Mrate­
gies of related diversification Sequential product addition to accompany 
the development of technological, manufacturing, and marketing expertise 
was a feature of Honda's diversification from motorcycles to cars, 
generators, lawnmowers, and boat engine~: and of 3M's expansion from 
abrasives to adhesives. video tape. and computer disks . 

l 
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In order both to fully exploit a firm's existing stock of resources, and to 
develop competitive advantages for the future, the external acquisition of 
complementary resources may be necessary. Consider the Walt Disney 
Company's turnaround between 1984 and 1988. In order for the new man­
agement to exploit more effectively Disney's vast, under-utilized stock of 
unique resources, new resources were required . Achieving better utilization 
of Disney's film studios and expertise in animation required the acquisition 
of creative talent in the form of directors , actors. scriptwriters, and car­
toonists. Putting Disney's vast real estate holdings to work was assisted 
by the acquisition of the property development expertise of the Arvida 
Corporation. Building a new marketing team was instrumental in increasing 
capacity utilization at Disneyland and Disney World. 

Conclusion 

The resources and capabilities of a firm are the central considerations in 
formulating its strategy: they are the primary constants upon which a firm 
can establish its identity and frame its strategy, and they are the primary 
sources of the firm's profitability. The key to a resource-based approach to 
strategy formulation is understanding the relationships between resources, 
capabilities, competitive advantage, and profitability-in particular, an 
understanding of the mechanisms through which competitive advantage can 
be sustained over time. This requires the design of strategies which exploit 
to maximum effect each firm's unique characteristics. 
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