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business organizations and their management must interpret the world about 
them. Interpretative activity is basically a form of theorizing about market and 
firm behavior. 

Sensemaking can be assisted by sense making tools, like scenario planning, 
as well as the insights of brilliant outsiders-like a Peter Druker or Gordon 
Moore. Scenario planning can help managers develop mental maps of possible 
complex future realities. Such mental maps assist in the interpretation of new 
data and information from the market and help chart courses of action. Shell Oil 
is well known for its effective use of scenario planning, and its investment in this 
activity is widely recognized inside and outside the company to have enabled 
planners and managers to have extended conversations resulting in shared 
visions of possible futures. The object of the exercise has never been to predict 
the future, but to understand the fundamental drivers of change and to quickly 
chart action plans once key uncertainties are resolved. 

When the organization has figured out what is going on, and calibrated 
the opportunity, it must choose among available action plans. These are not 
infinite in number, but may be restricted to one or two or maybe a handful of 
viable alternatives that are satisfactory. Actions are likely to be similar to those 
used in the past. Organizational routines-distinct ways of doing things-come 
into play. Actions and decision routines are part of the organization's procedural 
memory. Procedures and policies enable internal competition to be fair, objec­
tive, and legitimate. Organizational rationality can exist. despite individuals' 
bounded rationality, if rules, routines, and procedures guide individual decision 
making. 

The openness of markets, stronger intellectual property protection, in­
creasing returns, the unbundling of artifacts and information, and the possibili­
ties for "integration" using new information technology are necessarily a part 
of the sensemaking milieu. 

Information receipt and interpretation is by no means restricted in 
its importance to the understanding of business, market. and technological 
trends. There is also the need to identify relevant external technology and bring 
it into the firm. An organization's absorptive capacity with respect to external 
technology is a function of "the technical and managerial competence of the 
transferee.,,32 Absorptive capacity is greatest when what is to be learned is 
related to what is already known. 33 As Mowery has explained, a firm is far 
better equipped to absorb the output of external R&D if one is performing some 
amount of R&D internally.34 In short, internal and external R&D are comple­
ments, not substitutes. 

Organizational Action 

Once an opportunity is sensed, it must then be seized. This is where the 
organization's ability to quickly contract up the requisite external resources and 
direct the relevant internal resources comes into play. Schumpeter referred to 
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the importance of effectuating "new combinations." This is precisely what 
management must do. It increasingly involves forming alliances to access the 
requisite complementary technologies and complementary assets. The alliance 
structure is favored because markets simply don't exist for much of what must 
be accessed, and the alliance is a (hybrid) way to do so that shares risks and 
rewards but achieves a coalignment of strategy. 

However, it also requires an organizational structure where decision 
making is immediate and action is swift. This typically implies high-powered 
incentives and decision making that is anything but bureaucratic. Smaller entre­
preneurial companies appear to excel in many such environments, although 
dynamic capabilities are certainly not restricted to small companies. Larger 
enterprises can also deliver much of what is required if they are tuned to 
changes in their external environments, and if they have adopted decision­
making processes that both enable and require quick response. 

Implications for the Theory of the Firm 

The firm is a repository for knowledge-the knowledge being embedded 
in business routines and processes. Distinctive processes undergird firm-specific 
assets and competences (defined as integrated clusters of firm-specific assets). 
The firm's knowledge base includes its technological competences as well as 
its knowledge of customer needs and supplier capabilities. These competences 
reflect both individual skills and experiences as well as distinctive ways of doing 
things inside firms. To the extent that such competences are difficult to imitate 
and are effectively deployed and redeployed in the marketplace (reflecting 
dynamic capabilities), they can provide the foundations for competitive 
advantage. 

The essence of the firm is its ability to create, transfer, assemble, integrate, 
and exploit knowledge assets. Knowledge assets underpin competences, and 
competences in turn underpin the firm's product and service offerings to the 
market. The firm's capacity to sense and seize opportunities, to reconfigure its 
knowledge assets, competencies, and complementary assets, to select appropri­
ate organization forms, and to allocate resources astutely and price strategically 
all constitute its dynamic capabilities. 

The knowledge perspective presented here requires us to stress the entre­
preneurial rather than the administrative side of corporate governance. In high­
technology industries, firms are not so much organizations designed to minimize 
transactions costs-although this they do-but organizational structures capable 
of shaping and reshaping clusters of assets in the distinct and unique combina­
tions needed to serve ever-changing customer needs. Accordingly, boundary 
issues (such as vertical integration) are not determined by transactions cost 
considerations alone. Rather, they are strongly influenced by tacit knowledge 
and imitability/replicability considerations. Even setting aside strategic and 
transaction cost issues, the tacit component of knowledge cannot frequently 
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be transferred absent the transfer of personnel and organizational systemsl 
routines. Tacit knowledge and its transfer properties help determine the bound­
aries of the firm and may well swamp transaction costs considerations. 

Competitive advantage can be attributed not only to the ownership 
of knowledge assets and other assets complementary to them, but also to the 
ability to combine knowledge assets with other assets needed to create value. 
Knowing what assets to develop, and what to abandon, is a critical element in 
the success equation. Dynamic capabilities are critical if knowledge assets are 
to support sustainable competitive advantage. 35 

Thus, the competences/capabilities view of the firm sees the proper 
boundaries of the firm and governance structure being determined not only 
with reference to transactions costs, but also with reference to technological 
and knowledge concerns. The boundaries of the firm, and future integration 
and outsourcing opportunities, must clearly be made with reference to learning 
and knowledge issues as well as transaction cost economics. 

The emphasis on the development and exploitation of knowledge assets 
shifts the focus of attention from cost minimization to value maximization. Gov­
ernance decisions involve both questions of what assets to build inside the firm 
versus accessing externally, as well as how to organize internally. This perspec­
tive thus complements transaction cost economics. 

Conclusion 

Knowledge, competence and related intangibles have emerged as the key 
drivers of competitive advantage in developed nations. This is not just because of 
the importance of knowledge itself, but because of the rapid expansion of goods 
and factor markets, leaving intangible assets as the main basis of competitive 
differentiation in many sectors. There is implicit recognition of this with the 
growing emphasis being placed on the importance of intangible assets, reputa­
tion, customer loyalty, and technological know-how. 

While there is some recognition of these changes, there is perhaps a fail­
ure to recognize just how deep these issues go. The value-enhancing challenges 
facing management are gravitating away from the administrative and towards 
the entrepreneurial. This is not to denigrate the importance of administration, 
but merely to indicate that better administration is unlikely to be where the 
economic "rents" (superior profits) reside. Indeed, if one looks at the sources of 
wealth creation today, they are markedly different from wqat they were barely 
two decades ago. The key sources of wealth creation at the dawn of the new 
millennium will lie with new enterprise formation; the renewal of incumbents; 
the exploitation of technological know-how, intellectual property, and brands; 
and the successful development and commercialization of new products and 
services. 
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The implications for management are clearly quite considerable. New forms 
of business organization-and new management styles that enable intangibles to be 
developed and dynamic capabilities to be practiced-are clearly critical. There is 
now sufficient experience with new network organizations and with alliances to 
sensitize management to the richness of the organizational menu that is now avail­
able. Moreover, modern information technology clearly enables a greater variety of 
transactional structures than was hitherto thought possible. What is apparent is the 
need to focus on developing a deeper understanding of imitability and replicability 
issues with respect to intangibles and the role of markets in undermining 
traditional forms of competitive advantage. 

The extension of markets and the growth of competition is a great benefit to 
the consumer and society. However, the post-war evolution of markets has power­
ful strategic implications for how and where firms position themselves to build 
competitive advantage. This does not appear to be well appreciated. It is no longer 
in product markets but in intangibles assets where advantage is built and defended. 
There is no such thing as a privileged product market position-unless it rests on 
some upstream intangible asset. The focus of strategy analysis must change, and is 
changing, as indicated by the burgeoning literature in strategic management on the 
resource-based theory of the firm.36 Managers who figure this out are likely to be 
well positioned to build and maintain competitive advantage in the next millen­
nium. They must recognize that in open unregulated markets, the domains in 
which value can be built are likely to be more and more confined. Perhaps Andy 
Grove is right after all when he warns that "only the paranoid survive." 
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