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From critical resources to corporate strategy

Birger Wernerfelt

Suppose a new high growth segment opens up in your industry. Should you
enter that segment? lviany other f irms are l ikely to enter as well .  Wil l  the
returns just i fy the costs? If  too many f irms enter, and commit high levels of
funding, your return on investment wil l  be mediocre at best. This would be a
disappoint ing exper ience,  but  i t  is  one many companies have had in  races for
market share and technological advantage. Of course, this does not mean
that you should not chase such opportunit ies. I f  you fai l  to do so, you might
do even worse.  I t  does,  however ,  inrp ly  the fo l lowing:  on an even p lay ing
field, against well  managed compe t i tors, you cannot expect superior
performance. You need to look for t i l ted playing f ields, areas where you
have a competit ive advantage. Where do you have an advantage? You have
the advantage in markets where your resources are superior to those of the
competit ion. In such a game you can achieve a strong market posit ion at a
lower cost than your competitors.

The f irst step is to identi fy your resources. The second step involves
deciding where to compete, Only then do you worry about how to compete.
This shif ts the focus of strategic analysis from the industry to the company
i tse l f  I l ] .  St ratesv formulat ion consis ts  in  the ident i f icat ion,  deployment  and
development of resources. What principles govern this process in well--
managed companies?

Critical Resources

A l is t  o f  your  company's  resources u,ould quick ly  get  very long:  th is  p lant .
that  patent ,  such-and-such a brand name. a good manager here,  a good
R & D team there.  etc .  Onlv verv feu ' resources are cr i t ica l  in  the sense that
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thev can d i f ferent ia te vou f rom compet i t ion.  The rcsource has to be unique.
I f  compet i tors  can buv or  develop ident ica l  resources.  they wi l l  do so unt i l
the f ie ld  is  overcrowded.  But  what  unique resources can a company own?
Not  very many,  apar t  f rom patents,  brand namcs.  min ing r ights and p ieces of
land. But there is hope. You can profi t  from a resource even i f  you do not
own it !  This may happen bv trading rvith ou'ners of a unique resource i f  these
owners have a d i f f icu l t  t ime swi tch inq to a l ternat ive t rading par tners.  To see
how th is  works,  i t  is  helpfu l  to  look at  an example.  Let  us sav that  one of
your  managers,  Smith,  is  par t icu lar ly  good.  Normal ly ,  you have to pay h im a
salary ful ly ref lect ing this, since competitors otherwise wil l  hire him arva, '- .
This process could conceivably continue unti l  Smith's salary is commensurate
wi th h is  sk i l ls ,  leav ing no ext ra prof i ts  for  the employer  [2 ] .  There arc,
horuvever, two exceptions to this:

Team Effects. Suppose that Smith is good in part because he works well
with Jones. Now if  these two can agree to market themselves as a package,
they may well  be able to reahze their joint value. However, i f  they cannot,
vour company can pay them their individual values and reap their ( larger)
jo in t  va lue.
Specif ic Assets. Alternatively, i t  may be the case that Smith is more
valuable to you than to other companies. Also in this case you wil l  be able
to pay h im less than what  he del ivers.

The point here is that you can profi t  from trading with people who have poor
or costly alternatives. Just trading with the owner of a unique resource wil l
not  do i t .  But  i f  the owner is  t ied to you,you can garner  some of  the prof i ts
from his resources. I  wi l l  say that you share such resources.

When executives of large companies are asked to identi fy the basis for
their competit ive advantage, resources of this type f igure prominently on the
l i s t :

We have a good management team.
Our marketing group is great.
We have suppliers who know what we want.
The development people are good at f inding applications for our patents.
By now, the retai lers know why our product is dif ferent.
Our R & D lab is doing very well .

This gives us a procedure for identi fying the cri t ical resources of a company.

[ 2 ]  As  fa r  as  I  know,  th i s  a rgument  was  f i r s t  a r t i cu la ted  by  Posner ,  R .A . , 'The  Soc ia l  Cos t  o f
Monopoly and Regulation', Journal oJ Polit ical Economy, ti3, pp. 807-27.1975.
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I t  basical ly boi ls down to three questions. The natural question:

o Among the resources we own, which are unique?

as well  as the more subtle, but often more important questions:

o Does any department perform better than their paychecks would lead one
to expect?

o Does any supplier or buyer have major resources t ied to us?

To be honest, this acid test is not l ikely to bring you any posit ive surprises.
lv{ost l ikely, you are already aware of those resources which pass the test. On
the other hand, i t  may help you weed out a few - l ike the plant which real ly is
not unique, or the superteam which is not paid accordingly.

The Capacity of Resources

After you have identi f ied the cri t ical resources you own or share, classify
them according to their capacity. How much do you have of each of them? I
have found that the fol lowing three-way scheme works very well  in practice.

Fixed Assets - Resources with Fixed Long-run Capacity
Examples include plant and equipment, mining r ights, employees with
specif ic training, f i rm specif ic investments by suppliers or distr ibutors, and so
on. These resources are easy to think about but do not general ly pose very
challenging strategic questions. There are two reasons for this. First,  they
are typical ly only valuable in one or very few industr ies. The question of
where to deploy them is therefore often simple. Second, you do not normally
f ind yourself with excess capacity of such resources. So i t  is not l ikely that
you have a lot of these resources to play with.

Blueprints - Resources with Pracrically Unlimited Capacity
Examples include patents, brand names and reputations. These resources
often play a considerable role in strateev formulation. Essential ly, for
reasons opposite those given above, they may convey considerable advantage
over a range of markets, and avai labi l i ty is not a real concern because their
capaci ty  is  not  l imi ted.  The recent  t rend towards 'umbrel la  branding '  (u 'e  are

Beatr ice) and 'corporate identi f icat ion' (ARA) represents an attempt to
exploit  resources of this type.
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Cultures - Resources with Limitecl Short-run, but Unlirnited Long-run
Capaciry l3l
We are here talking about team effects. Let us assume that we are working in
a group whose funct ion ing depends on in teract ion between specia l is ts  in
severa l  areas.  As in  anv such group,  we wi l l  develop a set  of  rout ines over
t ime [4] .  We wi l l  learn what  other  members can do,  rv i l l  do,  and want  to  do.
We wi l l  lcarn what  thcv mean when they sav somcth ing -  e  .g . ,  'soon' .  And
we wil l  learn how to sol l 'e recurrent confl icts. The point is that no two groups
wi l l  develop the same socia l  s t ructure.  In  par t icu lar ,  some groups wi l l  end up
with more eff icient patterns of interaction.

If  your compan,v employs such a group i t  can be a cri t ical resource. No
single member can achieve the same level  o f  product iv i ty  in  a s imi lar  group
in another  company,  nor  can he s ingle-handedly expor t  the rout ines.  On the
other hand. you can clone the eff icient group by social izing apprentices - not
too many at  any g iven t ime,  but  enough to make i t  in terest ing.  For  example,
many companies have a pol icy of f i rst training managers at headquarters
before sending them to the d iv is ions.  Indeed,  some Japanese companies,
such as Matsushita, have al l  new employees take lessons in 'corporate

phi losophy ' .  This  type of  resource may be appl icable in  many markets or  in
few industr ies. Executives in many widely diversif ied companies wil l  claim
that they prosper because of 'good management'  and argue that their gro$,th
ref lects the expansion in their pool of managers. On the other end of the
spectrum, pharmaceutical companies normally stay within a few markets
whcre their R & D ski l ls apply. Or, f i rms l ike Proctor & Gamble confine
their diversif icat ion to marketing intensive consumer products. N{ost
general ly, the more widely appl icable a resource is, the less of a competit ivc
advantage i t  confers.

How to Leverage your Resources

After you know your cri t ical resources and the capacity of each, you are
ready for act ion. You know the arsenal at your disposal. How do you deploy
i r?

When looking at this question in individual companies, I  have found the
following three classifications helpful: a resource can be used:

A very exci t ing account of  these resources is  g iven in Penrose,  E. ,  The Theory of  the Growth of
the Firm, Oxford,  Basi l  Blackwel l ,  1957.
Nelson, R. and Winter, 5., An Evolutionary Theory of Economic Growth, Cambridge, Mass.,
Harvard Univers i ty  Press,  1982, present a detai led descr ipt ion of  th is process.
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r Independently
o In tandem with exist ing cri t ical resources.
o In situations where complementary and specific resources need to be

created.

Let us look at each case in turn and consider resources of each type. When
doing so, i t  may be helpful to refer to Figure 1.

Figure ,1. Tvpes of resources and common ways to leverage them

Application Fixed assets Blueprints Cultures

Independent  appl icat ion

Pai red appl icat ion

Cus tom ized  app l i ca t i on

Sel l  or  rent

Sel l  or  rent

Use  i n -house

Use in-house

Join t  venture

Use  i n -house

Use  i n -house

Merge r

Use  i n -house

I n dep e ndent Ap p I icatio n
This category contains instances where (excess capacity of) a cri t ical
resource can be used alone or in connection with noncrit ical resources [5].

Suppose f irst that the cri t ical resource in question is afxed asset: a plant, a
piece of land, or a mining r ight. In many cases, you can harvest the profi ts
just by sel l ing or renting the resource to somebody else. For example,
suppose a well-si tuated piece of land can be used for an off ice bui lding. I f
that bui lding can sel l  for two mil l ion dol lars in excess of bui lding costs, then
you can real ize (approximately) these two mil l ion dol lars either by sel l ing to
a bui lder or by bui lding and sel l ing later. Most often,, i t  is easier to sel l  such a
resource and leave i ts management to an expert.

There are cases. of course. when this does not work. Consider a situation
where you have excess capacity on a part icular piece of machinery. I f  the
machine is suff iciently rel iable you may be able to 'rent ' ,  say, the night shif t
to someone else. However, i f  the rel iabi l i ty of the machine and the quali ty of
the output depend on careful use and maintenance, this may be a strained
arrangement. You may prefer using the capacity yourself,  even i f  i t  takes
you into new business areas.

Now let  us look atb luepr in ts .  Again.  here,you can somet imes sel l  or  rent
them. For  example,  many patents are rout ine l -v-  l icensed.  Normal ly ,  th ings
are not so eas)/.  You may worry about a l icensee pirat ing your patent.
Simi lar ly ,  you can rent  out  a brand name, (e.9. .  Coca-Cola c lothes)  but  i t

[ 5 ]  
' f he  

lo l l ow ing  i s  rough ly  cons is t cn t  u ' i t h  the  pc rspcc t i vc  dcvc lopcd  in  Runre l t .  R .P . .
'D ivc rs i f i ca t i on  S t ra tcgv  and  Pro l i t ab i l i t y ' ,  S t re tcg i (  l l l unuguna t t t  Jou r t ru l .3 .  pp  3 -59 -69 ,  l 9 t l 2 .
and  Tce  ce ,  D .J . ,  'Economic  Anu lvs i s  and  S t ra tcq ic  Manage  me n  t '  .  Cu l i l l t r t t i a  h lunug ,c tne t r t
Rc l ra r ' ,  2 -5 .  No .  3 .  pp .  87 -110 .  l 9 l t . 1 .
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puts you at r isk. The renter may use the name in a way which ref lects poorly
on your  ent i re  business.  To make i t  workable,  you need to impose st r ic t
constraints on the renter. For example, NlcDonald's franchising contracts
spel l  out  many cr i ter ia  which the f ranchisee has to sat is fv  in  runnins i ts
business. In many cases i t  is dif f icult  to pol ice the arrangement and the onlv
possibi l i tv is to use the resource in-house and to diversify around i t .

Consider. f inal ly ,  cultures. Here therc are few ways to rent them out
without losing them. Your R & D laboratory may take on contract work. or
your personnel department may sel l  training programs, but i t  is dif f icult  to
assess al l  the costs of such a contract. On the other hand, you would not want
your marketing eroup to take on outside work for fear that valuable f irm
specif ic routines could leak out. Similarly you would never let your team
work in other people's locations. I f  you real ly have a good group going,you
do not want others to clone i t .

Paired application
We here look at si tuations where a relevant co-special ized resource already
exists but i t  is owned by another company [6].  For example , in L973, when
EMI wanted to leverage i ts CATSCAN technology in the US, i t  lacked a
sel l ing, service and training organisation geared to t jS hospitals. GE and a
few other suppliers of medical technology had such organisations. Where the
independent appl icat ions involved a choice between sel l ing the capacity or
using i t  yourself ,  we have two other options: the f irms can merge or they can
form a joint venture.

Where your resource is a fixed asset, it is often easy to sell or rent it:
Therefore, i f  one of the two co-special ized assets is of this nature, i t  wi l l  most
often be sold to the owner of the other resource. Since the resources only
realrze their full potential together, this may lead to some tough negotiations,
but i t  should st i l l  be workable.

Suppose next that you want to leverage a blueprint If the co-specialized
resource is easy to buy or rent, you wil l  normally want to do that. I f  not, the
situation is tr icky. To make i t  more concrete, let us think of you as having a
patent and another company as having appropriate production and
marketing ski l ls. I f  you do not want to sel l  your patent, a merger is a
possibi l i ty. However, this is not l ikely to be very attract ive. Most often, both
companies will have a host of different activities and to merge them all for

[6]  A rctevant  reference here is  Teece,  D.J. , 'F i rm Boundar ies,  Technological  Innovat ion,  and
Stratcgic Management ' ,  in  Thomas, G.L. ,  (ed.) ,  The Economics of  Strategic Planning,
Lex ing ton ,  Mass . ,  D .C .  Hea th ,  1986 .
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the sake of one project seems excessive. A joint venture is often the best
solut ion.

For cultures, the joint venture option may be dangerous. If you are
leveraging the ski l ls of an R & D laboratory which is working far from your
main business, this is f ine. But i f  the resource in question is an integral part
of your company, )ou cannot afford to ' let i t  out ' .  So i t  is often best either to
merge the two companies or simply give i t  up.

C us tomi z e d Ap p lic atio n
I am here covering cases where a resource cannot be exploited in the market
place without irreversible commitment of large sums of money t l l  For
example, suppose you have a process patent, but i ts use requires a part icular
type of plant to be consutructed; a plant which wil l  be signif icantly less
valuable i f  used for other processes. This is a classic problem. Is i t  possible
for you to induce a supplier (or a buyer) to make investments that t ie him to
you?

You can always make the investment yourself,  but i t  may not be in your
area of expert ise. I f  not, you need to convince somebody else that you wil l
not turn around and take advantage of them once they have sunk X mil l ion
dollars into the project. This is very dif f icult  and may yet be very valuable. A
famous - and fai led - attempt is the relat ionship between General Motors
and Fisher Body which after many years ended with a takeover by GM.

The 'normal '  si tuation is that you have to do these things yourself.  There
are, however, two ways to avoid this:

First,  you may be able to write a contract guaranteeing appropriate
returns to the other party. Since we are talking about major investments,
such a contract has to run over several years and i t  is necessary to cover al l
sorts of contingencies. The dangerous contingencies, of course, are those
you cannot think of at f i rst.  And yet you know that unthought-of
contingencies wil l  ar ise. Most often, the viabi l i ty of this option depends on
the extent to which you and your partner can be made to feel comfortable
with the contract and each other.

Second, the relat ionship may work because i t  is t ied in to a series of such
relat ionships. For example, most suppliers to Marks and Spencer. a Brit ish
department store chain, have the vast rnajori ty of their capacitv (often 90
per cent) dedicated to M & S. I f  these suppliers \r 'ere dropped, they would
face economic disaster. And vet. because N{ & S has done business this wav

[ 7 ]  Sec  l ' i r o le . . l . . 'P rocu rement  i t nd  Renego t iu t i on ' . Jou rna l  o . l 'Po l i t i ca l  E t ' u r t< tn t \ , , 94 .pp .  l 3 . r - . s9 .
1986 ,  fo r  ana logous  a rgumcn ts .
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for so long, with so many sr-rppl iers. thev are trusted. In fact, you can feel
pret ty  sure that  they wi l l  honour  that  t rust .  I f  not ,  they would not  be able to
do business in the future. Similarly ' .  an interesting relat ionship exists
between major  meta l  can makers (e.g. ,  Amer ican Can,  Cont inenta l  Can,
Crown Cork and Seal ,  Nat ional  Can)  and large users ( . .g . ,  brewers,  sof t
drink bott lers). Most often, pairs of plants are located very close to each
other. Given the high coits of transport ing the cans, both part ies are
dependent on continued trade. What then prevents excessive jockeying for
posit ion? How can they persuade each other to do this? One reason is that
these often are mult iplant f i rms. They want to continue this in the future. but
perhaps with dif ferent partners. Given this, they need to protect their
reputations as ' fair '  business partners. Such implici t  contracts are very
attract ive, but less common in the US than in Europe or Japan.

Summarizing, cr i t ical resources can be leveraged in several ways,
depending on the type of resource. Figure t highl ights the most common
ways to do this, but there are many examples of very successful deviat ions
from these rules of thumb.

How to Grow your Pool of Critical Resources

In the introduction, when discussing product markets, I  made the point that
you cannot expect superior performance in a fair race against equals.
Instead, you need to look for races where you have an advantage. I f  we
apply this principle to resource markets, we get the fol lowing result:  you
cannot expect to make above-average returns on investments in physical
assets or blueprints. Some investments wil l  pay a lot,  some wil l  f lop, and, on
the average, the price of a cri t ical resource is just i ts value.

With resources of the culture variety, things are a bit  dif ferent. Once you
have them, lou can 'grow' them at cost way below the cost of imitat ion.
Again, you do this by carrying staff beyond what is necessary for current
operations. Of course, there is a l imit to how fast you can grow a culture, but
there is also a l imit to how fast you can deploy i t .  The optimal rate of growth
is difficult to characterize. However, rnanagement of the growth of these
resources is the most important element in preparing your company for the
future. They represent a class of investments whose returns are at least
part ial ly shielded from competit ive pressure.
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Guidelines for Action

To translate these principles into successful corporate strategy, a company
should first take a hard look at its resources. Which are critical? Among
these, which ones hold the greatest potential? When performing this
analysis, i t  is vi tal ly important that shared resources not be left  out. Next, i t
becomes t ime to worry about deployment. Does your business mix
sufficiently take advantage of your critical resources? If not, which markets
could you exit  without loss of above-normal returns? And which markets
should you enter? Further, at the level of business strategy, are .vou
competing in the r ight way? Is a part icular joint venture or merger in order?
In a make-a-buy decision, are you doing things others more appropriatelv
could undertake? Final ly, how can you manage your resource portfol io over
time? What do you need to acquire or grow? How can you make sure that
new resources, created through environmental changes, are identi f ied in
time for action?


