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DYNAMIC CAPABILITIES: FOUNDATIONS 1

Chapter 1

Dynamic Capabilities:
Foundations

Strategy matters most during times of change. Businesses and people find it far
easier to do more of the same than to do something different. But the world does
not stand still. As markets become more globally integrated and new forms of
technology and competition arise, companies cannot rest on their laurels. Firms
must adapt to and exploit changes in their business environment, while seeking
opportunities to create change through technological, organizational, or strategic
innovation. Creating, adapting to, and exploiting change is inherently entrepre-
neurial, for large firms and small, for old firms and new. But entrepreneurial activity
of this sort does not imply a lack of strategy or organization. Indeed, effective
change often requires both. To survive and prosper under conditions of change,
firms must develop the “dynamic capabilities” to create, extend, and modify the
ways in which they make their living.

Since the concept of dynamic capabilities was first introduced, additional research
has elaborated on the initial idea. Many questions remain, however. The core con-
cept requires clarification and development of the conceptual underpinnings along
with grounding in empirical observation. This book addresses both the conceptual
and empirical grounding of dynamic capabilities. We provide a succinct yet com-
prehensive definition of dynamic capabilities to serve as the basis for future work.
We also provide a starting point for assessing the performance of dynamic cap-
abilities, both conceptually and empirically. Additionally, a substantial portion of the
book focuses on empirical observations regarding dynamic capabilities, including
case examples and statistical analysis.

A capability, whether operational or dynamic, is the ability to perform a particular
task or activity. Operational capabilities enable an organization to earn a living in the
present (Winter, 2003). In contrast, dynamic capabilities concern change. A dynamic
capability is the capacity of an organization to purposefully create, extend, or modify its
resource base. Dynamic capabilities come in many forms. Some dynamic capabilities
enable firms to enter new businesses and extend old ones through internal growth,
acquisitions, and strategic alliances. Other capabilities help a firm to create new prod-
ucts and production processes. Yet others involve the capabilities of the managers
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2 DYNAMIC CAPABILITIES: FOUNDATIONS

responsible for leading profitable firm change and growth. The types of dynamic
capabilities extend even further, far beyond what a single book can incorporate. We
focus here on a few in-depth examples of dynamic capabilities involving alliances,
acquisitions, and management.

The concept of dynamic capability includes the capacity with which to identify the
need or opportunity for change, formulate a response to such a need or opportunity,
and implement a course of action. Not all dynamic capabilities serve all three func-
tions. Instead, different dynamic capabilities serve different purposes.

To understand how organizations identify and respond to the need for change,
we must examine the underlying organizational and managerial processes. The trans-
formation of an organization (even a nascent one) through additions, deletions, or
modifications to its resource base entails processes for achieving these changes. We
need to know not only what organizations do – which markets they enter, which
products they introduce, how fast they grow, which firms they acquire or ally with –
but also how they do it. This book therefore pays close attention to the managerial
and organizational processes that are part and parcel of dynamic capabilities.

The benefits that firms obtain from their dynamic capabilities depend not only
on the efficacy of the underlying organizational and managerial processes, but also
on the context in which the capabilities are employed. That is, how well dynamic
capabilities “fit” with the internal and external environment of the firm affects their
usefulness as a means for adapting to, exploiting, and creating change in the business
environment. Accordingly, we extend the concept of “fit” to begin to develop con-
ceptual yardsticks for evaluating how well or poorly dynamic capabilities perform.

To begin the analysis, in this chapter we elaborate on the concept of dynamic
capability and introduce conceptual yardsticks for assessing the performance of
dynamic capabilities. The following chapters analyze conceptual issues involving
managers and organizational processes in greater detail, and then examine empirical
evidence regarding the nature and consequences of dynamic capabilities. The book
concludes with an overall assessment and look to the future.

The Dynamic Capabilities Concept

The original definition of dynamic capabilities referred to “the firm’s ability to
integrate, build, and reconfigure internal and external competencies to address
rapidly changing environments” (Teece, Pisano, and Shuen, 1997: 516). In this
definition, organizational competencies denoted managerial and organizational pro-
cesses or “patterns of current practice and learning” (Teece, Pisano, and Shuen, 1997:
518), through which “firm-specific assets are assembled in integrated clusters span-
ning individuals and groups” (Teece, Pisano, and Shuen, 1997: 516). By altering
the organization’s resource base, dynamic capabilities could then open new strategic
alternatives or “paths” for the firm (Helfat, 1997).

Subsequent work refined and expanded the original definition of dynamic capabilit-
ies. Eisenhardt and Martin (2000: 1107) defined dynamic capabilities as “the firm’s
processes that use resources . . . to match and even create market change.” In this
conception, dynamic capabilities took the form of organizational processes. Eisenhardt
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DYNAMIC CAPABILITIES: FOUNDATIONS 3

and Martin (2000) provided examples of dynamic capabilities as processes, such as
product development routines, alliance and acquisition capabilities, resource allocation
routines, and knowledge transfer and replication routines. In addition to defining
dynamic capabilities as processes, Eisenhardt and Martin (2000) extended the original
definition of dynamic capabilities to include the creation of market change, as well as
the response to exogenous change. These authors further noted that dynamic cap-
abilities can operate in environments other than those experiencing rapid change.

Zollo and Winter next focused on organizational learning as a source of dynamic
capability, which they defined as “a learned and stable pattern of collective activity
through which the organization systematically generates and modifies its operating
routines in pursuit of improved effectiveness” (Zollo and Winter, 2002: 340). This
definition implicitly distinguishes dynamic capabilities from operational capabilities.
This definition also suggests that, like operational capabilities, dynamic capabilities
consist of patterned organizational behavior that companies can invoke on a repeated
rather than idiosyncratic basis. Unlike some implications of prior research, in this
definition dynamic capabilities do not necessarily improve firm performance. Although
firms pursue greater effectiveness of their operating routines, they may or may not
achieve it. Hence, the definition of dynamic capabilities does not suffer from any sort
of tautology with regard to the superiority of performance (see also Winter, 2003).

Zollo and Winter’s (2002) definition focuses on dynamic capabilities that modify
an organization’s operating routines. Not all dynamic capabilities, however, act upon
operating routines. Of particular importance are information processing capabilities
that may enable the firm to identify the nature of the changing market environment
and sense opportunities that it holds (Teece, Pierce, and Boerner, 2002). This ability
to identify strategic opportunities in a changing environment provides a potential
continuing source of competitive advantage (Denrell, Fang, and Winter, 2003).

Recently, Teece, Pierce, and Boerner (2002) have noted the importance of man-
agerial capability to sense opportunities. Taking account of the role of management
more generally, Adner and Helfat (2003: 1012) used the term “dynamic managerial
capabilities” to refer to the capacity of managers to create, extend or modify the
resource base of an organization. Like dynamic organizational capabilities, dynamic
managerial capabilities arise from prior learning and experience.

The foregoing research includes a range of definitions of dynamic capabilities.1

Although these definitions overlap, they capture different attributes of the phenom-
enon. In order to provide a solid foundation for subsequent work, we next provide
a succinct and comprehensive definition of dynamic capabilities. Additionally, prior
research suggests that dynamic capabilities serve two main functions with regard to

1 Many other authors have utilized similar definitions to those reviewed here, including:
Rosenbloom (2000), who highlights the importance of management leadership as a dynamic
capability; Zott (2003), who focuses on dynamic capabilities as routine organizational processes
that guide the evolution of firm resources and operational routines; Galunic and Eisenhardt
(2001), who analyze dynamic capabilities as the processes through which managers manipulate
resources into new configurations as markets change; Pisano (2000), who focuses on dynamic
routines that regulate the search for improved routines; and Collis (1994), who includes
strategic insights that derive from managerial or entrepreneurial capabilities.
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4 DYNAMIC CAPABILITIES: FOUNDATIONS

the resource base of an organization: 1) search and selection, including resource
creation, and 2) deployment. Although the deployment, or implementation, aspect
of dynamic capabilities has tended to receive the most attention, search and selection
are equally important. In what follows, we elaborate on these different functions of
dynamic capabilities as well.

Dynamic Capability: Definition

Building on the prior literature, we provide this definition:

A dynamic capability is the capacity of an organization to purposefully create,
extend, or modify its resource base.

We recognize that a single phrase cannot include everything of importance with
regard to dynamic capabilities. This definition, however, captures many of the critical
features of dynamic capabilities. The words in this definition have specific meanings,
as follow.

The “resource base” of an organization includes tangible, intangible, and human
assets (or resources) as well as capabilities which the organization owns, controls, or
has access to on a preferential basis. An organization need not own a resource or
capability for it to comprise part of the resource base. For example, organizations
do not own their employees. Organizations also have access to many other sorts of
resources and capabilities on a preferential basis that they do not own. Preferential
access through alliances to the resources and capabilities of others clearly falls into
this category.

As our use of the term “resource base” implies, we consider capabilities to be
“resources” in the most general sense of the word. By this we mean simply that
resources are something that the organization can draw upon to accomplish its aims.
This usage is consistent with the way in which the most widely used English diction-
aries, including the Oxford, Merriam-Webster, and the American Heritage, define
the word “resource.”2

Since dynamic capabilities are themselves capabilities, it follows that dynamic
capabilities comprise part of the resource base of an organization. Since dynamic
capabilities create, modify, or extend the resource base of an organization and since
dynamic capabilities also comprise part of this resource base, this implies that dynamic
capabilities can modify or extend dynamic capabilities. At first glance, the latter
statement may appear contradictory, but it is not. While it may be difficult for a
particular dynamic capability to modify or extend itself (although we cannot rule out
such a possibility), we can find many instances where one dynamic capability can and

2 Consider the following definitions of resource according to these online dictionary sources:
a) An action or thing resorted to (Compact Oxford English Dictionary); b) Means that can be
used to cope with a difficult situation; the total means available to a company for increasing
production or profit (American Heritage); c) A source of support: an available means (Merriam-
Webster); d) A means of support (Chambers).

DCC01 18/9/06, 11:26 AM4


