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1. INTRODUCTION

With the new distribution of global economic adyikurope faces new challenges. China has
become the production facility for the world, Ind& gaining the upper hand in business
processes outsourcing and 'Asian tigers' such asamahave regained their competitive
strength after the financial crisis. Many autharg;luding myself, believe that firms in
Europe can maintain and strengthen their positroglobal markets only on the basis of
innovative application of the most advanced tecbgiels and, perhaps even more
importantly, on the basis of innovative approacteedusiness strategy. The first aspect is
necessary because European firms can keep up witie€2 and Indian rivals, who enjoy
significant cost advantages, only by being one stie@ad, i.e. by providing products and
serviced based on technologies Asian rivals doyjabhave the access to. As this is becoming
increasingly hard due to the fast build-up of stotkntellectual capital in China and India (in
both countries more people graduate per year th&uiope), being able to craft and execute
an innovative strategy is becoming all the moreartgnt. Successful European firms of the
following decade will blend technological sophiation of their offerings with strategy
designed on the basis of internal and external ebemgies and capabilities.

When we discuss European firms, it is worth exangmwhat kind of firms these actually are.
Brief examination of the data reveals that 99,8%enferprises in Europe are small and
medium-sized enterprises (SMEs) (Source: Eurosta3t majority of these enterprises are
micro enterprises (less than 10 employees). SMEplagmapproximately 70% of the
European workforce. These data indicate that a#yituropean firm is an SME and suggest
that examination of strategy of European firms $thdwe conducted on the level of strategy of
SMEs. Given this suggestion and my academic irtteresnanagement of entrepreneurial
ventures | set out to study the following questihat kind of strategy should SMEs adopt to
systematically develop sources of competitive athga | focus my study on SMEs
operating in dynamic markets, characterized bydastrelatively unpredictable technological
and environmental changes.

To provide a solid theoretical foundation for thedy | present review of the most relevant
concepts in the strategic management literature thed turn to dynamic capabilities
approach as the frame of reference for my study. tkn basis of seminal theoretical
contributions to the field of dynamic capabilitiediscuss potential of dynamic capabilities to
confer competitive advantage upon firms. | argue tinms stand better chance of developing
sources of competitive advantage in cooperatioh wiganizations and individuals in their
environment than by going it alone. | fine-tunestargument by specifying types of networks
and inter-organizational linkages that are potdgtizeneficial for SMEs. | hypothesize that
SMEs may benefit from cultivating relationshipstwihose major firms in their environment
that employ particular type of strategy termed kkgstone strategy. | review the empirical
literature on dynamic capabilities to provide ansmen how can SMEs capitalize on such



relationships and which organizational processegpa@u leveraging of the relationships. |
conclude that relatively little theoretical and erigal work has so far been conducted to shed
light on integration of external competencies, wihis the set of activities central to
leveraging of relationships with major firms.

In an attempt to fill in this research gap | propdsmmework for strategy for SMEs operating
in dynamic markets. The framework is built on tlaesib of three building blocks: participants
in a business network/ecosystem (keystone playsisn&che players), relationships among
them and dynamic capabilities that SMEs employuitdisources of competitive advantage. |
argue that combination of dynamic capabilities SMieed to employ revolves around
leveraging relationships with the keystone playarg] term this combination the relationship
capability. To illustrate the proposed concept égent findings of study of six European
niche players in the information technology (IT)dustry that have built competitive
advantage in their business segments and devedipstinategy on the basis of relationship
with Microsoft. | discuss how these niche playeepldy dynamic capabilities to support their
distinctive strategic orientations and provide ewice that supports notion that niche players
stand to benefit from relationships with major firm the conclusion | discuss contributions
of my study to strategic management and entreprehgu literature, as well as to the
growing body of literature at the intersectiontod two research streams.

2. CONTEMPORARY STRATEGIC MANAGEMENT APPROACHES

The field of strategic management is dedicatedh® dxplanation of differences in firm
performance. Strategists are particularly intedesteconditions which lead to improvements
in performance and sustainable competitive advantage level of analysis (of strategy
formulation) has deepened from an explanation ofeoled inter-firm profitability
differences, through an understanding of the igsiciriirm heterogeneity (and hence durable
intra-industry profit differences), to an examioatiof the dynamic routines that produce
heterogeneous firms (Collis, 1994).

Through the 1980s the dominant model was itigustrial economics approacfPorter,
1980). In this approach (as well as in a closelsteel strategic conflict approachsee e.g.,
Shapiro, 1989), the key aspect is the industryndustries in which a firm competes. The
inherent profit potential of an industry is detemexl by five industry level forces — barriers
to entry, threat of substitution, bargaining powtbuyers, bargaining power of suppliers and
rivalry among incumbent firms. The sources of gedfility are therefore seen to be the
characteristics of the industry as well as the 'Srosition within the industry. Porter's
framework and other insights of industrial orgatima economics suffer from several
limitations though. These include tautology, cresstional rather than longitudinal analysis
and too great emphasis on the effect of the industucture on firm's performance (Black
and Boal 1994). In particular, the industry-cendexeew is problematic since from this



perspective the process of identifying and develgghe requisite assets involves nothing
more than choosing rationally among a well defisetl of investment alternatives. On the
other hand, a growing body of literature has higttied the importance of firm-specific

factors and the relative unimportance of indusffgats in explaining firm performance. For
example, a study by Cool and Schendel (1988) shothatl there are systematic and
significant performance differences among firmshwitthe same (U.S. pharmaceutical)
industry, and a study by Rumelt (1991) showed tbvafiit differences within industries

exceeded those between industries. Many authore Mhlagrefore argued that strategy
formulation starts properly not with an assessnoéniie organization's external environment
and product/market opportunities, but with an assest of the organization's internal
resources, capabilities, and core competencies.

One can also consider the efficient strategy-stinectrelationship. Here the strategic
efficiency refers to the realization of sustainablampetitive advantages in the form of
strategic rents of the firm (where a rent is defiress a surplus of revenue over cost).
Depending on the origin of competitive advantagfeignt strategic rents can be realized
(see e.g. Amit and Schoemaker, 1993, Mahoney amdlifdg 1992). If the competitive
advantage results primarily from monopolistic adeges (firms in the industry are somehow
able to impede the competitive forces in eitheddpmd markets or factor markets), as argued
by Porter, the strategic choice depends on therggoe of monopolistic rents (Teece, 1984).
If, on the other hand, the competitive advantagarimarily based on knowledge advantages
due to specific resources, capabilities and conmgeds, Ricardian and Schumpeterian rents
can be realized (Peteraf, 1993; Mahoney and Pantie@?).

The difference between these two views is relabetthé transition of the frontier of strategy
research to theesource-based view of the fir(RBV). RBV is an influential theoretical
framework which focuses on the internal organizatiof firms and factor market
imperfections. It highlights the heterogeneity iofris, their varying degrees of specialization,
and the limited transferability of corporate resms. The strategy process then revolves
around identification and exploitation of idiosyatic resources and distinctive competencies
(Clark 2000). RBV is also a complement to the tradal emphasis of strategy on industry
structure and strategic positioning within thatusture (Henderson and Cockburn, 1994;
Eisenhardt and Martin, 2000). It recognizes thedrteecreate products which add value for
customers (i.e. market factors), but looks intdyrfalr sources of competitive advantage.

The resource-based logic has been taken furthehen(core) competencepproach to
strategy. This view, developed by Prahalad and Hgd®90), argues that it is the core
competencies of a firm, not discrete, individuateds, which are the source of sustainable
competitive advantage. These core (organizatiac@b)petencies in turn lie behind a firm’s
ability to bundle together generic resources (skdhd technologies). Core and generic
resources together enable an organization to peouidque value to customers. As core
competencies are the result of ‘collective learhipgpcesses and manifested in business



activities and processes, they also often spanmwuéiple products or markets (Hamel, 1994;
Sanchez and Heene, 1997). Comparing with the RBN§ &pproach emphasizes the
development of the right competencies for long-tesotcess of a firm. It should be

emphasized that even though the core competenceambpis only one of many contributions

within the resource-based view of the firm, it sterout from the rest as it has attracted
considerable interest from practitioners aroundabdd.

More recently, scholars have extended RBV to dynamarkets. The rationale is that RBV
does not adequately explain how and why certamsfisustain their competitive advantage in
changing business environments. Teece et al. (1&93and on the resource-based view of
the firm to explore the possibility of a theory‘dfynamic capabilitie€s which are defined as
“the firm's ability to integrate, build and recogiire internal and external competencies to
address rapidly changing environments”. Zollo anohtéf (1999, 2002), on the other hand,
suggest that dynamic capability should be definedenspecifically in terms of the generation
and modification of a firm's operational routin@siere thus seems to be a lack of consensus
on the nature and scope of dynamic capabilitieseNReless, the role of learning in building
new competencies is central to different analyb&seover, while dynamic capabilities are
idiosyncratic in their details and path dependemttheir emergence (which complicates
definitions), they still seem to have significanbmamonalities across firms. Extensive
empirical research streams support the view treaethre ‘best practices’ in specific strategic
and organizational processes like product developmaliancing, and strategic decision
making (Eisenhardt and Martin, 2000).

The last three views all advocate that the competistrategy is shaped by exploiting or
redeploying firm's resources or competencies/céipabi In the following, | will review
these ‘contemporary approaches’ to strategic mamagein more detail and analyze their
common elements and differences. Concepts suclesasinces, capabilities, competencies,
and core competencies will be also discussed, simes® are not always clearly defined in the
literature. For example, in some early contribugiarapabilities are considered as part of
resource (e.g. Wernerfelt, 1984; Marino, 1996),levimost authors argue that capabilities are
more dynamic and complex entities, and should leateéd independent of resources.
Furthermore, the concept of core competences has frequently used in the literature
without a clear definition. These kind of generatizerms thus may become an obstacle in
understanding many contemporary management concepts

2.1 Resource based view (RBV)

The resource-based view emphasizes firm-specifsetasand the existence of isolating
mechanisms as the fundamental determinants ofgerformance. Elements of the approach
can be found in Schumpeter (1942) and Penrose {1859vhich the latter is considered a
very influential source. Moreover, the notions whdamentally heterogeneous firms (in terms



of their resources and internal capabilities) amstirittive competencies were appraised
already in the classic approaches to strategy flatmon (Selznick, 1957; Ansoff, 1965;
Andrews, 1971). Probably the first self-conscioppl@ation of a resource perspective to the
field of strategy was made by Rumelt (1984), whdermothat the strategic firm “is
characterized by a bundle of linked and idiosyncragésources and resource conversion
activities”. Also Wernerfelt (1984) was early tocognize the differences between the
resource perspective and product market approattter @otable early contributors include
Barney (1986, 1991), Dierickx and Cool (1989), &mhner (1991).

RBV assumes that the sustainable competitive adganis acquired by accumulating
‘valuable’ resources and capabilities. It is diffic however, to determine a priori what the
resources which might lead to strategic rents Researchers have therefore introduced
different frameworks in order to assess the ecoagmiformance of resources. For example,
Barney (1991) argues that resources and capabi(die strategic assets) are more valuable if
they are rare, difficult to imitate and non-suhgtble (so-called VRIN attributes). In this
framework, the rareness of a resource depends tngophysical rareness in factor markets
and/or the rareness of the perceived value ofdkeurce due to a firm's particular resource
combination; imperfect imitability results from tlhmperfect factor markets characterized by
restricted information, the cost of recreating $pecific combination of resources that give a
synergistic result, or a combination of the two.rtRer non-substitutability rests on the
continuation of imperfect factor markets, the costolved in the recreation of specific
combination, or the cost of finding a new combioatof resources that will enable the firm to
compete in the same product market (Black and B&&l4).

The VRIN-framework, on the other hand, treats thedweation of resources from a stand alone
viewpoint ignoring how resources are nested in @ndfigured with one another. Interfactor
relationships have been considered in Teece's J1di86ussion of co-specialized assets and
Amit and Schoemaker's (1993) notion of complemgmtalationships affecting the value of a
resource. Sanchez and Heene (1997) also arguththatrategic value of a given resource is
dependent on the way a firm combines, coordinaed, deploys that resource with other
firm-specific and firm-addressable resources (respurces that lie outside the boundaries of
the firm but can nevertheless be used by the fi@ne should also notice that not all
resources can be traded. Some resources are dedelaghin the firm and cannot be bought
or sold in factor markets (examples of these irelugputation, culture, firm-specific know-
how, and values). These strategic assets may beydary difficult for competitors to
imitate because of time compression diseconomiessetamass efficiencies, inter-
connectedness of asset stocks, asset erosionaasal ambiguity (Dierickx and Cool 1989).

Integrating various streams of research, Pete@93)Ldeveloped a resource-based model of
the theoretical conditions which underlie compegitadvantage. There are four conditions
that must be met: superior resources (heterogemettyn an industry), ex post limits to
competition, imperfect resource mobility, and exeafimits to competition. First, firms



endowed with superior (most efficient) resources able to produce more economically
and/or better satisfy customer wants (and thus eamts). Second, subsequent to a firm's
gaining a superior position and earning rents gmeust be forces which limit competition for
those rents. In RBV the two critical factors whilimit ex post competition are imperfect
imitability and imperfect substitutability. Thirdimperfect mobility means that certain
resources are tradable but more valuable withinfithe that currently employs them than
they would be in other context. In other wordsoteses are imperfectly mobile when they
are somewhat specialized to firm-specific needsalByi, prior to any firm's establishing a
superior position, there must be limited compatitfor that position. For example, Barney
(1986) argues that the economic performance ofsfid@pends not only on the returns from
their strategies but also on the costs of implemgrihose strategies. Ex ante uncertainty thus
limits the competition.

Firm resources have also been decomposed into oairdns of resource ‘factors’ or ‘assets’.
Barney (1986), for example, argues that resourifées ¢h their ‘tradability’ and that tradable
factors' availability and monetary value in thexstgic factor markets will reflect the market's
awareness of those factors' rareness. DierickxCarad (1989), on the other hand, suggest that
resources should be differentiated as either dleses or asset stocks: an asset flow is a firm
resource that can be obtained or adjusted imméyliatel an asset stock is a firm resource
which cannot be adjusted immediately but is buirotime from asset flows. Furthermore,
several resource level categorizations have beesepted in the literature. According to
Grant (1991), six major categories of firm resosrbave been suggested: financial, physical,
human, technological, reputation, and organizatioBaant, however, notes that identifying
and appraising firm's resources is difficult be@ammnagement information systems typically
provide only a fragmented and incomplete picturgheffirm's resource base. Especially the
heterogeneity and imperfect transferability of ng#nle assets precludes their valuation.

To summarize: the early RBV literature identifiée ttonditions under which the underlying
resources that create the sustained competitivengage cannot be instantaneously and easily
imitated. The more recent focus of RBV, on the otiend, reflects the managerial literature
by endorsing the virtues of organizational captibgias a valuable source of competitive
advantage. There have been various definitionsndf distinctions between resources and
capabilities in the literature. Amit and Schoemak&993, p. 35), for example, define
resources as “stocks of available factors thatoanmeed or controlled by the firm. Resources
are converted into final products or services bingis wide range of other firm assets and
bonding mechanisms such as technology, managemfmmation systems, trust between
management and labor, and more”. Resources thusstai know-how that can be traded
(e.g., patent and licenses), financial or physassets (e.g., property, plant and equipment),
human capital, etc. Capabilities, in turn, are ki as “a firm's capacity to deploy resources,
usually in combination, using organizational preess to affect a desired end. They are
information-based, tangible or intangible procedbes are firm-specific and are developed
over time through complex interactions among thnea'é resources”. Amit and Schoemaker



further argue that capabilities are based on deusp carrying, and exchanging information

through the firm's human capital and are often kgexl in functional areas (e.g., brand

management in marketing) or by combining physibaman, and technological resources at
the corporate level.

Firms may build corporate capabilities, for exam@e a highly reliable service, repeated
process or product innovations, manufacturing Haxy, responsiveness to market trends,
short product development cycles etc. The capmsiliiterature thus attributes competitive
advantage to the ability to continually develop uaddle new product features before
competitors. Those capabilities, which reside irirm's tacit collective knowledge, are

causally ambiguous and path dependent (and so tadmmoinstantaneously imitated).

Capabilities researchers have therefore been segrédr the organizational structures and
behaviors that are likely to generate effectivedpiat innovation.

2.2 Competence/capabilities-based perspective

The idea of using competencies/capabilities intestpga formulation received much attention
after the concept of ‘core competence’ was intreduby Prahalad and Hamel in 1990. In
their ‘practitioner’s guide’, Prahalad and Hamed4Q, p. 80) defined core competencies as
“the collective learning in the organization, espltg how to co-ordinate diverse production
skills and integrate multiple streams of technadgfji Similar concepts had been presented
earlier, though. Various authors had called themekample, distinctive competences (Snow
and Hrebiniak, 1980), resource deployments (Hofer @chendel, 1978) and invisible assets
(Itami, 1987). Other related concepts have beewdaoted since then: e.g. Leonard-Barton
(1992) uses core competence's close equivalent wapability’. It is notable that concepts
‘competence’ and ‘capability’ are often used intenegeably in the literature. Marino (1996),
however, made a distinction between them: competeriave a technology or knowledge-
based component (in particular they often resuttmfra blending of technology and
production skills), while capabilities are roote@n® in processes and business routines. He
notes, however, that the distinction should notraes us—both represent strategically
relevant assets. Consequently, competencies amabitaps that differentiate a company
strategically should be considered ‘core’ (LeonBedton, 1992).

While there are differences in terminology and eagi various definitions of core
competencies imply purposeful managerial configanatand orchestration of the firm's
structures, collective routines and personal itiés. Mechanisms through which knowledge
is integrated within firms and hence new compe&screated are also often emphasized. For
example, Markides and Williamson (1994) define cavepetencies as a pool of experience,
knowledge, and systems that together can act atystt that create and accumulate new
strategic assets. Pitt and Clarke (1999) note distinctive competencies/capabilities to a
large extent consist of non-codified (tacit, idioskatic), comparatively scarce and



imperfectly distributed know-how, which hides thekk between intellectual inputs and
tangible outputs. In consequence, core competerecesisually assumed to be difficult or
impossible to imitate (thus constituting compegtadvantage). According to Mascarenhas et
al. (1998), the core competencies identified immpstudies fall into three basic groups:
superior technological know-how, reliable procesard close relationships with external
parties (suppliers, regulators, professional omgtions, distributors and customers). Few
authors within the core competence literature, be bther hand, specify particular
competencies. Turner and Crawford (1994) make aepton by distinguishing 11 generic
competencies (performance management, resourcécatppl, motivating and enthusing,
integration of effort, enaction, communication, coitment formation, path finding,
development, systems/process engineering and optaaragement). Competence in each of
these areas influences the strategies a firm camulate.

There have also been several definitions and @leetsdbns of organizational capabilities (see
e.g. Collis 1994; Henderson and Cockburn 1994)li£dl994) classifies different definitions
into three categories: capabilities that 1) reflaot ability to perform the basic functional
activities of the firm (such as plant layout, disition logistics, and marketing campaigns)
more efficiently than competitors, 2) share the swn theme of dynamic improvement to
the activities of the firm, and 3) comprise the earetaphysical strategic insights that enable
firms to recognize the intrinsic value of otheraesces or to develop novel strategies before
competitors. Collis (p. 145) himself defines cafiibs as “the socially complex routines that
determine the efficiency with which firms physigalkransform inputs into outputs”.
According to Collis, in this definition organizatial capabilities are embedded in firm
routines and those routines are a product of tigarozation as an entire system. In other
words, capabilities are not only manifestations alifservable corporate structures and
processes, but also reside in the corporate culume network of inter-firm relations.
Furthermore, capabilities can be considered both @disect improvement to efficiency, such
as continuous improvement in manufacturing procaggability, and as the ability to conceive
of new ways to create value. Marino (1996) alsesstes the complexity of core capabilities
as they involve the interactions of both individuahd structures.

Hamel and Prahalad (1994) further argue that jaidicularly important for an organization

to be preemptive in its development and alignmérmoonpetencies in order to lead the way
into new products and services. Moreover, only éhosyanizations that continue to invest
and upgrade their competencies are able to create strategic growth alternatives and
sustain competitive advantage (Reed and DeFillii®190). Besides, core competencies
cannot remain static as they must be continualglvevg and changing via organizational

learning (Lei et al. 1996 hence call these kindare competencies ‘dynamic’). Prahalad and
Hamel (1990) in fact suggest that a strategy shdaddlearning-driven (organizational

learning alone does not translate into a core coenge, however; rather, the learning efforts
must be turned into firm-specific skills and resms). The linkage between organizational
learning and core competencies has also been isk&blin several other studies (e.g. Fiol



1991; Hamel 1991). In the capabilities literature tole of learning is central to the theory of
dynamic capabilities.



3. DYNAMIC CAPABILITIES — THE CONCEPT

The concept of dynamic capabilities is an emerguagadigm in the field of strategic
management. Authors that have been developing dheept have endeavored to identify
sources of competitive advantage of firms in dymammarkets and have presented
mechanisms that underlie effective deployment aedeldpment of dynamic capabilities.
Intellectual antecedents to dynamic capabilitiepregch include evolutionary economics
(Nelson and Winter, 1982), resource based view h&f firm (Wernerfelt, 1984) and
organizational learning (Argyris and Schon, 1978)e former two research streams build on
pioneering work by Schumpeter (1934). Since mid 0599%a number of authors have
contributed theoretical and empirical pieces otaesh that have highlighted various aspects
of dynamic capabilities. Figure 1 presents evohutdd dynamic capabilities approach, along
with key research questions and literature pertgito relevant antecedent research streams.

Figure 1: Evolution of dynamic capabilities approac
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Given that general consensus on nature and prepesti dynamic capabilities has not yet
emerged, | will provide comprehensive overview dhe concept by contrasting and

integrating key points of most notable contribui@udressing the following issues:

» Definition of dynamic capabilities

e Sources of competitive advantage
» Effectiveness of dynamic capabilities in differenvironments
* Evolution of dynamic capabilities

Figure 2 sums logical flow of this overview.

Figure 2: Overview
of the dynamic
capabilities concept
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2000

ORGANIZATIONAL
PROCESSES discussion
e Teeceetal, 1997
* Eisenhardt and
Martin, 2000

Resource configurationis
a source of competitive
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RESOURCE
CONFIGURATIONS - discussion
e Teeceetal, 1997
» Eisenhardt and Martin,
2000

EFFECTIVENESS OF
DYNAMIC CAPABILITIES
IN DIFFERENT
ENVIRONMENTS
» Eisenhardt and Martin,

2000
v
EVOLUTION OF DYNAMIC LEARNING MECHANISMS
CAPABILITIES + Zollo and Winter, 2002

e Winter, 2003

 Teece etal., 1997

» Eisenhardt and Martin,
2000

+ Helfat and Raubitschek,
1997
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Most notable contributions to dynamic capabilitie=rature include seminal articles by Teece
et al. (1997) and Eisenhardt and Martin (2000), amdsearch note by Winter (2003). In the
next paragraphs | outline key points of these doutions on issues explicated above to
provide solid theoretical foundation for empiridavestigation of dynamic capabilities in
SMEs.

3.1 Definition of dynamic capabilities

Teece et al. (1997) have observed that winnersargtobal market place have demonstrated
timely responsiveness and rapid and flexible prodonovation, along with managerial
ability to effectively coordinate and redeploy imal and external competencies. They term
this ability to achieve new forms of competitive vadtage ‘dynamic capabilities’, to
emphasize two aspects of strategy that previoushgmit the main focus:

« Dynamic: to emphasize capacity to renew competsnmieachieve alignment with the
changing business environment

« Capabilities: to emphasize key role of strategiaagement in adapting, integrating and
reconfiguring internal and external organizatioskills, resources and competencies, to
match the requirements of the environment

They define dynamic capabilities as the “firm'sliggbito integrate, build and reconfigure
internal and external competences to address yapliinging environmentsin order to
comprehend that definition clarification of orgaatibnal competencies and core
competencies is needed. Teece et al. define om#mal competencies afirm specific
assets that are assembled in integrated clustersatae distinctive activities to be performed
and core competencies as competencies*tledine firm's fundamental businesg&xamples
of competence are miniaturization and systems iat&m, whereas imaging in the case of
Kodak and integrated data processing in the casdBMf could be considered core
competencies of the respective firms.

Eisenhardt and Martin (2000) define dynamic caji#sl as“the firm's processes that use
resources — specifically the processes to integratenfigure, gain and release resources — to
match and even create market chand®namic capabilities thus arerganizational and
strategic routines by which firms achieve new resewonfigurations as markets emerge,
collide, split, evolve and dieAccording to Eisenhardt and Martin managers depmamic
capabilities to alter resource base to generatevadwe-creating strategies.

Winter (2003) builds definition of (dynamic) caphtis on the broader concept of
organizational routine:an organizational capability is a high level roatifor collection of
routines) that, together with its implementing ibglows, confers upon an organization's
management a set of decision options for produsiggificant outputs of a particular type
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In other words, capability is a routine that enabiganagers to choose among different ways
of producing output. Routine is ‘dehavior that is learned, highly patterned, rejoeis,
founded in part in tacit knowledge

Winter distinguishes between ordinary (‘zero-lgve#ipabilities and dynamic capabilities.
While the former permit a firm tomake a living, the latter operate teextend, modify or
create ordinary capabilitiesWinter also addresses criticisms that dynami@lbgiies don't
exist by presenting hypothetical example of a firmequilibrium that exercises stationary
process of selling the same product on the same swdhe same population of customers
over time. Capabilities that support such processzaro-level. However, capabilities that
would effectuate change of that process wouldn'zé® level. Capabilities that support
geographical expansion of firms such as McDonadsa prototypical example of higher-
level capabilities, i.e. dynamic capabilities. Aparom being higher-level, these capabilities
are also highly patterned and routine. Their eristeis according to Winter concluding
evidence that dynamic capabilities exist.

3.2 Sources of competitive advantage

Although Teece et al. and Eisenhardt and Martinvide similar definitions of dynamic
capabilities, they ascribe different roles to dymaapabilities with respect to competitive
advantage. While Teece et al. contend that conneetddvantage of firms in dynamic
markets rests on distinctive organizational proegsshaped by firm's specific asset position,
in turn shaped by firm's evolution path, Eisenhaattd Martin state that resource
recombinations, rather them dynamic capabilitiesribelves, are the source of competitive
advantage. This important distinction stems froffedences in their respective treatment of
organizational processes.

In Teece et al.'s view the central strategic pnobie which difficult-to-imitate internal and
external competencies are most likely to suppddalde products and services. This problem
can be rephrased as a problem of what to inveSinte possible investment choices at any
point in time are influenced by past decisions,hetime a firm makes an investment it
actually makes a long-term, almost irreversible gomment to particular domain of
competence. Past decisions shape firm's positibighwis a specific endowment of skills,
technology assets, complementary assets, custamserdic. that a firm possesses in a given
point in time. In contrast with microeconomics, aiposits that firms have infinite range of
technologies to choose from and markets to occapgl|utionary economics (Nelson and
Winter, 1982) recognizes that at any point in tifitens are limited in their investment
alternatives. This is so because learning tendie tlocal, i.e. opportunities to learn are close
to previous activities. Therefore, firm's historgnstrains its future behavior, implying that
investments are often more long term than is contyrtbiought.
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Dynamic capabilities are organizational procesBasduide investment decisions and as such
instrumental to strategic competitive advantagegaizational processes have three roles:
coordination/integration, learning and reconfigimat(Teece et al., 1997). Managers perform
internal and external coordination of activitiesisl important how effectively they perform
internal coordination, and it is becoming increglmimportant for competitive advantage
how they perform integration of external activitasd technologies. Garvin (1988) found that
quality performance was driven by special orgamrat routines. Additionally, Clark and
Fujimoto (1991) found that differences in coordingtroutines and capabilities seemed to
have significant impact on performance. Furthermtirey found significant, persisting firm-
level differences.

Given that organization processes are coherent @rtfemselves and constitute relatively
complex systems of activities, they are hard toyc&ince in the resource-based view, limited
imitability is a necessary (but not sufficient) diion for sustainability of competitive
advantage, organizational processes qualify asi@s@f competitive advantage. Learning is
potentially even more important process than iraign, as it enables tasks to be performed
better and quicker. The capacity of a firm to rdigure and transform itself, a learned
organizational skill, is also valuable, especiailyapidly changing markets.

On the other hand, Eisenhardt and Martin see dynaapabilities as consisting of specific
routines that form identifiable and well-researchpedcesses such as product development,
strategic decision making and alliancing. In theéw dynamic capabilities are organizational
processes employed to alter resource configuratwdrfgm. In contrast with Teece et al.'s
view that organizational processes themselves sch gdource of competitive advantage,
Eisenhardt and Martin ascribe this role to resowecenfigurations, therefore organizational
processes function as means to generate competdixantage.

Another important distinction between Eisenhardt dartin's and Teece et al.'s view is that
the former see organizational processes as exighsignificant commonalities across firms,
whereas the latter argue that organizational pssseare idiosyncratic to individual firms.
Teece et al. see organizational processes asdiistiramong firms. They apply resource-
based view lens that sees resources as idiosyncaatl consequentially a source of
competitive advantage, to organizational processss.the other hand, Eisenhardt and
Martin's view implies that there is such thing lasst practice'. That implication strengthens
their view that organizational processes themsehess not be a source of competitive
advantage, as a number of firms can develop orgaoial processes that, although different
in details, produce the same outcomes. For instacm@mon feature across knowledge
creation processes is explicit linkage betweenfdleal firm and knowledge sources outside
the firm (particularly in high-tech firms). Whiléhése linkages are necessary for effective
knowledge creation, they can take varied formsuiticly formal alliances and informal
personal relationships.
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Eisenhardt and Martin go further to strengthenrtlasisertion by providing taxonomy of
organizational processes that constitute dynanpalmlities. They group these processes in
four categories, which include processes that:

* Integrate resources

* Reconfigure resources
« Gain resources

* Release resources

Dynamic capabilities that integrate resources ielyproduct development routines and
strategic decision making. Toyota has used itsrsupperoduct development skills to achieve
competitive advantage in the automotive indusimthle strategic decision making, managers
integrate their business, functional and persoxpérise to make choices that shape strategic
direction of firms. Eisenhardt and Martin quote mypdes of dynamic capabilities that
reconfigure resources. They include transfer pseegused by managers to replicate, transfer
and recombine resources in the firm), coevolvirmn(ecting webs of collaborations among
various parts of the firm) and patching (strategiocesses that re-align match up of
businesses to changing market conditions and apputés). Dell is well known for patching,
as it constantly segments businesses to matclnghifistomer demand. Dynamic capabilities
that gain resources include knowledge creation gg®es (crucial in industries such as
pharmaceuticals, where cutting edge knowledgessrdgl for performance) and alliance and
acquisition routines that bring new resources i@ firm from external sources (Hewlett
Packard has very strong alliancing process thaitipely affects its performance, while
biotechnology firms with strong alliancing processaso exhibit superior performance).
Finally, dynamic capabilities that enable firmssteed resources that are no longer needed to
support competitive position are crucial when merkendergo change.

For the sake of clarity, it is worth noting whatete et al. and Eisenhardt and Martin consider
by resources. Eisenhardt and Martin, in their swatadefinition, define resources as specific
physical (e.g. specialized equipment), human (exgertise in IT) and organizational (e.qg.
superior sales force) assets that can be usedplerment value creating strategies. Resources
include competencies that are fundamental to tmepetitive advantage of a firm, such as
supply chain management for a retail firm or molacbiology for biotech firms. Teece et al.
provide more detailed treatment of resources. Témysider as resources knowledge and
complementary assets, reputational assets andorglhiassets. They classify them in the
following way:

* Technology assets: as much technology doesn't dhier market for know-how,
ownership, protection and utilization of technolmdi assets are clear differentiators
among firms

» Complementary assets: technological innovations dftan drive competitive advantage
of firms in rapidly changing markets require usee@itain related assets
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* Financial assets: in the long run cash flow isfih@ncial asset that matters

* Reputational assets: they summarize informatioruabofirm and shape responses and
attitudes of customers and competitors

» Structural assets: different structures suppoffetft types of innovation to greater or
lesser degree

* Institutional assets: regulatory systems, antitrlasts, national culture etc. affect
performance of firms, although they are not alwexyysrely specific to firms

* Market assets: product market positions are impgrtaut often fragile, therefore strategy
should be formulated on basis of more fundamergjaéets of firm performance, such as
competencies

Common to both approaches is that they consideressurces only specialized assets,
whereas those assets that can be bought and sibld market are considered as the product
factors.

3.3 Effectiveness of dynamic capabilities in diffeant environments

Teece et al. opened the discussion of strategyimardic markets in the field of strategic

management. The authors presented a need for daategtion of strategy that would be

suitable for such markets. They didn't addressaitaristics of dynamic markets in particular
detail though. Eisenhardt and Martin endeavor boirfi this research gap by discussing
effectiveness of dynamic capabilities in environtsethat differ with respect to market

dynamism. They define dynamic markets as marketravbhanges in technologies, market
participants and successful business models ooeguéntly, relatively fast and in a relatively
unpredictable fashion. They identify two broad gatées of such markets:

e Moderately dynamic markets
* High-velocity markets

In moderately dynamic markets change occurs oftemever along roughly predictable and
linear paths. Industry structures are relativeibl, meaning that the market boundaries are
clear and the players (competitors, customers, t@mgnters) are well known. In these
markets dynamic capabilities rely primarily on d¢ixig knowledge. Managers analyze
situations in the context of their existing knowdedand rules of thumb, and plan and
organize activities of the firm in a relatively eréd way. Studies by Pisano (1994) and
Fredrickson (1984) support notion that in the matldy dynamic markets more effective
decision making involves structured, analytic amedr processes. The effective processes
studied were characterized by a sequence of proldeiming steps that began with
comprehensive collection of data, followed by depetent of alternatives, extensive analysis
of those alternatives and making of choice.
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In high velocity markets, market boundaries arerrbll; successful business models are
unclear and market players are ambiguous. The Ibwedastry structure is unclear. In these
markets dynamic capabilities depend less on egisgtmowledge and more on rapid creation
of situation-specific new knowledge. Effective dgmia capabilities in such environments are
simple and often consist of a few rules that syelodundary conditions. A case in point is
Yahoo's highly successful alliancing process. Y&haoanagers rely on two simple rules
when considering entering a strategic alliance:exdusive alliance deals' and 'basic service
provided by the deal must be free'. Simple dynasafabilities are not necessarily completely
unstructured. They provide enough structure foividdals to focus their attention in an
environment characterized by rapid shifts, and aeehenough confidence in decisions in
situations in which it is easy to become overwhelrbg anxiety. Managers in high-velocity
environments rely on creating situation-specifiowfedge to compensate for lack of relevant
existing knowledge. They also rely on parallel ¢desation of multiple options, experiments
and prototyping.

Effects of market dynamism on dynamic capabilitiage the following implications:

» Sustainability of the dynamic capabilities varigwthe dynamism of the market:

o In moderately dynamic markets, dynamic capabililiesome robust, as managers
continue to gain experience with these routines mmolement processes that
become easily sustained

o In high-velocity markets dynamic capabilities beeodifficult to sustain, as there
is little structure for managers to rely on, therefdeveloped approaches become
easy to forget. Furthermore, fragile nature of dyitacapabilities in high-velocity
environments requires constant managerial energysutain activities in a
particular direction.

e Causal ambiguity of dynamic capabilities variedwitie dynamism of the market:

o In moderately dynamic markets, causal mechanisnalyredimic capabilities (what
influences dynamic capabilities and what do dynacaipabilities influence) are
ambiguous because dynamic capabilities in such etgdee complex and difficult
to observe

o In high-velocity markets dynamic capabilities arksoacausally ambiguous,
however because they are simple. The reason iprédsence of extensive details
and it's hard to discern causal mechanism from themthe words of one
executive from a high-tech industry: 'We have tlestlresearch process in the
industry, yet we don't know why"'

Implication of sustainability issue is that in moatkely dynamic markets competitive
advantage is eroded from outside the firm, whereasigh-velocity markets the threat of
eroded competitive advantage comes from insidefitne as well as from the potential
collapse of dynamic capabilities.
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3.4 Evolution of dynamic capabilities

Change is in the center of theoretical and empis@amination of dynamic capabilities.
Generally it has been assumed that dynamic capebidre deployed to effectuate change in
positions (Teece et al., 1997), resource configamat(Eisenhardt and Martin, 2000) or zero-
level/operating capabilities (Winter, 2003). Howew¥inter (2003) points out that there are
many ways to change, and that deployment of dynaapabilities is only one way to do so.
Another way to change could be through what Wingems 'ad hoc problem solving' to
denote non-routinized, rapid response to relatinelyel challenges from the environment or
other relatively unpredictable events.

Therefore, according to Winter not every changeeaction to environmental shifts will
involve dynamic capabilities. Their involvement lwillepend on balance of costs of
supporting dynamic capabilities and benefits defifrem their deployment. Costs associated
with supporting particular dynamic capability invelcosts of personnel that is dedicated to
the change activities. Firms will most likely cheds invest in dynamic capabilities when the
opportunities to exercise them are sufficientlygfrent, as otherwise they would be at a cost
disadvantage relative to rivals who rely on lesstlgaad hoc problem solving.

Teece et al. see development of positions that esl@ganizational processes as path
dependent. Path dependency implies that evolutiatymamic capabilities is sequential and

incremental. Firms build their future positions their present positions, and certain future
positions can be developed only through sequenceewéral steps. These properties of
evolution of dynamic capabilities help to explaitmwincumbents in several industries are
often 'disrupted’' (Christensen, 1997) by the netraats. Evolution of dynamic capabilities is

influenced also by the management's ability to ggectechnological opportunities and its

assessment of those opportunities. In rapidly cimgngnvironments it becomes necessary for
management to develop its perception capacitymelyi and properly address environmental
shifts.

Eisenhardt and Martin build on Teece et al.'s motbpath dependent evolution of dynamic
capabilities, however claim that the evolution i®ren accurately described in terms of
learning mechanisms. In their view it is learningamnanisms that guide the evolution of
dynamic capabilities. They mention the followingreing mechanisms:

* Repeated practice

» Caodification of experience
* Mistakes

* Small losses

» Pacing of experience
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Repeated practice is an important learning mechgnas it helps people to understand
processes better and so develop more efficientn@g@onal processes. While repeated
practice contributes to the evolution of capal@fitiby itself, the codification of that
experience into formal procedures makes that expee easier to apply and facilitates
development of dynamic capabilities. In their stuaty alliance capability, Kale, Dyer and
Singh (2002) found that concentrating alliance eigoee in a dedicated alliance function
(such as a formal body or department) was a monegal predictor of alliance success than
experience alone. Mistakes also play a role ine@ution of dynamic capabilities. One of
Yahoo's rules on entering the alliances arose froagative experience in exclusive
relationship with a major credit card firm. Thataargement reduced Yahoo's flexibility and it
had to terminate it at a great cost. The 'no ekatudeals' rule emerged from this failed
arrangement. Small losses contribute to learninghat they stimulate individuals to pay
greater attention to the processes while at theesiime they do not cause overwhelming
frustration as big losses do. Pacing of experiénit@ences evolution of dynamic capabilities
in a positive way, as the experience that comedasbmay cause managers to make hasty
generalizations whereas infrequent experience ead ko forgetting what was learned
previously.

While the three approaches to the evolution of dyinacapabilities address relevant issues,
they all fall short of explaining the details ofetmechanism. Eisenhardt and Martin’s
approach comes the closest to that when the autlerass learning mechanisms, however
they don't develop coherent framework. Zollo andhiafi (2002) address this shortcoming of
previous contributions by developing a framework leérning mechanisms that support
development of dynamic capabilities.

In their framework dynamic capabilities are shapgmd co-evolution of three learning
mechanisms:

* Experience accumulation
* Knowledge articulation
* Knowledge codification

In general, firms adopt mix of semiautomatic acclation of experience and deliberate
investments in knowledge articulation and codifmat Zollo and Winter acknowledge that in
contrast with Teece et al.'s prediction, firms gnéte, build and reconfigure internal and
external competencies also in environments othan thpidly changing ones. They propose
definition of dynamic capabilities as learned and stable pattern of collective activity
through which the organization systematically gates and modifies its operating routines in
pursuit of improved effectivenesdNote that this definition uses the term 'opeatioutines'.
Since operating routines constitute competencies, términology is in line with the one
proposed by Teece et al.
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Zollo and Winter's definition describes dynamic alaifities as stable and persistent, therefore
they are exhibited by firms that develop their @peg processes through relatively stable
process improvement activities. Zollo and Winterssify approaches to process improvement
activities as experience accumulation, knowleddgewdation and knowledge codification.
Central issue that they seek to address with thamework is what kind of mix those
activities are firms likely to pursue in differesituations.

In static environments firms are most likely toyreh experience accumulation. The reason is
that in such environments even small amount ofniegr can endow organization with
organizational routines that permit competitive atage for a period of time, making
dynamic capabilities unnecessary. Experience aclaiion by few key individuals in the
organization usually suffices in static environnserBut in the conditions of rapid change
reliance on the unchanged routines may prove daogeover time. Such conditions may
require development of routines of even higherllévan dynamic capabilities. Firms need to
deliberately invest to develop those routines #drattermed knowledge articulation routines
and knowledge codification routines by Zollo andnt®r. Knowledge articulation routines
include processes through which implicit knowledgarticulated in collective discussions,
debriefings and performance evaluation processeswi€dge codification routines are a step
beyond knowledge articulation routines and reqbigher level of cognitive effort. During
processes of knowledge codification, such as vgitha manual or guidelines, individuals
will almost certainly achieve higher level of unstanding. This outcome of codification
efforts is often underestimated in favor of monegihle outcomes such as a set of guidelines,
however it represents important contribution toekielution of dynamic capabilities.

There are differential costs in investments inadéht types of learning mechanisms. A firm

incurs the lowest costs with the experience accatiau, as individuals semi-automatically

adapt in reaction to unsatisfactory performancehkli costs are incurred with knowledge
articulation processes due to time and energy tedeto meet and discuss. Knowledge
codification processes require the highest investymes the team has not only to meet and
discuss but also actually prepare a document aola t

There are several contingencies under which delibenvestments are justifiable as they are
likely to produce higher effectiveness of proces3ésse contingencies are:

* Environmental conditions (such as the pace of teldgical development):

0 In high-tech industries there is a tradeoff betwdmmefits of cognitive
simplification arising from knowledge articulatioand codification and
opportunity costs of time when key individuals arggaged in articulation and
codification processes

o In less turbulent environments knowledge articolatand codification seem
superior to experiential knowledge building
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* Organizational features: organizations where mamagé has been successful in instilling
acceptance of change are likely to obtain highterns from learning at any given level of
investment because they tend to be more effectiggrecting behavior in exploiting new
understanding

» Task features:

o Frequency: at higher frequency, knowledge accunamat relatively more
efficient; at lower frequency, knowledge codificati becomes increasingly
effective

0 Heterogeneity: more explicit mechanisms will be enceffective than
knowledge accumulation at higher levels of taslelogieneity

o Causal ambiguity: learning investments will be mpstified in situations of
higher causal ambiguity, as cognitive efforts sHbodilelp penetrate the
ambiguity

The notion that knowledge articulation and codifima are superior when heterogeneity of
tasks is high and their frequency is low runs amytto the current codification logic. A bank,
for instance, will probably codify its branch op@was, but not experience with an
acquisition. The reason lies in belief that codtsatification are justified only by outputs,
not learning benefits of process themselves. Zallml Winter's framework makes an
important contribution to the reexamination of thigyic by highlighting that capability
building exercises in the form of knowledge artatidn and codification routines can affect
level of firm's performance due to the improved enstanding of operating routines and
dynamic capabilities. In doing so, the framewor&oahelps to build coherent picture of the
evolution of dynamic capabilities and the evolutadrsources of competitive advantage.

Zollo and Winter's framework presents a comprehlensieatment of learning mechanisms

that underlie evolution of dynamic capabilities. vitver, to be able to understand how

learning supports development of products and sesyiwe need a model that addresses
linkages between learning and development of dyoarapabilities and between dynamic

capabilities and development of products and sesvic

Such model was proposed by Helfat and Raubitsct@®7). It explains how the co-evolution
of organizational knowledge, capabilities and prdwver long time spans can result in
competitive advantage through innovations and hjekabetween sequential generations of
products. Although Helfat and Raubitschek refeprimducts, model is generic enough so that
it can be applied to services as well.

The model consists of three components:
» Systems of knowledge

e Product sequencing
» Systems of learning
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Systems of knowledge include core knowledge anegnative knowledge. Core knowledge
forms the foundation for (multiple) products andvemes, whereas integrative knowledge is
the knowledge of how to integrate different actest capabilities and products within or
across vertical chains (sets of activities thato@roduction of product or service). These
two forms of knowledge jointly form systems of kriedge, which underpin matrix of
possible product-market expansion paths. New proohimductions that follow from this
matrix are termed product sequencing. Organizatiktnawledge is accumulated through
systems of learning that consist of incrementalrnlieé@ and step function learning.
Incremental learning builds upon existing knowletgé does not significantly depart from it.
It can underpin new product generations (such asversions of Sony Discman) and also
support new configurations of activities due to #ehanced integrative knowledge. In
contrast with incremental learning step functioarfeng involves fundamental changes to
core or integrative knowledge. As such it presatitficult challenge for organizations. It
requires ongoing feedback about products, mark&dstechnologies that points to need for
new knowledge. Benchmarking provides such feedbacki can in the case of wide
disparities of product portfolio of the firm reladi to its competitors signal need for major
rethinking of integrative mechanisms.

The systems in knowledge and portfolio of produalsng with the combination of two types
of learning provide 'real options' for the firm (Bvn and Eisenhardt, 1997). Firms will
generally start from different levels of knowledged with different product portfolios, and
will evolve different configurations of activitiesapabilities and products. Evolution is path
dependent, i.e. newly developed knowledge will thected by previous level and content of
knowledge. Success with particular generation ofipcts will generate richer set of viable
real options and platforms upon which to build paedly successful future product
generations than failure. In other words, succeseds success, and superior systems of
learning, that support continued successful prodaquencing can form basis of sustainable
competitive advantage.

22



4. DYNAMIC CAPABILITIES IN THE NETWORKED ENVIRONMEN TS

In previous paragraphs | presented a view that etitnge advantage and consequently
performance of firms rests on organizational preess Scholars have yet to come to the
consensus on whether organizational processesehystilves or resource configurations that
they create constitute sources of competitive aidpm however there seems to be an
agreement that sets of particular organizationatgsses, termed dynamic capabilities, are
essential for development of competitive advantaglynamic markets.

The important question that remains though is wdrefirms in dynamic markets should
develop their competitive advantage by relying lyotan their internal resources or should
they try to access resources from the environm&inter (2003) pointed out that
development of dynamic capabilities is often a lgoshdeavor and that firms may often
resort to ad hoc problem solving. Ad hoc probletviag is usually sufficient for the firms to
'make a living', however it doesn’t enable firmg&velop and sustain competitive advantage
in dynamic markets. Furthermore, firms often hawamitéd internal managerial and
technological capacity to develop their capabditie the level needed for viable participation
in dynamic markets. Solely internal developmenkiobwledge needed to support dynamic
capabilities may result in duplication of efforts firms may end up developing knowledge
already present in their environment.

This list of potential problems associated with eéleping capabilities by relying solely on
internal resources is by no means exhaustive, hemeis presented to suggest that it may be
worthwhile for firms to consider establishment adrrhal and informal linkages with
organizations and individuals in their environmemte rationale is that although any
cooperation has several risks associated withpipr@riation of knowledge, opportunistic
behavior, lock-in in unproductive arrangements)geitis reasonable to believe that benefits
flowing from access to pool of external knowledgempetencies and resources can exceed
costs of cooperation. To assess this idea, werfestl to describe conceptual linkage between
resource based view of the firm and business n&svéiigure 3 presents logical flow of the
conceptual linkage that | am presenting in thigisac
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Gulati, Nohria and Zaheer (2000) argue that a §imetwork of formal and informal linkages
can be thought of as an inimitable valuable resoulny itself, and also a means to access
valuable inimitable resources and capabilitiesirm's environment. In that former sense
network resources are similar to notion of socagdital of individuals.

The key idea underlying notion of network resourassan inimitable resource is that the
structural pattern of a firm's relationships isqu@ and has the potential to confer competitive
advantage upon a firm. Study by Zaheer and ZalH&£7( provides an example of network
resource that is a source of competitive advantdey conceptualize firm capabilities of
alertness and responsiveness in the context ofnmafiion networks in the global currency
trading industry. Firms have been found to be kyigiért when they create and utilize wide-
ranging information networks by means of numeroeskvties, high centrality (location in
the center of network) and wide geographical scApegether with responsiveness, this
capability translates into superior performances Membership of a firm's network is nearly
always idiosyncratic as well (firms differ in set$ networks they are involved in and in
characteristics of their involvement). The existpaytner firms can both restrict and enlarge
the opportunity set of future relationships avd#gato the focal firm. For non-participants or
new entrants particular network provides no infdioraat all, which may lock them out of
new opportunities.

Scholars have also identified capability that finpessess to manage the firm's network. Kale,
Singh and Perlmutter (2000) refer to it as a firall&ance capability. Firm's alliances are
complex organizational arrangements, therefore giagathe network involves using
appropriate governance mechanisms, developing-finter knowledge sharing routines,
making appropriate relationship-specific investmseand initiating necessary changes to the
partnership as it evolves (Dyer and Singh, 1998)e Ppossession of alliance formation
capabilities can therefore be a significant resedior firms due to the managerial challenges
associated with forming and managing networks ladrates (or even one alliance).

Networks are essentially webs of dyadic allianced Bnkages, and are influenced by the
characteristics of those alliances. Converselydityalliances are influenced by networks in
which they are embedded. Hence, one needs to tdkeaccount both concepts when
addressing formation of alliances and their infeeenon competitive advantage and
performance of firms. Gulati (1998) provided thestncomprehensive review of alliances and
networks to date, and discussion in following paapfs is based on his contribution.

Gulati (1998) defines strategic alliances*asluntary arrangements between firms involving
exchange, sharing or co-development of producthntdogies and servicesHe then goes
on to address alliances from viewpoint of stratemyd performance. From strategic
standpoint, some of key aspect of behaviors coaldrxerstood by looking at the sequence
of events in alliances: it includes the decisioemter an alliance, the choice of an appropriate
partner, the choice of structure for the allianod &he dynamic evolution of the alliance as
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the relationship develops over time. While not alllances necessarily pass through this
sequence of events, key decisions to be made aongethese events are involved in all
alliances. Following this sequence are the relexesgarch questions:

* Which firms enter alliances and whom do they chasspartners?
* What type of contracts do firms use to formalize alliance?
* How do the alliance and partners' participationexover time?

A second important issue for alliances is theirffgrenance consequences, both in terms of
performance of alliance relationship itself and gesformance of firms entering alliances.
Two research questions focus on the performanoe:iss

* What factors influence the success of alliances?
* What is the effect of alliances on the performamicrms entering them?

I'm going to briefly summarize Gulati's treatmentficst three research questions and then
focus on the last two questions.

4.1 Formation of alliances

In a review of theoretical explanations for thenfiation of joint ventures, Kogut (1988a)
identified three main groups of motivations thah ¢e applied to other types of alliances as
well:

» Desire to reduce transaction costs: resulting fesnall numbers bargaining involved in
isolated transactions

» Strategic behavior: firms try to enhance their cetitjye positioning or market power

* Quest for organizational knowledge or learningegults when one or both parties want to
acquire some critical knowledge from the other oe gartner wants to maintain its
capability while seeking another firm's knowledge

A second question associated with alliance behasiavith whom firms partner. A firm's
decision to enter into an alliance is closely liketh its choice of an appropriate partner and
may even be determined by that partner's avaitgbflitrategic perspective, one of the more
influential views on choice of partners suggestd fiims ally with those partners with whom
they share the greatest interdependence (a shuativen one firm has resources or
capabilities beneficial but not possessed by theraind vice versa).

However, an account of alliance formation that E&sionly on interdependence ignores how
firms learn about new alliance opportunities androeme fears associated with partnerships.
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Firms entering alliances namely face significant rahohazard concerns due to the
unpredictability of behavior of their partners apdtential costs of their opportunistic
behavior. To build ties that effectively addressitmeeds while minimizing the risks posed
by such concerns, organizations must be awareeoéxistence of their potential partners and
needs and requirements of these partners. Facbdungertainty about a partner, firms often
resort to their existing networks for informatidhereby lowering search costs and costs of
potential opportunism.

Embeddedness in social networks influences the rtyomty set of viable alliances firms
perceive. On the other hand, networks place a nston the extent to which potential
partners are aware of a firm and on the awarenes$iseoside of the firm of potential partners.
Further, embededness view suggests that mutuabegoradvantage is necessary, but not
sufficient condition for the formation of an alliea It is the firm's social connections that
help it identify new alliance opportunities and oke specific partners that possess desired
complementary assets or competencies.

4.2 Governance structure of alliances

While alliances may be considered a distinct forfngovernance that is different from
markets or hierarchical organizations, there i alariation in the formal structure of
alliances themselves. Prior research has distihgdismong alliance structures in terms of
the degree of hierarchical elements they embodyoatide extent to which they replicate the
control and coordination features associated wigfamzations, which are considered to be at
the high end of the spectrum. At one end of thatspm are joint ventures, in which partners
share equity and who most closely resemble orgaois whereas at the other end of the
spectrum are alliances with no equity sharing tieate little hierarchical elements built into
them.

Scholars have long viewed structure as a mechatasmanage uncertainty. Prediction was
that the greater the appropriation concerns, theerhi@rarchical the governance structure for
organizing the alliance are likely to be. Howevan important shortcoming of early
approaches was that they implicitly treated allemes discrete independent events, when in
fact firms may have a long history with each ottleough entering alliances over several
years. The approach is therefore static; its uhiar@lysis is each transaction and not the
relationship, thus it ignores possibility of proses emerging from prior interactions between
partners. Furthermore, if embeddedness in socitlanks is also considered, important
implication of enhanced trust as a governing meishamarises.
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4.3 Dynamic evolution of alliances and networks

To build upon issue of history of alliancing betwewvo firms, dynamic processes that
underlie development of individual alliances candoasidered. Such arrangements can be
transformed significantly beyond their original @gsonce they are under way. The varying
evolutionary paths can have significant consequenfm performance of alliances.
Understanding the evolution of alliances can tteeeprovide critical insights into how they
can be better managed. Scholars have devoted stisdienderstanding factors that influence
evolution of alliances and possible stages thrauigich alliances may proceed.

One of the factors studied has been the role of ithigal conditions in subsequent
development of alliances. An idea has been intredugy Gulati et al. (1994) that each
partners’ comprehension of an alliance's pay-offsimportant for understanding the
incentives to cooperate and for realizing possitdgs in which each partner may influence
alliance's outcomes. Another suggestion was tlebgportunity set of each firm outside of
alliance affects firms' behavior in alliances. Sa® have also looked at the combination of
initial conditions and adaptive processes on thienate behavior and outcomes of alliances
(Hamel et al., 1989). Evidence suggests that whit&al conditions such as the objectives of
partners, their learning processes and the natuendronmental and inter-organizational
context do influence development of alliances, ¢velution of alliances may consist of
discrete stages that occur due to the discretegeisaim the environment. While the focus of
these investigations has been dyadic level of raléa, similar behavior processes can be
present in networks. However, they remain to bdagggd. So far scholars have suggested that
clusters of firms of dense ties may pursue colecstrategies, leading to new forms of
competition among networks (Gomes-Casseres, 1994).

4.4 Performance of alliances

Performance of alliances has received less atterdice to the research obstacles, which
include measuring alliance performance and chadleng collecting rich data. As a result it

remains a relatively under-explored area. Sevdtaliess have reported high failure rate of
alliances and several practitioner oriented scediave sought to identify formula for success
of alliances (e.g. Kanter, 1989). These scholaggested following elements as enhancing
the probability of success of alliances:

* Flexibility in management of the alliance

* Building trust with partners

* Regular information exchange with partners

» Constructive management of conflict

» Continuity of personnel responsible for interfachween firms
* Management of partner expectations
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These studies have approached performance of @baby examining their termination.
While these studies have provided relevant insights termination of alliances, their
importance for understanding the performance oarades is limited for two reasons: first,
studying failure of alliances by looking at terntina fails to distinguish between intended
and untimely termination, and second, their studieplicitly consider performance as a
digital, either-or event, which is clearly not tteesse and more gradation is needed.

One of the most challenging obstacles to studyerfopmance and also one of the problems
with many studies reporting high failure rate dfasices is performance measurement itself.
Given the multiple objectives of many alliances;fmenance can be difficult to measure with
financial outcomes. In most cases such measureésal@n exist. Furthermore, performance
in dyadic relationships is often asymmetric: orrenfachieves its objectives while the other
fails to do so. Despite these measurement obsteetearchers have gone beyond the notion
that equates failure of alliance with its termipatiand tried to uncover some of the factors
associated with the success of alliances.

While there have been advances in assessing tf@mpance of alliances, few of these efforts
have considered the impact of social networks, mckv firms are placed, on the relative
performance of alliances. Once we acknowledge fmbesidedness of firms in social
networks, we can examine whether such alliancesateembedded to a greater or lesser
degree in various networks perform better or weins@ others and why.

The extent to which an alliance is embedded inadaoetwork is likely to influence its
performance for several reasons. By being embenidadchetwork partnering firms are likely
to have greater confidence and trust in each obiweh because they have more information
and because network acts as a natural deterrepipiartunistic behavior due to the effects on
reputation. There is some evidence that allianaés @embedded ties may perform better or
last longer than others. Kogut (1989) found thhamtes between firms with a prior history
of ties were less likely to terminate Levinthal a@fidhman (1988) found that there may be
attachments among firms that lead to the persistaicsuch ties. Such attachments are
conditional on social structure in which firms aesmbedded and include individual
attachments resulting from continuing relationstop#dividuals in networks, and structural
attachments arising from history of relationshipsa®en the organizations.

As firms have entered in growing number of allia)amajor firms such as GE, Microsoft,
Hewlett Packard and IBM have found themselves indneds of alliances. This has resulted
in new issues arising from managing a portfolioatifances. This opens up questions of
cooperative capabilities of firms. Evidence suggéisat there may be systematic differences
in the cooperative capabilities that firms buildagthey have more experience with alliances.
This poses question what such capabilities arehand firms might develop them. At least
some of these capabilities include identifying wdlie alliance opportunities and good
partners, using appropriate governance mechanggnsjoping inter-firm knowledge sharing
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routines, making relationship-specific investmemtsd initiating necessary changes to
partnerships (Doz, 1996; Dyer and Singh, 1998).i€2eld alliance function that some firms
developed has been associated with superior peafuren(Kale, Dyer and Singh, 2002). The
fact that the firm enters wide array of alliancaggests that it has to simultaneously manage
its portfolio and address conflicting demands fraifferent alliance partners. Furthermore, if
the firm is at the center of a network it must payticular attention to a series of strategic and
organizational issues (Lorenzoni and Baden-Full@g5).

4.5 Alliances and performance consequences for fign

Since many other activities besides alliances d¢sm iafluence the performance of firms, it
can be difficult to empirically link the alliancetavity of firms with their performance. As a
result, scholars have looked at a variety of waytest this relationship.

Several researchers have conducted event studysasabf the stock market effects on
alliance announcements (e.g. Koh and Venkatarafrt1,, Kale, Dyer and Singh, 2002). As
much as the stock market reactions predict futureames of alliances, results of these
studies provide mixed evidence of the beneficidea$ of alliances. Another approach
addresses aggregate influence of alliances onderformance by examining the relationship
between the extent to which firms are embeddedllianees and the likelihood of their
survival. Some studies report that alliances onctwliirm’s survival may depend have been
alliances with vertical suppliers and with key ingions in the environment. The results of
those studies suggest, that such ties are gendratigficial in enhancing survival chances.
This may not always be the case and numerous fatttat may alter this relationship have
been proposed (Singh and Mitchell, 1996).

4.6 Networks and SMEs

Since the focal firm population in my study is shaald medium-sized enterprises (SMES), it
iIs worth examining specifics of SMEs operating ietworked environments. Hoang and
Antoncic (2003) provided comprehensive review of twoek-based research in
entrepreneurship which they organized accordingth® three essential components of
networks:

The content of the relationships
* The governance of these relationships
The structure of pattern that emerges from thescudsing ties

I will discuss the two components more relevant foy purposes, i.e. the content of the
relationships and the structure of pattern thatrgese from the crosscutting ties. For the
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purpose of adherence to Hoang and Antoncic's telogy, by discussing entrepreneurial
activity and entrepreneurs | will also refer to SME

With respect to network content interpersonal antkriorganizational relationships are

viewed as the means through which actors gain adoes variety of resources held by other
actors. A key benefit of networks for the entreguaal process is the access they provide to
information and advice. The reliance on network$ia$ constrained to the start-up stage.
Entrepreneurs continue to rely on networks for less$ information, advice, and problem

solving, with some contacts providing multiple nesmes. Relationships can also have
reputational or signaling content. Entrepreneuaetivity takes place under uncertain and
dynamic conditions and entrepreneurs seek to rethisgerceived risk by associating with,

or gaining explicit certification from well-regardendividuals and organizations. Positive

perceptions based on a firm's network linkages maturn lead to subsequent beneficial

resource exchanges. Another relevant construatisark structure, defined as the pattern of
relationships that are engendered from the diradtiadirect ties between actors. General
proposition is that differential network positiogihas an important impact on resource flows
and consequentially on the outcomes.

More than ten years before Gulati's treatment lidrades as embedded in networks Aldrich
and Zimmer (1986) argued that the entrepreneumiseeded in a social network that plays a
critical role in the entrepreneurial process. Ipégsonal and inter-organizational linkages are
seen as the channel through which actors gain sitoes variety of resources held by other
subjects in the network. A key benefit of netwoirkshe access they provide to information
and advice. The most relevant point about entrequneymembership of networks is that they
seek reduction of risk associated with them by @asiog with well-regarded organizations
and individuals, which may in turn lead to improwactess to resources and capabilities. In
support of this, Stuart et al. (1999) found thatate biotechnology firms with prominent
strategic alliance partners were able to go pdbBter and at higher market valuation.

Research also suggests that there are growth tsenefinter-organizational linkages for
entrepreneurial firms. Stearns (1996) studied exgiatalliances among a sample of high-tech
firms and found that among new firms (less thereseyears old), the presence of a foreign
strategic partner was associated with higher rategrowth. Additionally, Zhao and Aram
(1995) found, in a sample of Chinese entreprendbed, the intense use of networks was
associated with high growth firms in contrast tevigrowth firms. However, Hoang and
Antoncic mention number of studies that found ulequivocal results. Presence of benefits
for SMEs that arise from alliances therefore habdaexamined further in future research to
provide more conclusive answers.

Literature suggests that there may be performaroeflts to SMEs actively participating in
alliances and networks. Out of this suggestion, quwestions arise: first, participation in what
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kind of alliances and networks is beneficial for B8] and second, what is it about
participation in alliances and networks that rajgegormance levels of SMEs.

In order to examine the first question, we needptesent some evidence on benefits a
particular type of networks confers on its memb@&uwswell et al. (1996) analyzed research
oriented SMEs in biotech industry and found tha kbcus of learning in that industry is
located in networks of firms, and that higher cality was associated with higher
performance. Their findings are important and hawe implications: that the network a firm
finds itself in does matter (as learning opportesitfor a firm depend on knowledge and
capabilities of network members), and that positignn the network matters as well. lansiti
and Levien (2004b) developed these notions furtiidéey analyzed productivity in the
software, biotech and the internet industries ft®085 to 2002. They found that cumulative
returns on invested capital were positive for tbitvgare industry, while for biotech industry
were slightly negative and for internet industrgyttwere significantly negative. Furthermore,
they observed constant gap in productivity of tbéiveare and biotech industries, whereas
internet industry experienced sharp drop in retunrinvested capital after year 1996. Afuah
(2000) pointed out that firm's performance can ritate if technological change renders
capabilities of its coopetitors (suppliers, compéenors, partners and customers) obsolete.
Therefore it is important that a firm tries to itinh and enter networks whose members
developed capabilities to withstand technological ather environmental shifts.

It seems reasonable to believe that many netwarksisting solely of SMEs are likely not to
meet those criteria. Again we can invoke Wintergument that firms, including SMEs,
often have a tendency to resort to ad hoc probleming, which in time results in
inadequately developed dynamic capabilities. Adddily, by partnering with SMEs similar
to them firms might fall under ‘strong ties are Wwe@s’ situation. The rationale is that actors
that have strong ties among themselves are likepossess similar levels of capabilities and
resources (including network resources). Theretioeg don't enhance each other's sources of
competitive advantage and that makes strong tiek weterms of value.

Preceding discussion suggests that it may be vi@uab firms to try to enter networks,
whose members include major firms, who tend to @essuperior resources and capabilities.
Three common objections to such intention mightHhae first, major firms are not interested
in building business ties with SMEs who can nongrany significant contribution to the
table, second, that major firms would dominate soetworks at the expense of SMESs'
performance, and third, that superior resourcescapdbilities of major firms would not be of
much use to SMEs. | will argue that these scenaiesot necessary in all situations and that
there is potential to improve SMES' performance dayticipating in business networks
characterized by presence of major firms.

It has been argued throughout this section thatsfioperate in networked environment. To
help answer the questions posed above, we needitongore insight into how is such
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networked environment structured and how it funwdioln their innovative and persuasive

treatment of modern business environment, lanai bevien (2004a, 2004b) suggest that
business networks are analogous to biological etesys in that they both include loosely

connected participants, who to a greater or lesstent share a common fate (vivid example
of common fate was the joint downfall of hundredlsglotcom companies after the implosion

of the internet bubble). What is more striking tgbus that both business networks and
ecosystems tend to be asymmetrically distributee, that some actors tend to have
significantly more ties than other actors. Thederamlay the role of the hub, and lansiti and
Levien demonstrate that activities of hubs haveiB@ant impact on health of the ecosystem
or business network as a whole. They classify beha? firms that occupy hubs in business

networks (lansiti and Levien term them as busiresssystems) as keystone, landlord and
dominator behavior.

Firms that act as keystones improve health of thelevecosystem by providing stable and
predictable set of common assets that other firsgsta develop their own offerings. lansiti
and Levien suggest that ecosystem's health casdessed on three dimensions:

* Productivity
* Robustness
* Niche creation

Keystone players increase productivity of the estemy by simplifying complex task of
connecting network participants to one another ffigriog common platforms (typical
examples are Microsoft's operating systems ands tant Wal-Marts procurement system).
They also contribute to increased robustness oktosystem by consistently incorporating
technological innovations in platforms and provglireliable points of reference for other
participants. Finally, keystone players encouraighencreation by offering their innovative
technologies to a variety of firms and organizatiodeystone players employ strategies of
creating and sharing value with other ecosystem lbeesnnot out of altruism but because it is
good business. The reason is that platforms aneedfdctive if they are widely used, due to
the economic phenomena of network externalitieslacktin effect. Network externalities is
the term to describe a property of a certain prgdervice or technology of becoming more
valuable as more people start to use it. Lock-iieotfoccurs when scale of users and
complementors of particular technology exceedsicatit mass and switching costs
significantly exceed switching benefits.

By applying what lansiti and Levien term landlotdagegy, hub firms try to extract as much
value from an ecosystem as possible without trymgontrol it. These firms recognize that
networks have high potential to create value, h@wethey capture too much of it for
themselves. Landlord strategy is always dangeroubs ecosystems characterized by the
presence of landlords are likely to experience rdetging health. Dominator firms employ
strategies that have elements of both keystonelantlord strategies. Goal of a dominator
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strategy is to control both creation and capturthefvalue in an ecosystem. These firms have
tendencies to vertically integrate, i.e. try to dakver their ecosystem. Like landlords
dominators have the potential to do damage to degisystems, however the dynamics can be
different. In terms of impact on productivity, ldadds drain incentives to innovate from the
ecosystem while failing to create any themselvesnibators differ in that they take it up to
themselves to deliver innovations. The productivifyan ecosystem is then determined by
dominator's internal R&D capacity. Landlords aré cancerned with development of stable
core that other ecosystem members can build onfeaedominators are. However, in time
lack of diversity in ecosystems characterized by pmesence of dominators makes those
ecosystems fragile and less resilient in the fddeahnological shifts. Landlords stifle niche
creation to an even larger extent than domina&irge they extract so much value out of
their ecosystem that they impoverish ecosystem reesnlvho can not build meaningful new
businesses and pursue new niches.

To illustrate concepts of keystone, landlord andhish@ator behavior it is worth examining
strategies of some well-known firms that occupy (mcupied) hub positions in their
respective ecosystems. Microsoft, eBay and Wal-Maave been pursuing keystone
strategies, and by doing that developed productes]ient and diverse ecosystems around
themselves. Microsoft is perhaps the most persaasise in point. It has developed operating
system and development tools that are used by riNMBon software developers, and
stimulated formation of an ecosystem consisting@D00 partner firms worldwide (lansiti,
Levien, 2004b). Since software industry is highiggimented, Microsoft carefully supports
health of each of its ecosystem's domains (systetagrators, independent software vendors,
development service companies etc.) in awarenedéghh health of the ecosystem depends
on health of each of its domains. Microsoft contriar the common belief constitutes only a
small portion of the software industry, howeverotigh its platforms contributes to a
significant proportion of value created. Anothentithat developed a platform that became
core of a large community is eBay, the online aurctprovider. Through improvement in
economic efficiency of transactions due to theghhiransparency, eBay created large value
for the ecosystem. It also stimulates niche credtipenabling trading of virtually any type of
goods. Wal-Mart also builds its own competitive aghage and competitive advantage of its
suppliers by offering them access to the procurénsgstem, which provides real-time
information on sales and inventory in Wal-Mart'sres. Such information is crucial for
superior supply chain management of Wal-Mart's ystesn and consequential unrivaled cost
efficiency.

Widely known example of landlord strategy is Enrétthough it followed similar path as
eBay and established itself as a middleman, it @ditnecapture as much value as possible for
itself. Its traders executed strategies that géee@rbpsses for participating parties without
generating any new value. In the end value gemgyatapacity of the ecosystem that formed
around Enron was so low that it eventually ledhie dlownfall of the company. An example
of classical dominator is IBM in the 1970s and 1980was a vertically integrated company
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that controlled more than 80% of value generateidsikcosystem. It relied on its extensive
internal knowledge and R&D capability. However, 1890s IBM's competitive position
significantly eroded due to the success of morendfyetel standard, i.e. personal computers
running on Intel processors and Windows operatysgesn. IBM recently made some steps
toward changing its strategy in direction of key&testrategy, one of them being partnership
with Red Hat software. That partnership made thmuixioperating system integral to IBM
strategy and IBM a keystone for the Linux community

Examples described above point out that not allbmepmpanies are created the same, and
that there are differences in their strategies wagpect to value creation and value sharing.
This assertion has important implications for siggt SMEs should pursue. As Gulati (1999)
and Dyer and Singh (1998) point out, membershipeatworks confers upon firms access to
resources and competencies of other network memBerse earlier discussion suggests that
networks most likely to offer the most opporturstitor niche creation (natural strategic
direction for SMEs) are those characterized by méjmns employing keystone strategy,
SMEs could improve their resource and competendevement and potentially raise level of
performance by joining such networks. Furthermaiece position in the network matters,
SMEs would likely benefit from network position sto the keystone firms, which could be
achieved by actively cultivating relationships witiem.

However, cultivation of such relationships is uelik to generate significant benefits for
SMEs per se. Rather exploration should be complésddny exploitation. By exploitation |
mean active integration of accessible competenofe&eystone players, which tend to
develop through internal activities of keystonenfir and activities of other members of an
ecosystem. lansiti and Levien (2004b) define piatf as “set of solutions to common
problems”. If we follow their definition we see thaore competencies of keystone firms often
involve the capacity to set standards by offeriolgitions that become building blocks of the
offerings of ecosystem's members. Keystone firm&enaatforms available as widely as
possible, as that increases their value. By aaugsiose platforms SMEs effectively
integrate keystone firms' competencies as theyeanbodied in platform solutions. The
exercise of platform integration has the poterttamprove level of SMEs' competencies as it
demands at least partial understanding of techredogmbodied in the platforms. As
platforms generally embody the latest technologatform integration exercise is in fact
also competence developing exercise. However, mgorocompetencies and integrated
platforms can fully benefit SMEs only if SMEs demeldistinctive offerings on the basis of
the platforms. Limited resource endowments allowESMo focus on a relatively narrow
niche, and key to success in niche markets isrdifteation. Process of integration of internal
competencies of SMEs, instrumental in their develept of offerings, with external
competencies that define shape of building bloagksecosystems, ultimately rests upon
dynamic capabilities of SMEs. To explore this issuenore detail | now turn to examination
of empirical literature on dynamic capabilities gain some insight into how such process
might look like
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5. EMPIRICAL STUDIES ON DYNAMIC CAPABILITIES - ARE VIEW

Certain authors have criticized dynamic capabditsproach on the grounds of tautology
(Priem and Butler, 2001). They argued that the ephases words to merely repeat what has
already been stated (‘ability to develop capabjlifyisenhardt and Martin (2000) addressed
that criticism by pointing out that there are esiga empirical streams on organizational

processes that constitute dynamic capabilitiesy Thgegorize them in four categories:

* Dynamic capabilities that integrate resources apabilities

* Dynamic capabilities aimed at creation of new reses

« Dynamic capabilities that support resource all@ratbutines
* Dynamic capabilities that support release of reseairoutines

Integrative dynamic capabilities include integratiof both internal and external resources
and capabilities. One of dynamic capabilities timablves integration primarily of internal
resources is product development. Brown and Eigenl{a997) studied how organizations
engage in continuous change in the context of plalproduct innovation. Their rationale
was that organization and strategy research hawente locked in punctuated equilibrium
view that emphasized radical change at the expehaederstanding the kind of rapid,
continuous change that is more closely represestaif common managerial experience.
Comparison of firms successful and less successfoiultiple product innovation revealed
that:

» Successful multiple product innovation blended tedi structure around responsibilities
and priorities with extensive communication andigiegreedom to create improvisation
within current projects

e Successful firms relied on wide variety of low cgsbbes into the future, including
experimental products, prototypes and strategiaralés

» Successful firms linked the present and future ttogrethrough rhythmic, time-paced
transition processes.

These practices jointly formed a dynamic capabifiy creating frequent, relentless and
effective change. Henderson and Cockburn (1994dliesiu another type of integrative
dynamic capability, R&D activities. They exploredganizational competencies in the
context of pharmaceutical research. They distirgadsbetween component and architectural
competence, and found that two of the measures ¢begtructed to measure architectural
competence (relevance of publication records a®r@ifor promotion and existence of
committees rather than a single person in chargedsearch resources allocation) were
significantly correlated with the research produtgi Small changes in the ways in which
research was managed inside the firm appeared e had major implications for its
productivity.
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Authors offered four explanations for large andsping differences in productivity of
research:

» Capabilities measured are inherently inimitables{asyns that support research routines are
so complex that they are difficult to observe amplicate)

* Agency problems: failures of market for corporatentcol may have enabled less
productive firms to continue running inefficiensearch organizations

* Measures reflect quality of scientists in the firmther than any fundamental difference
in the quality of the information flow within theganization

* Measure of innovative output proposed by authorsias capturing all the relevant
dimensions of innovative success

Henderson and Cockburn's research supports thetkigvihe ability to integrate knowledge
both across the boundaries of the firm and acrizesptines and product areas within the firm
can constitute an important source of competitidvaatage. Their approach builds on
important previous contribution by Henderson andrkC1990) on architectural innovation
and development of integrative function. They atsggest that the ability to access and
integrate knowledge across the boundaries of tme fhay confer competitive advantage
upon a firm. Dyer and Singh (1998) address thisesa detail. They present relational view
that suggests that firm's critical resources mandpm boundaries and may be embedded in
inter-firm resources and routines. According to Dged Singh, there are four potential
sources of inter-organizational competitive advgeta

» Relationship specific assets

* Knowledge sharing routines

e Complementary resources/capabilities
» Effective governance

Their contribution is interesting in that they idén certain inter-firm combinations of
resources as both idiosyncratic and indivisibleeyl present example of Visa credit card and
cite 23.000 participating banks as an example lefrale partners jointly creating indivisible
assets that help generate returns for alliancengatt In particular, Visa brand name and
distribution network can be considered idiosyncrdbyer and Singh also identify example of
inter-firm combination of resources that coevolwe@r time (Fuji and Xerox). They identify
as potentially problematic issue loss of flexipilias firms can not control and redeploy
resources on their own in such settings. Authasp st the point of describing potential for
combinations of resources and their subsequenvaloieon, leaving room for study of how
are these combinations reconfigured, in other wondsat kind of dynamic capabilities do
alliance partners develop and deploy to reconfigumebinations of resources and manage
their co-evolution.
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Cockburn et al. (2000) took some steps in thatctoe. They examined science-driven drug
discovery in the pharmaceutical industry. Reseancthat industry was prior to late 1970s
primarily conducted through a process of randomceedrom the late 1970s on, firms began
to respond to the acceleration in the growth ofliplypavailable biological knowledge by
adopting a new mode of research, science driveg discovery. Those firms adopting the
new techniques appeared to have been significarmdhg productive, and diffusion across the
industry was surprisingly slow. Authors found thadbption of new techniques was driven by
initial conditions, time-varying internal and extal conditions and convergence (firms
positioned least favorably adopted new techniquestnaggressively). Furthermore they
found that while initial conditions were criticgbroductivity depended also on managers'
sensitivity to internal and environmental cues. Trgins of competitive advantage may
therefore lie in the ability to identify and resmgbto environmental cues well in advance of
observing performance related pay-offs. Howeveith@s' contribution fails to provide
convincing explanation for how was such ability eleyped (they acknowledge that, asking
‘were the more productive firms lucky or smarthefiefore Cockburn et al.'s contribution was
beneficial in the sense that they opened stagriftirer research by indicating that how firms
organize ex ante to exploit new market opportusitieeds to be explored.

Firms need to have appropriate knowledge to peecefvopportunities in their environment

and muster internal and external resources to @éxpluse opportunities. Brusoni et al. (2001)
observed that some multi-technology firms asserkbt®vledge in excess of what they need
for what they make. They contended that firms nibésl additional knowledge to cope with

imbalances caused by uneven rates of developmdime irechnologies on which they rely and
to cope with unpredictable product-level interdegenties. By knowing more than they need
multi-technology firms can coordinate loosely cagphetworks of suppliers of equipment,
components and specialized knowledge and maintasapability for systems integration.

Networks enable multi-technology firms to benefdnh advantages of both integration and
specialization. In addition to possessing systentggration capability such firms also

develop capabilities that support establishing @glotening links with outside sources. The
latter capability could be termed alliance capapili

Kale et al. (2002) examined what factors influentiads’ ability to build alliance capability
and enjoy greater alliance success, where firml lali@ance success was measured in two
ways: a) abnormal stock market gains followingaaitie announcements and b) managerial
assessments of long term alliance performance.y Thend that greater alliance experience
and creation of dedicated alliance function (a bedtablished to strategically coordinate
alliance activity and capture/disseminate allianekated knowledge) were associated with
greater alliance success. Authors also found pesdorrelation between stock market-based
measures of alliance success and alliance sucassuned through managerial assessments.
The most relevant finding, however, was that firmigestment in dedicated alliance function
was a more significant predictor of the firm's @leralliance success than its alliance
experience. Having such a function can improvediratliance capabilities so as to be able to
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identify appropriate alliance partners, screen thapore effectively, attract those alliance
partners that are stronger and more compatibleMatst firms in Kale et al.'s sample seemed
to have been aware of potential benefits of devetog of alliance capability, as they
performed activities for knowledge capture and ficafion. However, creating such a
function entails risk in that it requires a sigoént investment in human and other resources
that pays off only if firms are large enough oreznhto enough alliances to justify and cover
the costs.

Research and development (R&D) is a typical dynaragability in the sense that it creates
resources (new knowledge, technologies etc.) thatfanction as a source of competitive
advantage. Helfat (1997) examined dynamic R&D cHpas by investigating
complementary know-how and other assets in theegbmf changing conditions in the US
petroleum industry during the 1970s and early 19Bi@s analysis suggested that, in response
to rising oil prices, firms with larger amountsafmplementary technological knowledge and
physical assets also undertook larger amounts oD R#& coal conversion. This study
presented empirical value of complementary ressui@edynamic capabilities and represents
and extension of Teece (1997) et al.'s discusdigoraplementary assets.

Pisano (1994) used data on 23 process developmejgcpin pharmaceutical industry to
explore the broader issue of how organizationstereéaplement and replicate new routines.
Data indicated that in chemical-based pharmacdsiticaan environment characterized by
deep theoretical and practical knowledge on thegs® technology — more emphasis on
laboratory experimentation (learning-before-doing)as associated with more rapid
development. In contrast, in biotech based pharotmets — an environment in which
process technology is often characterized as beioge of an art than science — a greater
emphasis on laboratory experimentation did not seeishorten process development lead
times. Pisano concluded that different approacheslearning and creation of new
resources/routines are required in different emwirents. Also, different resources may be
critical to competitive advantage in different eviments. In environments characterized by
rich scientific knowledge bases, resources supmprtresearch may be critical; in
environments where technology is more art thannseieresources that support learning-by-
doing capabilities are likely to be valuable.

Resource allocation routines (Burgelman, 1994) teaualsfer processes including routines for
replication and brokering (Hansen, 1999; Hargadod &utton, 1997) are examples of
dynamic capabilities that focus on reconfiguratidn. multi-business firms, corporate
divisions might be envisaged as combinations ofabdgies and product-market areas of
responsibility that may be recombined in variousysvaGalunic and Eisenhardt (2001)
suggested organizing recombinative processes inti-budiness firms in dynamic
communities, organizational forms consisting ofedse and quasi independent divisions that
share identity and values and are guided by sasialell as economic rules. Finally, Sull
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(1999) suggested that there are dynamic capabititiat release resources: giving up resource
combinations that no longer provide competitiveadage is a crucial ability for a firm.

Some dynamic capabilities may also be combinatidregher dynamic capabilities. Dynamic
capabilities presented by Brown and Eisenhardt {19%e a case in point. Another example
has been provided by McGrath et al. (1996). Inrtbemprehensive treatment of innovation
capability they identified four antecedents tha aecessary precursors for a firm to capture
rents from innovation:

e Causal understanding

« Innovation team proficiency

* Emergence & mobilization of new competencies
* Creation of competitive advantage

Authors argue that before a firm may expect rerasnfan innovation, it must establish a
distinctive competitive advantage, otherwise reni$ be appropriated by rival firms. To
create competitive advantage, it has to be ablelemonstrate successful and reliable
achievement of its business objectives, which wauiggest it has created new competencies.
Such achievements will be difficult if the innowati team can not reach high level of
proficiency in task to be completed. Proficiencyllwbe hampered unless the team
comprehends the nature of the challenges facirigtéresting contribution of the authors is
that they suggest that the ability of a projectrteda converge on project objectives can be
used as a leading indicator of emerging competelaeen if objectives are altered during
course of the project, it shows that competenciifsrent from the ones already in place are
emerging, as team must accumulate some new knowledfpre it can set new objectives.
Authors point out that these findings imply thabgess counts — team processes of learning
and of developing proficiency fundamentally shape ¢conomic outcomes of an innovation
attempt.

Several authors have emphasized role of managpesieption in firms’ reactions to
environmental shifts. Managers’ mental models gy role with respect to development
and deployment of dynamic capabilities. Tripsas &adetti (2000) showed through a case
study of Polaroid that limited adaptability and bgmnent of dynamic capabilities may occur
due to the barriers in managerial cognition. Aushexamined relationship between Polaroid’s
managers’ understanding of the world and accunmratf organizational capabilities during
shift from analog to digital imaging. They foundathPolaroid had little problem overcoming
the path dependencies normally associated with lauge evolution (Teece et al., 1997). It
was able to develop leading-edge capabilitieshrmoad array of technological areas related to
digital imaging.

It was consistent with top management’s belief tt@hmercial success could only come
through major research projects. In other word$area didn’t experience major difficulties
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searching in a radically new technological trajegtand developing new technological

competencies, largely due to the consistency & phirely exploratory behavior with the

belief in the primacy of technology. Second commdméld belief was that Polaroid could not
make money on hardware, but only on consumablesréhor/blades model); that seems to
have been main source of its inertia. At the bagmmof 1990s, when the market for digital

imaging applications slowly started to emerge, @emanagers strongly discouraged R&D
efforts the were not consistent with the traditiobasiness model, despite ongoing efforts
from newly hired members of the Electronic Imagbiyision to convince them otherwise.

As the market for digital imaging was developing hagh pace, Polaroid’s competitive

position was eroding due to unwillingness on thet pd top management to deploy

accumulated dynamic capabilities in that field tevelop and market digital imaging

products. Authors presented the story of Polaroidpsoint out that to fully understand

evolution of organizational capabilities the rolé managerial cognitive representations
should not be neglected.

Previously mentioned study by Henderson and CockfiL894) was one of the first efforts to
measure importance of organizational competendiks. authors reported several obstacles
that accompanied their measurement approachese Tdietacles can also be observed in
attempts to measure dynamic capabilities. Someashbave criticized dynamic capabilities
concept on the grounds of operational limitatiokgilllamson, 1999). However, recently
researchers have made efforts to tackle problemeazfsurement difficulties by constructing
measures of dynamic capabilities. Zott (2003) evguiohow dynamic capabilities of firms
may be linked to the differential firm performaneghin an industry. Author proposed three
performance-relevant attributes of dynamic capidsli(timing, cost and learning of resource
deployment) and developed appropriate measurescl@ion of the study, based on a
computer simulation, was that the effects of timiogst and learning significantly contribute
to intra-industry differences in performance. Macied Mowery (2001) examined the role of
the R&D organization and information technology qtiges for problem solving and
learning-based improvement in innovation in semiarior manufacturing. They derived
models of the rate of improvement in manufactuyiedd and cycle time, as measures of the
quality and the speed of production, respectivékesults obtained indicated that the
allocation of human resources to problem-solvingvaies and the use of information
technology in the manufacturing facility determirngziiconductor manufacturers’ problem-
solving abilities and subsequent manufacturinggrarance.

Reflecting on definition of dynamic capabilities bgece et al. (1997), we can observe that
empirical research has put most emphasis on fiaisity to integrate, build and reconfigure
internal competencies, while there has been less treatnietynamic capabilities employed
to integrate, build and reconfiguexternal competencies. Therefore | set out to fill in this
research gap by building a model that would show fioms could go about integrating
external competencies with internal ones and atsémpe time answer the key research
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question of this study, namely what kind of strgt&MEs should adopt to systematically
develop sources of competitive advantage.

6. RELATIONSHIP CAPABILITY

Keystone players, landlords and dominators haven lmb@racterized as hubs that employ
different strategy and have disproportionately éangimber of ties with other participants in
the ecosystems. | follow this approach in definmighe players, who are small, focused
businesses, that exhibit ‘typical’ or less thanidgp number of ties/relationships with other
ecosystem participants. Typical number of tiehesmodal value of ties for participants in a
particular ecosystem. Such characterization dienjglayers is actually characterization that
applies to most SMEs, therefore | will from now refier to SMEs as niche players, to build a
coherent model of strategy for SMEs in dynamic ratwkbased on lansiti and Levien’s
taxonomy of participants in business ecosystems.

Key to success for a niche player is specializatioparticular domain of competence. By
leveraging relationships with other ecosystem padints, who possess complementary
assets, niche players can achieve specializatiole \ahthe same time assembling complex
system-level solutions often demanded by custonk@ns. NVIDIA is a textbook example of

a successful niche player. Its core competenceew®ldpment, design and marketing of
graphics processors and related software for P@skstations and digital entertainment
platforms. By focusing on its core competence aewkrdaging physical assets (Taiwan
Semiconductor Manufacturing Company’s manufacturiagjlities), as well as intellectual
assets (such as third-party design tools), NVID&sdme a highly successful niche player in
the business ecosystem of semiconductors and atéefjcircuits. The example of NVIDIA
suggests that the elements of successful nicheegyrare identification of keystones and
other niche players in the environment, establisttroéaccess to their assets (competencies),
integration of competencies and development ofiapeed offerings on the basis of these
competencies. Since strategic process then revak@asnd leveraging the relationships, |
term combination of dynamic capabilities, neededstpport such process, relationship
capability.

Figure 4 presents the concept of relationship dépallhe figure consists of three parts: the
firm (SME), its environment (consisting of keystop&ayers and niche players) and its
customers. The firm is presented as an integrggnrforming three interrelated groups of
processes: sensing and interpreting the environnmeagration of external competencies and
development of specialized offerings. Activitiesfiperforms to improve these three groups
of processes are denoted as competence buildinjowiity studies of Helfat and

Raubitschek (2000), Brown and Eisenhardt (1997) Bisenhardt (1989a), | term the firm

integrator since the activities mentioned abovelctctne considered to constitute integrating
dynamic capability. Since integrating knowledge enying dynamic capabilities can be a
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source of competitive advantage (Henderson and litwok 1994), | aim to examine what
integrating practices focal firms perform and wieeththese practices might confer
competitive advantage on these firms.

Processes employed to sense and interpret theoamant are aimed at identification of
keystone players and niche players in the firm'sirenment and identification of relevant
strategic elements associated with these two grauipglayers. Such strategic elements
include: types of products and services offereétdyystone players and niche players, markets
these types of players are in and will enter in tiear future and characteristics of the
strategic behavior of both type of players (e.ght®logy leader/ technology follower, speed
of reaction to changes in environment etc.).

Integration of external competencies is a proc@sed at enhancement of competence base
of a firm. Integration capability is often critical technology intensive industries, as keystone
players’ core competencies include setting staredafdhe industry. In that kind of situations,
niche players need to develop capability to effilieand timely integrate core competencies
of keystone players, embedded in platforms or pooducts. Third group of processes that an
integrator performs constitutes development of igieed offerings. Generally development
of offerings follows integration of new generatioof platforms or core products, as niche
players build their offerings on top of keystoneaydrs’ outputs. Typical example is
Microsoft's .NET platform, which numerous niche y#as around the world use as a basis for
their offerings. Another example is customer demiafmmation Dell and Wal-Mart provide
to their supply chain partners. Such informatioagtually a platform, basic building block of
business strategy of niche players that supply Bed Wal-Mart. Niche players gain access
to platforms or core products through interfacenpoithat keystone players establish to
stimulate adoption of their platforms. Examplesoth interface points are partner programs
or web portals that enable easy and efficient acces

Niche players have to develop specialized offeriagsthey lack economies of scale or scope
that large players enjoy. Consequently niche pRgan not compete on costs. Capability to
develop distinctive offerings therefore has to béha center of product/service development
activities to enable niche players to stay in therkat and generate positive business results.
To develop distinct offerings niche players needtdke into account activities of both
keystone players and other niche players.

Relationship with a keystone player can have varympact on market position and business
results of niche players. In Figure 4 | distinguitween niche players that are suppliers to a
keystone player (and potentially other customens) miche players that sell their offerings
only to customers other than keystone player. Baseithis distinction, | distinguish between
direct and indirect impact of keystone player osibess results of niche players. Those niche
players that supply a keystone player and othetomeys experience direct impact of
keystone player, as they depend on both strategicevenue side on the keystone player (the
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former due to the reliance on competencies of kexstplayer). Those niche players that
supply only customers other than keystone playgree&nce indirect impact, as their
revenues are not generated from business withey&tdne player, while competencies of the
keystone player remain strategically important fosuch niche players.
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7. RELATIONSHIP CAPABILITY IN PRACTICE: NICHE PLAYE RS IN
MICROSOFT'S BUSINESS ECOSYSTEM

7.1 Research questions

Research questions arise directly from dimensidnselationship capability presented in
Figure 4. lansiti and Levien (2004a) state thaheaiplayers can benefit from relationships
with keystone firms, and to do so, they need toebtgy ability to understand their
environment in terms of presence of keystone fiamd platforms. The first research question
is: Which managerial practices and processes SMidog to sense and interpret the firm’s
environment with respect to presence of keystoagans, platforms and niche players?

Second research question concerns acquisitionnesufirms employ to gain access to the
platform. When relevant platforms in the firm’s @owment are identified, managers need to
employ practices that enable the firm to acceserfate points. Therefore, the second
research question is: What managerial practicegm@oyed to gain access to the relevant
platforms?

Third research question concerns integrative psodag which external competencies,
embedded in platforms, are integrated in the firmternal processes. The purpose of the
integration of external competencies is two-foldrstf avoidance of efforts aimed at
development of particular competencies, alreadglikgavailable in the firm’s environment,
and second, acquisition of standardized, techncétigisophisticated base upon which highly
specialized, yet in essential features standardiziéerings can be developed. Integration of
platform solutions in internal organizational preses necessitates existence of certain
routines as platforms that embody keystone playeoshpetencies need to be integrated
efficiently. The reason is that firms need to ®@&nergy and resources on development of
specialized offerings. However, platform integoatalso represents opportunity for learning
as the new features of platforms need to be at peatially understood to be integrated. The
third research question is: How are external cdenmees embedded in platforms integrated
in the firm and how are objectives of efficiencydred with learning objectives?

Fourth research question relates to the developofespecialized offerings that differentiate
particular niche player from the others in the basg ecosystem (lansiti, Levien, 2004a).
Business results ultimately rest on market sucoéséferings. Market success, in turn, rests
upon firm’'s dynamic capability of development ofesplized offerings. Fourth research
question is concerned with managerial practices pnodesses employed in development
processes, i.e. how are specialized offerings,dbaselatform solutions, developed?

The fifth and final research question addressesoous of SMEs affiliation with a keystone
player. Literature suggests that there may be biwétegic and financial benefits arising from
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such affiliation, therefore the fifth research qi@sis: How does affiliation of an SME with a
keystone player affect determinants of businessultreginnovativeness, marketing
competencies, credibility), as well as businesaltéself?

Table 1: Research questions

Number Research question

1 Which managerial practices and processes SMEdognp sense and interpret the firm's
environment with respect to presence of keystoaggut, platforms and niche players?

2 What managerial practices are employed to gaiaszcto the relevant platforms?

3 How are external competencies embedded in phagfdntegrated in the firm and how gre
objectives of efficiency balanced with learningextijves?

4 How are specialized offerings, based on platfsoiutions, developed?

5 How does affiliation of an SME with a keystoneysr affect determinants of business result
(innovativeness, marketing competencies, credibjlas well as business result itself?

7.2 Methodology

Aim of my research is to uncover how could SMEddubmpetitive advantage in dynamic
markets. Phenomenon of competitive advantage hers $tedied by numerous researchers in
various fields, however some of the most detailedl aobust conceptualizations and
examinations of competitive advantage have beeriedaput by scholars in the field of
strategic management. Review of relevant literaturestrategic management revealed that
there has been little treatment of ways in whichmé could make use of external
competencies, i.e. competencies that other firmbeir environment possess, in the pursuit
of competitive advantage. As SMEs as subject oéstigation have been until recently in
domain of research streams other than strategi@agesnent (e.g. entrepreneurship), strategic
management has been rather silent on how might geaiaapractices and processes in SMEs
support integration of external competencies angldpment of specialized offerings. As a
result, dynamic capabilities in SMEs have beenematinexplored. Literature suggests that
when dealing with relatively under-explored phenomenductive theory building research
approach is appropriate. Glaser and Strauss (196)ested grounded theory building using
comparative method. This method relies on contisucomparison of collected data and
theory, and results in theoretical categories basddly on evidence. Eisenhardt (1989b)
suggested more systematic approach and developddeap for building theories from case
study research. | combined these two approach#igourse of my study, as | continually
sharpened theoretical constructs | propose withiynasquired field data, and as | organized
plan of research according to Eisenhardt’s roadmap.
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Eisenhardt proposed eight stages in building th&om case study research:

» Getting started: definition of research questiomd possibly a priori constructs
o | defined research questions after the literatavgeww and constructed a model on
the basis of perceived research gap and objeativite study
» Selecting cases: theoretical sampling
o | selected cases under the presumption that dtleiocharacteristics phenomena
of interest may be readily observable
» Crafting instruments and protocols: developmerdaif collecting methods
o | developed a set of semi-structured interview jaas that | used to obtain data
» Entering the field: overlapping data collection amdlysis
o After construction of interview questions | carriedut interviews and
simultaneously refined the model on the basis aflyacquired data
* Analyzing data: within-case analysis and cross-gastern search
o | transcribed the interviews and compiled first i@ggte information for each case
o Then | searched for cross-case patterns using itpets suggested by Miles and
Huberman (1994)
* Shaping hypotheses: iterative tabulation of ewigefor each construct, search evidence
for ‘why’ behind relationship
0 After establishing cross-case patterns | searctedxplanation for each identified
pattern
* Enfolding literature: comparison with literature
o | compared findings of my field work with prepositis by authors in the field of
dynamic capabilities (Teece et al., 1997, Eiserthardl Martin, 2000, Winter,
2003)
Reaching closure

| used theoretical sampling (cases were chosethémretical, not statistical reasons, Glaser
and Strauss, 1967) as it allows choice of caseshith the processes of interest are
observable. | studied seven small and medium-sizedmation technology (IT) companies
operating in Central and Eastern Europe. Unifyihgracteristic of these companies is that
they are all partners of Microsoft. Choice to stiigrosoft partner companies was based on
presumption that phenomena of interest might bdilseabservable, as the business model of
Microsoft is built on partnership with niche plagehat develop their offerings on the basis of
Microsoft’s platforms. In effect, in my view, Micsoft acts as a keystone player that
explicitly enables niche players to leverage compets embedded in its platforms.

As the general aim of this study is to uncover wtahstitutes competitive advantage of
SMEs in dynamic markets, | approached the seleafamche players to be included in the
sample by asking representatives of Microsoft i ¢buntry subsidiary to recommend niche
players that are 'the best in class', i.e. havepetitive advantage relative to other niche
players in their business sub-domain (e.g. smallesys integrator, large systems integrator
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etc.). To be included in the sample, firms also twaexhibit revenue growth and profitability
in the past three years. All recommended niche gofayput one passed these criteria. |
discussed the issue with Microsoft representatares they argued that that particular niche
player has indeed experienced a drop in profitgtaind revenues, however they believed that
the firm has successfully redefined its busineskragained its competitive advantage in the
current year. Therefore due to the experts' opirti@at niche player was included in the
sample.

| collected data through field work. The rationalas that in order to understand complex
phenomena embedded in intra- and inter-organizaltiprocesses, researcher needs to obtain
rich, mainly qualitative data on these processesesiablish and validate relationships among
variables, researcher needs to conduct as muchwialk as possible. | carried out field work
in two phases. In the first phase, | conducted eptd interviews with twelve executive
managers from seven niche players. In five comganieonducted separate interviews with
two individuals and in two companies | conductettriview with one person per company.
Information | obtained from two managers from onempany wasn’'t comparable to
information | obtained from other respondents. @opentially, | present findings for six
niche players. In the second phase, | asked respt;ido validate and complement
summarized and interpreted findings based on ttleeviews. That kind of research approach
ensured robustness of my findings, as well as ex@thpractical implications. | gained
additional feedback by organizing a joint meetinthwhe representatives of Microsoft in the
region and interviewees.

For the analysis of the information obtained witkerviews, | relied on approach suggested
by Miles and Huberman (1994). | transcribed therviews and coded them using list of
codes that were based on the research questiores.odding the transcripts, | used software
ATLAS/TI 5.0 to create matrices and that are presstin the findings part of this paper.
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7.3 Findings and discussion

Findings and discussion part is organized in tH®weng way: first summarized data on
external and internal environment of niche playerhe sample is presented in tables 2 and 3.
Data on external environment includes informationkeystone players that operate in niche
players’ environment, other niche players, preditty and pace of changes in the
environment and respondents’ assessment of stgiegtesses behind keystone players’ and
niche players’ decision making. Data on internali@mment includes information on sources
of revenue of niche players, proportion of invesiteean R&D, number of employees (proxy
for size), proportion of revenues generated in domestic markets, time of presence on
domestic and non-domestic markets and visionsabfenplayers.

Then practices and processes niche players emplegrise and interpret their environment
are presented. These practices and processesaredseéssment of quality and suitability of
keystone players’ platforms, foresight of directminplatform development, attitude towards
potentially adverse actions of keystone players eodsideration of keystone and niche
players’ activities in development of offerings pesses. Before presentation of three-phase
process that is employed to integrate platformstivations to adopt platforms and
competencies actually obtained through integratibplatforms are discussed. Discussion of
practices and processes employed to develop spediabfferings completes analysis of
relationship capabilities in niche players in thengple.

With respect to differentiation, two strategic ot@ions of niche players and managerial
capabilities that support them are presented. Resil niche players’ cooperation with
Microsoft are generally positive and are preserietbre final comments on relationship
capability of niche players in the sample.
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7.3.1 External and internal environment of nichegy}ers in the sample

Table 2: The external environment

External environment

Keystone players in the Niche players in the Predictability and pace of Keystone players' decision | Niche players' decision

environment (Q EXT.1)

environment (Q EXT.2)

changes in the environment
(Q EXT. 3)

making (Q EXT.4)

making (Q EXT.4)

Microsoft, Hewlett-
Packard (HP), IBM,
Cisco, Oracle
Microsoft acts as the
most important
keystone player in four
cases

In two cases HP is the
most important as a
keystone player

In one case IBM acts 4
an important keystone
player

Microsoft acts as a
textbook keystone
player, whereas HP an
IBM are more passive
when it comes to
managing partners

IT industry focal firms
operate in consists of
several systems
integrators and few
software developers
System integrators: larg
(200+ employees),
middle sized (15-50),
small (1-15)

Software developers:
mostly small (1-15) and
one large (500+)

D

General consensus:
changes in the IT
industry are fast,
unpredictable

Niche players know that
the changes are constar
and unpredictable, and
try to amortize the
unpredictability with
measures such as close
affiliation with the
keystone players
There is predictable
trend of shift in the
market from selling of
products to selling of
services

—

Keystone players in the
country and in the region
behave strategically,
according to directions
from corporate
headquarters

Microsoft country
subsidiary is the most
adaptive to local market
of major firms’
subsidiaries

Industry trends represen
border conditions for
niche players

Most niche players
operate in the way that
they make simple,
tactical decisions on the
basis of existing
knowledge, according to
the perceived
opportunities
Large niche players teng
to put more emphasis of
strategic aspects of
decisions, which
sometimes include
utilization of their size

—

Source: Own work.
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Table 4: The internal environment

Internal environment

Sources of Investments in Number of Proportion of Presence on the Presence on the Vision of the firm
revenues R&D as a employees revenues generated domestic market non-domestic (Q INT.6)
(QINT.1) percentage of (Q INT.3) in non-domestic (Q INT.5) markets

revenues (Q INT.2) markets (Q INT.4) (Q INT.5)

» Selling of e Medianvalue |+ Medianvalue |+ Medianvalue |+ Five niche e Two niche e Visions of
licenses for 10% 40 4% players players not niche players
products +  Asymmetric « 2smallniche |+ One niche established in present (apart are similar
(reselling): distribution, 4 players (up to player stands the beginning fromindividual | «  Systems
50% niche players 15 employees) out with 80% of 1990s projects) integrators: to

» Services: 50% out of five e 2 medium sized * One niche » Three niche become first or

e Inservices, invest up to niche players player players present among the first
50% systems 10% of (15-50 established in between 1-6 players in the
integration, revenues in employees) 1986 years segment (in
50% own R&D 2large niche «  One niche domestic and/o
solutions players (300+ player present regional

employees) for 15 years markets)

» Developers:
one to become
leader in
Europe in its
segment, the
other one
global leader in
its segment

Source: Own work.
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Dynamic markets are defined as markets where clangechnologies, market participants
and successful business models occur frequentlatively fast and in a relatively
unpredictable fashion (Eisenhardt, Martin, 2000spbnses of interviewees to questions on
predictability and pace of changes in the enviramnseiggest that IT industry is a dynamic
market, however according to typology by Eisenhaadtl Martin (2000) a moderately
dynamic one. Technological changes in the IT inguate fast and unpredictable, whereas
market changes are slower and more predictabikewell known who market participants are
and the overall market structure is relatively Eab

Small niche players try to outmaneuver larger omiés focus on identification and exploiting
of short-term opportunities. Several examples gibgninterviewees indicate that there is
value in simple routines, especially for the snsllglayers. Some of the simple
routines/decision rules interviewees quoted were:

» If a keystone player promotes certain product/sefgblution in the local events, we start
investing in development of knowledge on that offgr

* We don't enter crowded market segments

* We select projects that have learning potentialnetteough they may not be very
profitable

« We integrate new versions of Microsoft's platformsssoon as possible

* We hire people on the basis of their demonstradpalaility of fast learning

« We don't compete on price

Niche players in the sample on average generatedd@peir revenues with sales of hardware
and licenses for software and 50% with sales ofises. 50% of revenues generated with
services are contributed by systems integrationices and the other 50% by sales of
software solutions developed by niche players. &imiche players in the sample differ in
their strategic orientation, the proportion of newes they invest in R&D activities is
asymmetrically distributed. One niche player ingesliose of 100% of revenues in R&D,
whereas other one outsourced R&D and doesn’t invest. However, median value of
investments in R&D is 10% of revenues. Sample sstituted of 2 small niche players, 2
medium sized niche players and 2 large niche piayeith 40 employees being the median
value. Proportion of revenues generated in non-dtimmarkets is up to 15%, with one niche
player standing out with 80% of revenues. The saompany stands out also in terms of
presence in non-domestic markets, as it has bessemrthere for 15 years. Four other niche
players that are also present on non-domestic risahare been present there for 1-6 years.
All niche players but one have been establishelBB0s and are up to 15 years old. Visions
of niche players are similar and centered on aamgeone of the top positions in relevant
markets.
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7.3.2 Sensing and interpreting the environment

Relationship capability is a three dimensional tats, constituted of managerial practices
and processes that are employed in SMEs, firssetse and interpret firm’s environment,
second, to integrate external competencies embadigdatforms in the firm and third, to
develop specialized offerings based on platformutemis. | hypothesize that firms might
differ in processes and practices they apply waspect to the nature of their relationships
with the keystone players. | constructed concépgwel of attachment to the keystone player,
and observed whether any patterns in processeprantices in niche players relative to their
different levels of attachment to Microsoft could llentified. Level of attachment for a
particular niche player has been assessed accotdirrgsponses of interviewees to the
following interview questions:

* Which platforms of which keystone players do yoa as the basis of your offerings?

« Why did you decide to use particular platform? Wheg you decide to cooperate with
particular keystone player?

* What do you get out of the collaboration with partar keystone player and the use of its
technologies?

Throughout the findings, niche players in the samae ranked according to their level of
attachment to Microsoft (see Figure 2). | reasotiead classification of niche players in a
matrix will help to identify potential patterns processes that may arise from different levels
of attachment to a particular keystone player.riithe players in the sample were labeled as
Alpha, Beta, Gamma, Delta, Pi and Omega. The agreerhas been made with all
interviewees that the identity of their firms wile covered in exchange for detailed
information on processes and practices they em@Respondents’ individual replies are
provided in the Appendix 2.

Figure 5: Level of attachment to Microsoft

Level of Firm
attachment Alpha
High Beta
Gamma
Delta
Pi
Omega

Low
Source: Own work.

The managerial processes that niche players entplegnse and interpret their environment
are presented in Table 4. Number in parenthesesruh@ element indicates number of
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question the element refers to (see Appendix 1j.irkvidual responses, see Table 1 in the
Appendix 2.

Table 4: Practices and processes employed to sedsiaterpret the environment

Element of sensing Findings
and interpreting the
environment

Assessment of the | « Companies that are more attached to Microsoft pas lemphasis o

=)

quality and suitability employing processes for assessment
of the platform e The largest companies in the sample employ systeragiproach tg
(Q1.6) assessment
Foreseeing the * Niche players predict development of platforms lo@ basis of keystong
development of the players’ roadmaps
platform * Niche players invest in platforms that have gaiaggropriate market
(Q1L.7) acceptance
Worries with respecttd «  Niche players are worried that some actions of faes players migh
potential adverse adversely affect their market position
effects of some « Such concern is overwhelming in the area of systg¢agration services
keystones' actions and less present in the area of solutions developme
(Q1L.3)

Taking into account | «  Niche players take into account activities of keyst players
keystone players wher
developing offerings
(Q3.2)
Taking into account | «  Niche players take into account activities of othiehe players
other niche players
when developing
offerings
(Q3.3)
Source: Own work.

On the first element, assessment of the qualitysant@bility of the platform, it can be seen
that companies that are more attached to Micrgadftess emphasis on employing processes
for assessment. Most apparent reason for thagishblief that Microsoft's platforms are very
good and no other keystone player will endangdrdtaation in the near future. These niche
players substitute strategic analysis for reliaonecompetencies of the keystone player. In
that way they save time and resources for develaprokofferings, which is in line with
lansiti and Levien’s prediction and goes to show hmportant it is for niche players that
major firms they are attached to adopt keystoraesjy. Attachment to a major firm adopting
landlord strategy could result in appropriationvafue created by the landlord, which would
put niche players in a dangerous position. As wevandown the level of attachment
spectrum, we see that two companies that are &t@sthed to Microsoft employ systematic
approach to assessment. One company establishedlfoody that assesses platforms up-
front and by doing that reduces risk that somefquiat may prove inappropriate in the latter
phases of projects. Another company goes one stgpef and in some cases develops
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platform-related knowledge that keystone players'tdbave yet. Potential explanation for
such situation might lie in the fact that these twche players are the largest companies in
the sample, therefore in contrast with smaller teoarts have resources and capabilities for
systematic approach.

Reliance on keystone players is further evidencedhe fact that niche players predict
development of platforms on the basis of keystdaggus' roadmaps. Access to roadmaps is
conditional on partner status, and niche playeestsem as a tool in developing their own
roadmaps. However, when deciding on investmentsnowledge on new platforms, niche
players tend to be conservative and invest in @iat$ that have gained appropriate market
acceptance. Up-front investments are rather rard, accur in niche players that position
themselves as companies who are on the cutting @&dgehnology (both development niche
players in the sample).

Generally, niche players are worried that someoastiof the keystone players might
adversely affect their market position and consetiaky performance. There is an

overwhelming concern for the area of system intemmaservices, as this is an area
traditionally left to partners on the side of Misoft. There is less concern in the area of
solutions development, as niche players see th#wardage in the ability to provide

customized solutions. Niche players do not havdi@kptrategies to address this trend, apart
from one niche player, who is trying to strengtltsrposition in the region by offering higher

value for money by offering customized solutiond ascompanying consulting services.

Understanding of actions of keystone players ah@rohiche players and considering those
actions when making decisions are important elemenit environment-sensing and

interpreting capability (lansiti, Levien, 2004a)icNe players in our sample unequivocally
take into the account activities of keystone playamd niche players. This takes place, with
respect to keystone players, in the form of minnigkdevelopment processes of keystone
players, assessment of markets and technologiestdkey players are in, as well as
assessment of importance of particular featureketgstone players and their potential

inclusion in future versions of the platform. Nicptayers see other niche players as both
potential competitors and partners, and their ds/ and presence in certain markets is
considered by respondents an important factor wiheriding on whether to enter new

markets.

7.3.3 Access to the platforms and competenciesiabth

Second and third dimension of relationship capgbére practices and processes that niche
players employ to integrate platforms in their meses and to develop specialized offerings
on the basis of these platforms. Precondition fbdegration and development processes is
gaining access to the platform. Keystone playeitdtheir business model on relatively
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straight-forward standardized access to the platfoHowever, niche players, who use
platforms as basis of their offerings, do not bfirdion become de facto strategic partners of
keystone players. Level of partnership is differamid since all companies in our sample have
status of Microsoft Certified Partner, with majgrtieing Microsoft Gold Certified partners,
they can be considered Microsoft's strategic pestme the region. This means that their
initial access to the platform also meant stad sfrategic partnership. Table 2 in Appendix 2
presents how niche players gained access to tli®rphaand started their partnership with
Microsoft. Note that in two cases, Hewlett-Pack@i&®) appears as the major partner, along
with Microsoft, and therefore information refers ¥ and points to certain differences in
interfaces and partner models of the two firms.chssion of these differences would be
beyond the scope of this thesis, and | presentrfesmation with purpose of indicating that
there are differences among business models of rnfjus with respect to access to
platforms.

It is evident that the usual way to gain accesthéoplatform was to exhibit ability to sell
large number of licenses for Microsoft products.stof niche players in the sample started
collaborating with Microsoft in mid 1990s, when|s®j of licenses was the most important
activity for Microsoft. With its model, Microsoftrabled niche players to be commercially
successful, which in turn enabled them to growcdntrast with Microsoft's commercially
oriented model, HP granted access to its platfdommpanies that were able to participate
in its development process. In terms of the acbagiof platforms, Microsoft's model was
characterized by proactive commercial and techrsc@lport of partners, whereas HP was
more reactive to initiatives by niche players.

Following from access to the platform is accessdmpetencies embedded in platforms.
Table 5 presents motivation to adopt platforms emuipetencies actually obtained. Number
in parentheses indicates interview question thdiriop refers to. Table 3 in Appendix 2

presents more details on motivations to adopt quliaus.

Table 5: Motivation to adopt platform and competes®btained

Motivation to adopt platform (Q1.2) Competencies btained (Q4.1)
» Prevailing motivation was to obtain development | « Marketing and technological
tools at low-cost competencies

Source: Own work.

Prevailing motivation to adopt Microsoft's platf@enand become its partner was to obtain
development tools at low-cost. This indicates thefore joining the Microsoft's business
ecosystem, niche players saw it as primarily teldgical company. However, competencies
actually obtained have turned out to be marketsmgvell as technological. Market impact of
Microsoft's brand lends credibility to partners,igéhin turn widens range of their potential
customers. This is especially important when nipleyers enter international markets (in
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some cases, international leads are supplied ttngrar by Microsoft, which is again
consequence of its competence of market intelligenkliche players utilize Microsoft’s
recognition in the market by positioning themsehass Microsoft's partners. Microsoft's
market recognition is the end product of its margtcompetencies, which niche players
indirectly integrate and capitalize on. Microsoftsrketing activities (events, conferences
etc.) also raise market awareness of niche players.

7.3.4 Integration of the platforms

In previous paragraphs motivation of niche playeradopt platforms has been discussed. We
now turn to actual practices and processes thdtenmayers employ to integrate those
platforms in their processes. These processestsasuthe integration of keystone players’
competencies embedded in the platforms. FigureeSgmts platform integration processes in
niche players.

Figure 6: Platform integration processes

e Technology-based

More systematic and
step-wise process in
larger niche players

Impulse > Reflection Expansion of knowledge
_ base
Two groups of stimuliz| | «  Diverse responses Niche players at both

ends of the spectrum
are more inclined to

e Customer-needs expansion of
based knowledge base

» Knowledge is expanded
through education in
keystone players’
programs, joint
workshops etc.

Source: Own worl

Three phases in platform integration processes haee identified: impulse, reflection and
expansion of knowledge base. Impulse phase is geedceby ongoing collection of
information (online, through personal contacts) global technological trends, keystone
players’ activity and local market potential of neachnologies. Impulse phase includes
stimuli that entice niche players to start delitiegaon potential integration of new platforms
in their processes. Two groups of stimuli have beleserved: technology-based stimuli and
customer needs-based stimuli. Technology-baseduktirafer to new platforms or new
version of the platforms developed by Microsofplgil trends in certain technological areas
etc. Customer needs-based stimuli refer to perdeweexplicitly expressed customer needs,
with potential or actual customer demand following.
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Business domain is a moderating variable in theuisg phase; niche players that are
positioned as developers of software swiftly readiechnology based impulses and integrate
new technologies, whereas niche players that as@iguoed as systems integrators tend to
wait to see whether customers are interested irinffs on the basis of new technologies.
Level of attachment to a keystone player also asta moderating variable; it can be seen
from Figure 1 in Appendix 2 that niche players thaive higher level of attachment to
Microsoft are more inclined to react to technoldmsed stimuli, whereas with lowering level
of attachment niche players tend to become relgtin®re responsive to customer needs-
based stimuli.

In reflection phase, responses of niche playersraiteer diverse. Most emphasis in the
analysis is put on the assessment of local maengal of a certain new technology and its
suitability for customer needs. More systematic atep-wise process was observed in two
large niche players, who also tend to be more ta@o the new platform integration than
niche players in the middle of the level of attaemtnto Microsoft spectrum. Niche player at
the top of this spectrum is again much inclinedingonditionally integrate new Microsoft’s
platforms. That kind of pattern might be explairmdthe fact that the latter player is closely
following Microsoft on its technological developneactivities, whereas the former two
players are engaging in wider area of markets adldniblogies than companies in the middle
of the spectrum, and take on relatively lower adddl risks than those niche players if they
set out to integrate new platforms.

Identification of stimuli and analysis of informati they contain require managerial

capabilities of market intelligence and balancifiglmort term and long term perspective. The
rationale for the balancing capability is that sost integration of new technologies usually
occur immediately, while benefits start flowing stme time in the future. Too much

emphasis on short term perspective can result slemuimvestment and slow erosion of
technological parity with competitors, whereas tmach emphasis on potential future benefits
can result in over-investment in some technolotfias market can not absorb.

In the expansion of knowledge base phase the atiegr of new platforms takes place.
Precondition for those activities is that in prewsophase niche players have assessed that
potential benefits of new platform integration walkceed costs associated with it. Again,
niche players at both ends of the spectrum are mol@ed to come to such conclusion than
niche players in the middle of the spectrum. At Heart of integration is acquisition of
knowledge on features and functionalities of plaife. Integration of external competencies
in niche players in the sample occurs primarilyotlgh knowledge transfer between
Microsoft's experts and niche players’ engineergoint workshops, seminars etc. For the
three largest niche players in the sample, transfeknowledge is more direct, as they
participate in Microsoft’'s Partner Strategy Cornanultprogram. This program includes part-
time presence of an assigned Microsoft's expert niche player's site and his/her
participation in niche player's projects. Niche ydes rely on Microsoft's capabilities to
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manage mechanisms of knowledge transfer (sort tdoaucing of business processes to
Microsoft). However, there are certain challengeat trequire attention of niche players’

managers. One of such challenges is schedulingamiledge transfer in a way that it doesn’t
significantly interrupt day-to-day operations. Tamallest niche players in the sample exhibit
different pattern. They primarily rely on self-dited education and internal training in one
case and training through projects for custometkerother.

7.3.5 Development of offerings

By definition, niche players focus on single onaist couple of products or services that they
offer to the market. Keystone players generate @oigs of scale and scope that arise from
supplying platforms that embody solutions to protdecommon to the majority of firms in a
particular industry or sector. Consequentiallyheiplayers can achieve viability only if their
offerings are clearly differentiated from offerinlyg keystone players

One of potentially many ways of differentiation tisrough development of specialized
offerings that are outside the domain of solutipfeforms already embody (see Figure 7).
Specialized offerings enable niche players to tbfiiate themselves relative to the keystone
players. Differentiation relative to niche playéhnsit offer similarly specialized offerings is a
harder task. In the study it has been observed rilthte players have clear strategy of
differentiation relative to the keystone playersche players’ offerings are customized to
such extent that functionalities of these offeringge outside the domain of generic
functionalities of platforms. On the other hand;ha players stated very similar factors when
asked about ways of differentiation relative toesthiche players. Factors stated in all but
two niche players out of six were list of referepecejects, experience and speed of execution.

Figure 7: Domain of platforms and specialized offgs

Specialized
offerings
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Table 6 presents patterns we observed in developoheifferings processes

Table 6: Development of offerings processes

Development of offerings processes — findings

» Level of standardization and formalization of deyghent of offerings processes increases with the
size of the firm and level of responsiveness thnetogy based stimuli

* Relative to platform integration processes, devalept of offerings processes tend to be more
autonomous

Source: Own work.

Correlation between development of offerings preessand size and responsiveness to
technology-based stimuli has been observed. Lelvstamdardization and formalization of
development of offerings processes increases with gize of the firm and level of
responsiveness to technology-based stimuli. Theerlas according to the interviewees
necessary due to the complexity of niche playashnological environment. Another pattern
has been observed: relative to platform integnafwocesses, development of offerings
processes tend to be more autonomous, meaningnibbe players tend to conduct
development activities in relatively less colladora manner than integration of platforms.
Such situation might result from niche player'siéfethat joint development with keystone
players might result in knowledge and competentiaesfer and consequentially in the
erosion of the competitive advantage of niche pkyelowever there may be potential in
joint development based on principles of open imtiom model (Chesbrough, 2003).
Development of offerings processes are presentédbie 4 in the Appendix 2.
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7.3.6 Differentiation and sources of competitiveashtage

Analysis revealed that niche players adopt two sypk strategic orientation. | term them
technology driven and customer driven strategy, re/liassification depends on the main
driver for development of new offerings. Such diisation is partly artificial, as all niche
players in sample provide technologically relatysbphisticated offerings and professional
customer service. However, since niche playersoftien limited in human and financial
resources, they can not invest in both constanptamo of the newest technologies and
development of commercial relationships with custsn These two sets are activities that
are often in conflict, as the first requires a gatehl of internal learning and knowledge
transfer in seminars and workshops, while the sgcequires field work with customers. In
simple terms, employees of niche players can nouiee knowledge and work with
customers at the same time, and there is usuallgmaugh time to do both. Therefore niche
players need to make tradeoff between emphasisesalapment of technologically most
advanced offerings and development of less advabaecore customized solutions. Figure
8 shows that two niche players (Alpha and Omegapi@dl technology driven strategy and
invest heavily in adoption and deployment of cygftedge technologies, whereas other four
niche players (Beta, Gamma, Delta, Pi) are primarincerned with customization of their
(less technologically) advanced offerings.

Figure 9 shows how niche players support theirtesgiea orientation with resources and
capabilities. As resources of players in the ITustdy reside in skills of their employees these
resources are termed human resources. Technologgndriche players position themselves
as suppliers of offerings at the cutting edge ehit®logy. Key resources for these niche
players are capacity for fast learning and selfiadion of their employees. First resource
supports fast adoption of new technologies, wheseasnd resource ensures that employees
on their own acquire knowledge that they didn't dvdime to acquire during office hours.
Managers of such niche players deploy capabilittes support generation of ideas by
employees, as well as their education and traifksgtechnologies are often very complex,
individuals need to persevere in the process af theguisition. Managers need to instill
culture of perseverance in their firms so thatnstee, round-the-clock technology acquisition
projects get completed.

Development of productive relationships with custosnthat underpins strategic orientation
of the remaining four niche players in the samglguires rather different human resources
and capabilities. Human resources customer-driviehenplayers rely on are customer-
relationships skills, such as efficient communimati professional approach and ability to
generate trust of customers. Managers support vi@glot of these resources by careful
selection and development of right people and agveént of organizations that have long-
term purpose. By establishing good organizatiotiasate managers contribute to effective
functioning of teams. Altogether these capabilitees deployed to translate resources of
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customer driven organizations in solid customeati@hships that differentiate these niche
players from the others.

Figure 8: Differentiation of niche players

Highly attached, technology-driven Highly attachedstomer-driven
A
Alpha
Beta
Gamma
Level of Delta
attachment to -
Microsofi
Pi
Omega
Moderately attached, technology-driven Moderately attached, customer-driven
Main impulse Main impulse
for the for the
development development
of new < > of new
offerings: offerings
New Actual
technologies demand on
the side of the
customers

Source: Own work.
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Figure 9: Differentiation and the underlying capities

Technology
driven
niche
players

Customer
demand
driven
niche
players

Human resources

Capacity for fast
learning
Self-motivation
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Customer-
relationships
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(communication,
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approach,
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honesty)
Breadth and
quality of
technological of
knowledge
Experience

A4

Perceptivity of the top management for the idegs
Management of education and training
Development of the culture of perseverance

Source: Own work
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7.3.7 Results of cooperation with Microsoft

The interviewees quoted similar gains they thowgbse from cooperation of their firms with
Microsoft. The gain stated the most was credihiligspondents unequivocally concluded that
collaboration with Microsoft raised credibility itheir firms in the eyes of customers. To
capitalize on raised credibility, niche players makse of co-branding (using Microsoft’s
brand when promoting their offerings), which is esplly relevant when entering
international markets. Microsoft’'s participation major international events such as Cebit
and presentation of its partners there expandserah@ccessible markets for these partners.
In local market, Microsoft's events and other praiomal activities serve to increase market’s
awareness of niche players that Microsoft promoiésrd most cited group of gains was
technological gains. Respondents cited ongoing ni@olgical support in real time and
efficient access to the newest technologies amtist important technological gains.

The respondents were also asked to assess effect®peration on innovativeness, sales
growth and revenues. According to the responderdsperation with Microsoft has an
insignificant effect on innovativeness. They citede situation when keystone players
positively influence innovativeness of niche playemnd that is when the platform expands. In
most cases that results in integration of certairctionalities, previously provided only by
niche players’ offerings, in the platform. Whenttbacurs, niche players need to innovate and
provide offerings that have functionalities not yaded by the expanded platform. If we
consider innovativeness as a proxy for differeiratcapability, we can conclude that
dynamic capabilities that support development éfedéntiated offerings are not positively
affected by cooperation with a keystone player. Tvaspondents argued that tight
cooperation that turns into an intensive followiomiga keystone player may result in lower
innovativeness, as firms in such situations tendneglect their own differentiation
capabilities.

On average cooperation with Microsoft contribut®s58% of niche players’ revenues. 50%
of Microsoft-related revenues are generated withssaf licenses for Microsoft’s products,
and other 50% with services and solutions develapethe basis of Microsoft’s platforms. In
four cases out of six niche players allowed foroagibility that they wouldn’t exist in such
form as they do today if they haven’'t cooperatethwWlicrosoft. However, they believe they
would cooperate with some other keystone play@idrosoft didn’t exist. On the issue of
contribution of cooperation to sales growth poeslents had divergent opinions. There were
a few negative responses, especially related tordgadt's provision of sales leads and
establishment of contacts with desired clients, ang@w positive comments, mainly from
niche players less attached to Microsoft. We camclemle that cooperation with Microsoft
raises profile of niche players, however sales ¢noean only be achieved by the niche
players themselves.
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Table 7: Results of cooperation with Microsoft

Results of cooperation with Microsoft

Gains from cooperation

(Q4.1)

Effects of cooperation on
sales growth (Q4.2)

Effects of cooperation on
credibility in the eyes of
clients (Q4.2)

Effects of cooperation on
innovativeness (Q4.2)

Effects of cooperation on
revenues (Q4.3)

Gains in three areas:

- credibility
- marketing
- technology

Marketing area:

- expansion of accessible
markets

- higher market awareness
of niche players (and
associated credibility) due
to Microsoft-organized
events and co-branding
(especially important when
entering international
markets)

Technology area:

- ongoing technological
support in real time

- efficient access to the
newest technologies

- mixed responses,
divergent opinions

- a few negative responses,
especially related to
Microsoft's provision of
sales leads and
establishment of contacts
with the desired clients

- collaboration with
Microsoft raises profile of

niche player, however sales

growth can only be
achieved by the niche
player alone

- unequivocal conclusion
that collaboration with
Microsoft contributes
importantly to credibility of
niche players

- cooperation with

Microsoft has insignificant
effect on innovativeness of
niche players

- expansion of platform carn
have positive influence on
innovativeness of niche
players; they need to be
innovative to be able to
build their offerings on the
top of the platform

- intensive following of
Microsoft can lead to lower
innovativeness

I

- On average cooperation
with Microsoft contributes

to 40-50% of niche players

revenues

- in four cases out of six
niche players allow for
possibility that they
wouldn't exist in such form
as they do today if they
wouldn't cooperate with
Microsoft

- they believe they would
cooperate with some other
keystone player if they
didn't cooperate with
Microsoft

Source: Own work.
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7.3.8 Relationship capability in practice: nichegyers/Microsoft's partners

Figure 10 presents findings in the context of refethip capability framework introduced in
Figure 4. External environment of niche playersh@ sample is characterized by presence of
one keystone player (Microsoft) and another majon f(HP) that functions as the most
important keystone player to two niche playershie sample. Other niche players function as
potential partners and competitors. Sensing aredprgting of the environment is influenced
by level of attachment to Microsoft, size, capaiei and resources. Niche players in the
sample integrate marketing and technological coemmits from Microsoft. Integration takes
place in a three-phased process, consisting ofIsaphase, reflection phase and expansion
of knowledge base phase. Integration of Microsoftsnpetencies is central competence
building activity, and it occurs through trainingdaeducation in Microsoft’s programs and
through joint projects. Niche players adopt tecbggtdriven and customer-driven strategic
orientation, which influences their market positr@pn and capabilities that support
differentiation. Although development of offeringgkes place in a relatively autonomous
fashion, niche players take into account activitédoth keystone players and other niche
players. All companies in the sample are seltimgr offerings to customers other than
Microsoft therefore they experience indirect impaictooperation. Most positive gains from
cooperation is credibility and expansion of markethiereas cooperation with Microsoft
contributes on average 40-50% of niche playersemees in the form of sales of licenses for
Microsoft's products and sales of solutions devetbpon Microsoft's platforms.
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8. CONCLUSION

Markets for virtually every type of goods have bmeotruly global in the last decade.
Efficient communications, relocation of productida countries with low labor costs,
outsourcing of business processes and entreprahexgansion in China and India are just a
few factors that have significantly affected dynammi of global markets. New strong
competitors are springing all over the world atiacreasing pace, making it all the more
important that firms develop sound strategies tdregs competitive challenges. While all
markets experience increased dynamism, in the o¢dopyrintensive industries fast
technological changes compound it. In relativelghly global technology industries, market
success is increasingly being achieved on the bésibility of firms to adapt to ever shifting
markets. Such ability rests on dynamic capabiliiE8rms, i.e. organizational processes that
firms deploy to integrate, build and reconfigureemal and external competencies. Dynamic
capabilities include well known processes such raslyct development, strategic decision
making and alliancing. By deploying dynamic capéibs, managers reconfigure resources in
the pursuit of competitive advantage. In dynamickeis competitive advantage is rather
transient, making constant deployment of dynampabdities essential.

While resource based view of the firm, intellectaatecedent and the foundation of dynamic
capabilities approach, posits that valuable, rareé iaimitable resources reside within the

firm, networks-based perspective of strategy suggdethat such resources may reside also
outside the firm. This suggestion indicates thatéhmay be significant potential in research
of ways in which firms access external resource&smachanisms that support transformation
of acquired resources in sources of competitiveathge.

However, as by definition according to the resouresed view valuable resources are not
transferable, potential for research may lie innexation of transfer and integration of
competencies. The rationale is that certain pradsetvices have competencies embedded in
them. Examples of such products/services are phafp which are sets of solutions to
problems common to the majority of firms in a pautar industry. Platforms embody
competencies of the firms that supply those platforin the sense that significant
technological knowledge is needed to develop swigtiio common problems and standard
setting competencies are needed to establish plartiplatform as a building block for
offerings of majority of firms in an industry. Bytegrating standards-based, technologically
sophisticated platforms firms bypass several dgrent activities, which frees the time,
energy and resources for development of their offerings. Platform suppliers therefore
enhance productivity of several firms that usertloffierings and effectually function as the
keystone players. On the other hand, firms thatplstorms as the basis for their offerings
and develop specialized offerings act as the nitayers.
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SMEs, focal firm population of this study, geneyallct as niche players. This study presents
framework for design of strategy of niche playeFhe framework is built on the basis of
dynamics of relationships between niche players laydtone players. Framework presents
dynamic capabilities that support integration ofeemal competencies embodied in platforms
and that support development of specialized offgrion the basis of platforms. Together
these dynamic capabilities constitute relationsteypability, which underpins competitive
advantage of niche players in dynamic markets.

The thesis presents findings of the study of tHatimmship capability in a sample of six
European niche players in the IT industry. The niogiortant keystone player for these niche
players is Microsoft, from whom niche players ing marketing and technological
competencies. Niche players adopt technology-driveamd customer-driven strategic
orientation, which influences their market positi@pn and capabilities that support
differentiation. Technology-driven orientation igpported by the deployment of dynamic
capabilities that support generation of ideas bylegees, as well as their education and
training. Managers work to instill culture of perseance in technology-driven firms so that
intensive, round-the-clock technology acquisitiajpcts get completed. Customer-driven
orientation is based on customer-relationshipsisskuch as efficient communication,
professional approach and ability to generate troftcustomers. Managers support
deployment of these resources by careful sele@mhdevelopment of the right people and
development of organizations that have long-termrp@se. By establishing good
organizational climate managers contribute to éffecfunctioning of teams. Cooperation
with Microsoft raises profile and credibility ofatie players in the eyes of the customers, as
well as contributes on average 40-50% of nichegdyevenues.

The study contributes to the strategic manageniwmature as it provides new concept of
strategy. The concept of relationship capabilityp&sed on leveraging relationships and it
represents fusion of resource based view/dynanpahsbties approach with the networks-
based perspective of strategy. Study also emgdyitavestigates dynamic capabilities that
support integration of external competencies, thigeet of dynamic capabilities that so far
hasn't been extensively researched. The studyilbotes to the entrepreneurship literature by
focusing on type of firms that are at the centeewtrepreneurship research, i.e. small and
medium-sized enterprises (SMEs). As it is focused the intersection of strategic
management and entrepreneurship research, thmnelaip capability framework contributes
to the emerging field of strategic entrepreneursisipvell.

Niche players in the sample build their succes#fusiness strategies on the basis of
relationship with Microsoft, whereas Microsoft beea one of the most successful firms in
the world on the basis of understanding that caatjmer with niche players is good business.
It goes to show that in the networked global bussnenvironment winners are and will be
firms that understand strategic logic of leverage aperate with coopetititive mindset.

70



REFERENCES

1. Aldrich, H. and C. Zimmer (1986). ‘Entrepreneursthpough social networks’ in Sexton
D.L., R.W. Smiler (eds.)The Art and Science of Entrepreneursipp. 3-23.

2. Amit, R. and P.J.H. Schoemaker (1993). ‘Strategisets and organizational rent’,
Strategic Management Journdl4(1), pp. 33-58.

3. Andrews, K.R. (1971)The Concept of Corporate Stratedmwin, Homewood, IL.

4. Ansoff, H.I. (1965) Corporate StrategyMcGraw Hill, New York.

5. Argote, L. (1999).Organizational Learning: Creating, Retaining, andaimsferring
Knowledge Kluwer Academic, Boston, MA.

6. Argyris, C. and D. Schon (1978)rganizational Learning: a Theory of Action
Perspective

7. Barney, J.B. (1986). ‘Strategic factor markets: &otptions, luck and business strategy’,
Management Sciencg2(10), pp. 1231-1241.

8. Barney, J.B. (1991). ‘Firm resources and sustaic@mupetitive advantageJournal of
Managementl7(1), pp. 99-120.

9. Black, J.A. and K.B. Boal (1994). ‘Strategic resms: Traits, configurations, and paths to
sustainable competitive advantadefrategic Management Journdl5, pp. 131-148.

10.Bourgeois, L. and K. Eisenhardt (1988). ‘Stratedecision processes in high velocity
environments: Four cases in the microcomputer imgusVianagement Scienc@4(7),
pp. 816-835.

11.Brown, S. and K. Eisenhardt (1997). 'The art oftcwous change: linking complexity
theory and time-paced evolution in relentlesslyftsty organizations' Administrative
Science Quarterly42(1), pp. 1-34.

12.Brusoni, S., A. Prencipe, K. Pavitt (2001). 'Knodde specialization, organizational
coupling and the boundaries of the firm: why danBr know more than they make ?',
Administrative Science Quarterl6(4), pp. 597-621.

13.Burgelman, R.A. (1994). ‘Fading memories: a prodbsery of strategic business exit in
dynamic environmentsAdministrative Science Quarterl$9(1), pp. 24-56.

14.Chesbrough, H.W. (2003)0pen Innovation: The New Imperative for Creatingdan
Profiting from TechnologyHarvard Business School Press, Boston, MA.

15.Christensen, C (1997The Innovator’'s Dilemma: When New Technologies €dbieat
Firms to Fail Harvard Business School Press, Boston, MA.

16.Clark, D.N. (2000). ‘Implementation issues in cotempetence strategy making’,
Strategic Changed(2), pp. 115-127.

17.Clark, K., and T. Fujimoto (1991)Product development performance: strategy,
organization and performance in the world auto isglies. Harvard Business School
Press, Cambridge, MA.

18.Cockburn, 1., R. Henderson and S. Stern (2000)tdbgling the origins of competitive
advantage’Strategic Management Journ@1(10/11), pp. 1123-1145.

19.Collis, D.J. (1994). ‘Research note: How valuable arganizational capabilities?’,
Strategic Management Journdl5(Special Issue), pp. 143-152.

71



20.Conner, K.R. (1991). ‘A historical comparison ofoerce-based theory and five schools
of thought within industrial organization economi@®o we have a new theory of the
firm?’, Journal of Management7(1), pp. 121-154.

21.Cool, K. and D. Schendel (1988). ‘Performance d#fiees among strategic group
members’ Strategic Management Journ&(3), pp. 207-223.

22.Dierickx 1. and K. Cool (1989). ‘Asset stock accuation and sustainability of
competitive advantageManagement Sciencg&5(12), pp. 1504-1511.

23.Doz, Y. (1996). ‘The evolution of cooperation imagegic alliances: initial conditions or
learning processes?Strategic Management Journ@ummer Special Issue, 12, pp. 145-
164.

24.Dyer, J., and H. Singh (1998). 'The relational vie@operative strategy and sources of
interorganizational competitive advantagktademy of Management Revje28(4), pp.
660-679.

25.Eisenhardt, K.M. (1989a), ‘Making fast strategic cidons in high-velocity
environments’ Academy of Management Journd2(3), pp. 543-576.

26.Eisenhardt, K.M. (1989b), ‘Building theories fronase study researchAcademy of
Management Review4(4), pp. 543-576.

27.Eisenhardt, K.M. and J. Martin (2000). ‘Dynamic ahjities: What are they?Strategic
Management JourngR1(10/11), pp. 1105-1121.

28.Fiol, M.C. (1991). ‘Managing culture as a compeétiresource: An identity-based view
of sustainable competitive advantaghksurnal of Managemeni7, pp. 191-211.

29.Fredrickson, J.W. (1984). ‘The comprehensivenessstofitegic decision processes:
extension, observations, future directionrsGademy of Management Journal’(3), pp.
445-467.

30. Galunic, C., and K.M. Eisenhardt (2001)', Architeet innovation and modular corporate
forms',Academy of Management Journdd(6), pp. 1229-1249.

31.Garvin, D. (1988)Managing quality Free Press, New York.

32.Glaser, B., and A. Strauss (196Mhe discovery of grounded theory: Strategies of
qualitative researchWiedenfeld and Nicholson, London.

33.Gomes-Casseres, B. (1994). ‘Group versus group: hthance networks compete’,
Harvard Business Review2(4), pp. 62-74.

34.Grant, R. (1991). ‘The resource-based theory ofpmiitive advantage: Implications for
strategy formulation’California Management Review3(3), pp. 114-135.

35.Gulati, R. (1998). ‘Alliances and networksStrategic Management Journal9(4), pp.
293-317.

36.Gulati, R. (1999). ‘Network location and learnirige influence of network resources and
firm capabilities on alliance formationStrategic Management Journa&0(5), pp. 397-
420.

37.Gulati, R., T. Khanna and N. Nohria (1994). ‘Undietl commitments and the importance
of process in alliancesSloan Management Revig85(3), pp. 61-69.

38.Gulati, R., N. Nohria and A. Zaheer (2000). ‘Stgaenetworks’,Strategic Management
Journal 21(3), pp.203-215.

12



39.Hamel, G. (1991). ‘Competition for competence amderpartner learning within
international strategic alliancesStrategic Management Journdl2 (Special Issue), pp.
83-104.

40.Hamel, G. (1994). ‘The concept of core competeniceGompetence-Based Competition
G. Hamel and A. Heene (Eds.), Wiley, New York, pp-33.

41.Hamel, G., Y. Doz, Prahalad, C.K. (1989). ‘Colladterwith your competitors — and win’,
Harvard Business Review7(1), pp. 133-139.

42.Hansen, M.T. (1999). ‘The search-transfer probléine role of weak ties in sharing
knowledge across organization subunidministrative Science Quarteylyi4(1), pp.
82-111.

43.Hargadon, A. and R.I. Sutton (1997). ‘Technologgkearing and innovation in a product
development firm’ Administrative Science Quartey§2(4), pp. 716—749.

44.Helfat, C.E. (1997). ‘Know-how and asset compleragty and dynamic capability
accumulation: the case of R&[Btrategic Management Journdl8(5), pp. 339-360.

45.Helfat, C.E. and R.S. Raubitschek (2000), ‘Prodseiquencing: co-evolution of
knowledge, capabilities and productSirategic Management Journa2l1(10-11), pp.
961-979.

46.Henderson, R. and K.B. Clark (1990). ‘Architecturahovation: the reconfiguration of
existing product technologies and the failure aélelshed firms’ Administrative Science
Quarterly, 35(1), pp. 9-30.

47.Henderson, R., and I. Cockburn (1994). 'Measuromgpetence? Exploring firm effects in
pharmaceutical researcBtrategic Management Journdl5, Winter special issue, pp. 63-
84.

48.Hoang, H.and B. Antoncic (2003). ‘Network-baseceegsh in entrepreneurship: a critical
review’, Journal of Business Venturin@8, pp. 165-187.

49.Hofer, C.W. and D. Schendel (197&trategy Formulation: Analytical Concept@/est
Publishing, St. Paul, MN.

50.lansiti, M. and R. Levien (2004a). 'Strategy aslégy, Harvard Business Reviews2(3),
pp. 68

51.lansiti, M. and R. Levien (2004bJhe Keystone Advantage: What the New Dynamics of
Business Ecosystems Mean for Strategy, InnovatidnSastainability Harvard Business
School Press, Boston, MA.

52.Itami, H (1987)Mobilizing Invisible AssetdHarvard University Press, Cambridge, MA.

53.Kale, P., J.H. Dyer and H. Singh (2002). ‘Alliancapability, stock market response, and
long-term alliance success: The role of alliangecfion’, Strategic Management Journal
23(8), pp. 747-767.

54.Kale, P., H. Singh and H. Perlmutter (2000). ‘Léagnand protection of proprietary
assets in strategic alliances: building relatiocegbital.” Strategic Management Journal
21(3), pp. 217-237.

55.Kanter, R.M. (1989)When Giants Learn to Danc&ouchstone, Simon & Schuster, New
York.

73



56.Katzy, B., M. Dissel and F. Blindow (2001). ‘Dynamncapabilities for entrepreneurial
venturing: the Siemens ICE case’, IAMOT 2001 Coarfee, Lausanne, Switzerland.

57.Kogut, B. (1989). ‘The stability of joint ventureReciprocity and competitive rivalry’,
Journal of Industrial Economi¢88(2), pp. 183-198.

58.Koh, J. and N. Venkataraman (1991). ‘Joint venttmamations and stock market
reactions: an assessment in the information tedgyadector’ Academy of Management
Journal 34(4), pp. 869-892.

59.Lei, D., M.A. Hitt and R. Bettis (1996). ‘Dynamicore competences through meta-
learning and strategic contexigurnal of Managemen22(4), pp. 549-5609.

60.Leonard-Barton, D.A. (1992). ‘Core capabilities andre rigidities: A paradox in
managing new product developme@trategic Management Journdl3(8), pp. 111-125.

61.Lorenzoni, G. and C. Baden-Fuller (1995). 'Creatngirategic center to manage a web of
partners’ California Management Review7(3), pp. 146-163.

62.Mascarenhas, B., A. Bajeva and M. Jamil (1998).n&mwics of core competencies in
leading multinational companie€alifornia Management Review0(4), pp. 117-132.

63.Macher, J. and D. Mowery (2001). ‘Measuring dynarcapabilities: practices and
performance in semiconductor manufacturing’, Getmga University working paper.

64.Mahoney, J. and R. Panadian (1992). ‘The resoussedview within the conversation of
strategic managemen8grategic Management Journdl3(5), pp. 363-380.

65.Markides, C.C. and P.J. Williamson (1994). ‘Relatidersification, core competences
and corporate performanceétrategic Management Journd5(Special Issue), pp. 149-
165.

66.Marino, K.E. (1996). ‘Developing consensus on fioompetencies and capabilities’,
Academy of Management Executi¥6(3), pp. 40-51.

67.Marsden, P.V. (1981). ‘Introducing influence pras®s into a system of collective
decisions’ American Journal of Sociolog$6, pp. 1203-1235.

68.McGrath, R., T. Ming-Hone, S. Venkataraman and BkcMillan (1996). ‘Innovation,
competitive advantage and rent: a model and tdsihagement Sciencd2(3), pp. 389-
403.

69.Miles, M.B. and M. Huberrman (1994)Qualitative Data Analysis: An Expanded
SourcebookSage Publications, Thousand Oaks, CA.

70.Nelson, R.R. and S. Winter (198An Evolutionary Theory of Economic Chandde
Belknap Press, Cambridge, MA.

71.Penrose, E. (1959 he Theory of the Growth of the Firasil Blackwell, London.

72.Peteraf, M.A. (1993). ‘The cornerstones of competitadvantage: A resource-based
view’, Strategic Management Journdl4(3), pp. 179-191.

73.Pisano, G. (1994). 'Knowledge, integration, and kbheus of learning: an empirical
analysis of process developmertrategic Management Journal5(Winter special
issue), pp. 85-100.

74.Pitt, M. and K. Clarke (1999). ‘Competing on congrete: A knowledge perspective on
the management of strategic innovationéchnology Analysis & Strategic Management
11(3), pp. 301-316.

74



75.Porter, M.E. (1980)Competitive Strategyree Press, New York.

76.Powell, W.W., K.W. Koput and L. Smith-Doerr (199@nterorganizational collaboration
and the locus of innovation: networks of learnimg biotechnology’, Administrative
Science Quarterly41(1), pp. 116-135.

77.Prahalad, C.K. and G. Hamel (1990). ‘The core cdemme of the corporation’, Harvard
Business Review, 68(3), May-June, pp. 79-91.

78.Priem, R.L. and J.E. Butler (2001). ‘Is the resedpased ‘view’' a useful perspective for
strategic management researci®ademy of Management Revj&6(1), pp. 22-40.

79.Reed R. and R.J. DeFillippi (1990). ‘Causal amhiguibarriers to imitation, and
sustainable competitive advantagktademy of Management RevjéWs(1), pp. 88—102.

80.Rindova, V.P. and Kotha, S. (2001). ‘Continuous rpiong’: competing through
dynamic capabilities, form and functiorAcademy of Management Journd4(6), pp.
1263-1280.

81.Rumelt, R.P. (1984). ‘Towards a strategic theorytha firm’, in Competitive Strategic
Managemented. R.B. Lamb, Prentice-Hall, Englewood Cliffs],p. 556-570.

82.Rumelt, R.P. (1991). ‘How much does industry matieBtrategic Management Journal
12(3), pp. 167-185.

83.Sanchez, R. and A. Heene (1997). ‘Reinventing exjratmanagement: New theory and
practice for competence-based competitiduyopean Management Journdl5(3), pp.
303-317.

84.Schumpeter, J.A. (1934Theory of Economic Developmemtarvard University Press,
Cambridge, MA.

85. Schumpeter, J.A. (194y.apitalism, Socialism, and Democra¢yarper, New York.

86. Shapiro, C. (1989). 'The theory of business styat&AND Journal of Economicg0(1),
pp. 125-137.

87.Selznick, P. (1957).eadership in Administration: A Sociological Inteepation, Harper
and Row, New York.

88.Singh, K. and W. Mitchell (1996). ‘Precarious cblaation: business survival after
partners shut down or form new partnershi@rategic Management Journgsummer
Special Issue, 17, pp. 99-115.

89.Snow, C.C. and L.G. Hrebiniak (1980). ‘Strategy,stidictive competence, and
organizational performanceéAdministrative Science Quarterl25, pp. 317-335.

90. Stearns, T.M. (1996). ‘Strategic alliances andgrenince of high technology new firms’,
in Reynolds, P. et al. (EdsHrontiers of Entrepreneurship Resear@p. 268-281.

91.Stuart, T.E., H. Hoang, R. Hybels (1999). ‘Intermgational endorsements and the
performance of entrepreneurial venture&dministrative Science Quarterly4(2), pp.
315-349.

92.Sull, N. (1999). ‘Why good companies go bddarvard Business Review7(4), pp. 42—
52.

93.Teece, D.J. (1984). ‘Economic analysis and strategianagement’, California
Management RevieWg6(3), pp. 87-110.

75



94.Teece, D.J. (1986). ‘Profiting from technologicahovation’, Research Poligy15, pp.
285-305.

95.Teece, D.J. (1998). ‘Capturing value from knowledgsets: The new economy, markets
for know-how, and intangible asset€alifornia Management ReviewWO0(3), pp. 55-79.

96.Teece, D.J. and G. Pisano (1994). ‘The dynamic lubfes of firms: an introduction’,
Industrial and Corporate Chang8(3), pp. 537-556

97.Teece, D.J. and G. Pisano (1998). ‘The dynamiclghipas of firms: an introduction’, in
Dosi, G., Teece, D., Chytry, J. (Ed3.¢chnology, Innovation and Competitivengys.
193-212, Oxford University Press, Oxford.

98.Teece, D., G. Pisano and A. Shuen (1997). ‘Dynamcwpabilities and strategic
managementStrategic Management Journdl8(7), 509-533.

99.Turner, D and M. Crawford, (1994). ‘Managing cutreand future competitive
performance: The role of competence’ Jompetence-Based Competitiéh Hamel and
A. Heene (eds.), Wiley, New York.

100. Wernerfelt, B. (1984). ‘A resource-based view oé tirm’, Strategic Management
Journal 5 (2), pp. 171-180.

101. Williamson, O.E. (1999). ‘Strategy research: goasce and competence
perspectives’Strategic Management Journ&0(12), pp. 1087-1108.

102. Winter, S. G. (2003). ‘Understanding dynamic calitds’, Strategic Management
Journal 24(10), pp. 991-995.

103. Yin, R. (2003). Case Study Research: Design and Methdsage Publications,
Thousand Oaks, CA.

104. Zhao, L. and J.D. Aram (1995). ‘Networking and gtiowof young technology-
intensive ventures in Chinalpurnal of Business VenturingO, pp. 349-370.

105. Zollo, M., and S.G. Winter (1999). ‘From organizatal routines to dynamic
capabilities’, A working paper of Reginald H. Jor@snter, The Wharton School WP 99-
07.

106. Zollo, M., and S.G. Winter (2002). ‘Deliberate Iegrg and the evolution of dynamic
capabilities’,Organization Sciengel3(3), pp. 339-351.

107. Zott, C. (2003). ‘Dynamic capabilities and the egegrce of intraindustry differential
firm performance: insights from a simulation stud$trategic Management Journal
24(2), pp. 97-125.

SOURCES

1. Eurostat: The observatory of European SMEs.
[http://europa.eu.int/comm/enterprise/enterpriséicp@nalysis/observatory en.htm],
20.8.2005.

76



APPENDIX 1

The interview questions

External environment: (EXT)

N

Who are the keystone players in your environment?

Who are the niche players in your environment (wwathese companies do/offer)?

Is your business environment characterized by amtigat are fast, unpredictable, or
steady, linear, largely predictable?

Which description do you think is closer to theuattbehavior of players in your
environment:

a. they base their behavior on a few simple principlgss, that limit the scope
of decisions that managers can make; within trasné, managers have full
discretionary power to make decisions (e.g. Yaha® two rules for forming
alliances: no exclusive deals and the base sergige greetings, must be free
for the final users)

b. they base their behavior on the detailed analygithe situation at hand;
managers use their extensive tacit knowledge aadrétical knowledge to
conduct such analyses

Internal environment: (INT)

How does your company generate revenues? What pia@pof revenues is generated
by particular product/service?

Do you carry out R&D activities? If yes, what kinthat proportion of revenues do
you invest in R&D?

How many employees does your company have?

What is the proportion of revenues generated ieifior markets?

How long have you been on the market? How long hate been on international
markets?

What is the vision of the company?

1. Relationships with the keystone players

Which platforms of which keystone players do yoa as the basis of your offerings?
Why did you decide to use a particular platform?Wdid you decide to cooperate
with a particular keystone player?

Are you in any way worried, that your company awdryactivities may be adversely
affected by some action by the keystone player?tWioald (or did) you do in that
situation?



4. How did you get access to the platform? How didryway of accessing the platform
change in time?

5. Do you in any way influence the development of gteform?

6. Do you assess suitability and quality of the platfd@ What would (or did) you do, if
the platform would become weak (i.e. number angaaaf users of offerings based
on particular platform would decline)?

7. Do you try to predict how the platform is goingewolve?

2. Integration of the platform

1. When you gain access to the platform, how do ydagmate it in your processes
(which specific processes do you employ to integthé platform; how, for example,
do you educate people to learn how to integrateptaiorm; how do you work with
the supplier of the platform?)

2. Is your integrative capability unique; in other wey do you integrate platforms better
than other niche players?

3. Would your processes change if the platform cha®hgdds this already occurred?
What would you do if it did?

3. Product development

1. How do you develop new offerings on the basis @ fgiatform (what specific
processes do you employ for product development)?

2. When you develop new offerings, do you take intcoaat what the keystone players
are doing?

3. Do you take into account what other niche playeesdaing?

4. Do you try to differentiate your offerings from effngs by other players (so that your
offerings provide higher value for customers, whe\willing to pay for that value)?

5. Which capabilities of the company/people in the pany are the most important for
the ability to differentiate?

4. Outcomes of the collaboration with the keystong@ia

1. What do you get out of the collaboration with partar keystone player and use of its
technologies?

2. How does the collaboration affect your ability tonovate? How does it affect
credibility? How does it affect sales growth?

3. How does it affect the bottom line (what would thettom line look like without
collaboration with the keystone player, how manscpats lower would it be)?



APPENDIX 2

Individual responses to the interview questions

Table 1: Practices and processes employed to sedsiaterpret the environment

Element of sensing and
interpreting the environment

Niche
player

Managerial practices/processes

Assessment of the quality an
suitability of the platform

Alpha

- they pay a lot of attention to thabwever their assessment
that Microsoft's development platforms are curnettie best
in the world

Beta

- their decision are based_on experiemzedirection of
Microsoft's developmer{they follow Microsoft's direction)
- if they determine, that certain Microsoft's difen is not
right, they don't follow it

Gamma

[

- they don't invest a lot in comparison asskssment of the
platforms they follow global trendand use those platforms
that are widely adopted globally

Delta

- they don't assess quality and sustaingliifithe platform as
they don't think platform could become inapprogiat

Pi

- development committée the company assesses
developmenbf technologies (including platforms) and
recommends introduction of new technologies

- they consider assessment as a project risk negitechnique

Omega

- they asses of the area the vendor is iitsanthrket position;
when doing that they utilize information from Gastrand
customers
- they are quick to asses new platforms and tteeir peopldan
new platforms early

Foreseeing the development
the platform

Alpha

- they knowwhat Microsoft will release in the next 2-4 years

Beta

- it is more followinghan foreseeing

Gamma

- they foresee stable technology developofavlicrosoft's
platforms in the next 5 years

Delta

- they follow technologies, that are 2 toeass old(»keystone
players can not be the only source of informatevgn they
can not foresee market success of particular prage)

- with Microsoft, they have strategy consultanangementt
enables them to get information on Microsoft's fplath
development strategps well as on-going development

- with IBM, there is a different partner progranathwith
Microsoft; they obtain information from IBM lahssing web
portals and from occasional vistts labs

Omega

- they follovthe keystone players; development roadmap is
tied to the roadmap of the keystone players
- in some cases, they develop understanding ofphetforms

aheadbf keystone players

is



Alpha

- they do not worrgbout such activities, since generic
Microsoft's applications can not compete with tleeistomized
ones

- there are some worries since Microsoft is entenew areas
(Business Solutions applications)

Beta

- adverse effects are always possihiat's why close contact
with a keystone player is a must

- example of such activity is more active supportrhore
specializedmore attached to Microsoft) niche playéran
system integrators, that are by definition multtfdrm

Worries with respect to

Gamma

- keystone players threaten thietause they are moving int
system integration services

potential adverse effects of
some keystones' actions

Delta

- absolutely worrigdsince keystone players are becoming
serious competition in the area of system integnasiervices

Pi

- keystone players are moving into system irgggn services
- they are not worriedhut they are proactively preparing with
strengthening local presenard offering higher value for
moneywith customization

- they try to partner with keystone players that'tperform
system integration services by themselves

- however, Microsoft is careful about actighat might
adversely affect its partners

Omega

-_worried in the area of serviciéss a threat, since the
keystone players are moving into services

Alpha

- their development processes are basellicrosoft's
development processes

Beta

- they take into accouwhat Microsoft does since they follow
it

Gamma

- they need to take it into account

Delta

- they absolutely take it into account

Taking into account keystone
players when developing
offerings

Pi

- they assess in which markets and technol@ge&eystone
players and where will they move in the future

- they adjust to the keystone player's partner miodine area
of services

- they try to exploit keystone players' developnfentheir
own development (e.g. by collaborating on projects)

Omega

- yesthey check what keystone player and its partders
- they also check which feature is important enctingt it will
be included in the core platform
- they try to develop offerings on top of the cptatform

Taking into account other
niche players when developin

Alpha

- yes when other niche players move to other markets or
technologies, they respond by shifting people betwgrojects

offerings

Beta

- it is_necessary, as Microsoft is releasiery Wwasic producfs
that niche players build on top, that's why itéc@ssary to
take into account and learn




Gamma - they take into account the trertdsy don't try to
systematically gather information on niche playarghe
region (there is no time for that)

Delta - all the timethey also talk to other niche players

Pi - yes, by systematically analyzing the compmiiti

- in nearly saturated markets they try to offer enealue for
money than other niche players

Omega - they customizmlutions of other partners of the keystone
players

- they don't go to markets where there is alrealdy af
players, and to those markets where there areny players,
however are too strong

- they try to_partnewith other niche players

Source: Own work.

Table 2: Gaining of access to the platform

Niche Way of gaining access to the platform
player
Alpha - paymenbf 2.500 USD
- in the beginning there was good connection dwctaemic social networks
Beta - by start of sellingf Microsoft Word and Microsoft Windows
Gamma - by being a good resellexselling a lot of Microsoft products)
Delta - impulse on the side of Microsoft, througghdistributor;_cooperation an on innovative projeg
- HP: cooperation on a projettowever, the initial impulse had to come from tiehe player
Pi - the cooperation started when niche playerdranligh references, trained experts, and sold
enough Microsoft products
Omega - HP: through contact with development teavhen commercial relationship was established,

there were discussions with the EMEA-lepebple at the specific partner events
- Microsoft: contact with the local developersigyp

Source: Own work.

Table 3: Motivation to adopt platform and competes®btained

Niche Motivation to adopt platform Competences obtained
player
Alpha - complete platform (infrastructural and - locally: promotion
development) - globally: fast and effective response to
- advanced platforrin the areas they are in | technical issues
- development oriented company
- emphasis on development of the ecosystem
and consequential low-cost development
Beta - regional start from the same roots - riding on Microsoft's market influence
knowledge of integration of operating system - help with_ability to stay in business
Windows,_decision to sell software and - knowledge of partner strategy consultant
servicegnot hardware) - joint market plan
- partner joint support
Gamma - commercially motivated decision - - very quick supply of useful informaticon

opportunity for revenuby selling Microsoft's | which technologies and solutions will have the




products most market impact; that enables focus on the
- development: very good technical support | right things
platform suitable for wide spectrum of - real-time_technical support
customers

Delta - Microsoft:_good environment and partner | - credibility
supportin the sense of low-cost access to the - potential new busineshie to new leads
licensed development software supplied by Microsoft
- HP: serious keystone player, appropriate | - secondary: access to technologies,
prices for niche player's target segment, gogcdcommunication, training and education
support - help in_the early phase of operatipas a

new company, it is easier to start with a help of
established keystone player

Pi - Microsoft:_successful entry into the - Microsoft: strengthening of market position
Enterprise segmeim the last four years; and_brand imageentry into new market of
customer demanfibr Microsoft platforms, solutions knowledge and marketing channels
lower cost platform for customers access to products in the development phase,
- business opportunities, better access to information on future platform development,
technologies and knowledge of the keystone access to Microsoft's internal sources, joint
player, credibility with customers when entry into international markets, brand impact,
entering international markets, good partner| counseling, lobbying, education
model, positive attitude of regional - IBM: reputation of very good vendor of IBM
representatives platform-based solutiordue to successful
- IBM: very good platfornfor large companies deployment of Java applications; opportunity
segment; widely adopted platform, most own to sell software solutions faroviders of
solutions are developed on that platform infrastructure
- motivation was also assessment, that these
two platforms will become dominating

Omega - Microsoft: the most popular platform, the | - Microsoft: larger market, access to the

largest market sha@and consequentially
niche player becomes strongeith the
customers), good development tools

- HP: first customer, the partner they know t

newest technologies, better market impact

- HP: partnership with HP helped build the

niche player's market positipaxtensive
heustomer networkplatforms as the basis of th

best; synergies in the relationshjatforms
are suitable for customers negdpportunity
to generate revenue with servicgsnt go-to-
market strategy and joint market activities
- IBM J2E: very good technologiesarket
leading vendor

offerings
- credibility of their solutions, based on HP &

MS platforms

e

Source: Own work.



Figure 1: Platform integration processes

Impulse > Reflection » Expansion of
knowledge base
Alpha - up-front (before the
release of the platform)
- development _ 3 N education of developers
- relatively unconditional decision tq using online materials
of new :
expand knowledge base to integrate - after release 20% of
technology by ; ; o
. new Microsoft's platforms developers’ time
Microsoft h
dedicated to self-
directed education on
the platforms
Beta - recognition
that Microsoft's - training in keystone
platform players’ educational
development - plan of training in the next year programs
matches - internal hands-on
perceived trying of new platforms
customer needg
Gama - deliberation on how to acquire
knowledge on new platforms
- global trends; - judgment: whether customer will bg ) o
which platforms willing to switch to new platform - if all three criteria are
are gaining — judgment: whether keystone playgr | fulfilled, education and
market impact is serious about supporting the training in keystone
and need to be platform in the region players’ educational
integrated - judgment: whether there is critical programs
mass of people in the region
interested in developing knowledge
on the platform __
Delta - perceived - training through
needs of - assessment of which platform on the | Projects with customers
customers’ market would be most suitable for (deliberate choice of
business problem at hand projects that promise
processes learning effects)
Pi - can business solution be re-used - lectures and workshops
- developm_ent - internal “spokes_person" informs the with keystone player
of new SO|UtIOI’1’S team on propertlgs of new platform - transfer of knowledge
for customers - mternal'pllot project of partner strategy
business needs - pla_m of adoption of new platform consultant
(with schedule and milestones)
Omega - explicit
customer - training of sales
deme_ttr_ld art‘ﬁ t development of joint go-to-market peﬁc;?lﬁzlihensgigf?ers,
recoglnlt_lon,’ a plan with the keystone player - internal h%n ds-on
b ?dO_u lobrl‘S k - plan of competence build-up trying of the platform
uliding blocks - ensuring of most competent people ying P
might be re- : - knowledge transfer
. on both sides \
used with from keystone player’'s
multiple people
customers
Source: Own work.




Table 4: Development of offerings processes

Niche
player

Development of offerings processes

Alpha

1. development of ideas processe® part of the team generates ideas for sokifimnclients
the other part for their prodydtieas are generated by the clients or by in-hcossultants;
outcome;_general documehiat describes functionalities of the solutionfrct

2. planning processedevelopment of functionand_developers’ specificatigthe former: what,
when, who and how can use particular functionalftthe product; the latter: how will
functionalities be implemented in the solution/protg

3. codingof the product

4. testingand_stabilizatioprocesses

Beta

1. decision to go ahead with the developmentthe basis of experiencand _direction Of
Microsoft’s development
2. development of scenarior clients (scenario = solution for particularsiness problem, e.g.
electronic archiving of the documents)

3. development of the produ@ombination of keystone players’ offerings)

4. organization of even{along with Microsoft) to create perception in tharket
5. sales activitiegsales through consulting)

Gamma

1. estimation of cost upgrading current version of the product
2. concurrently trainingnd education in new platform along with markeesrchtakes place
3. specification of improvements/er current version and their implementation

Delta

1. assessment of needs of clients’ businegepses

2. deliberationon which products and solutions on the markah be used and integratém
produce customized solution

3. development of solutiomith constant utilization of knowledge and resasrcf keystone
players

Pi

Project management approach

Before first step: assessment of risid_potential measures

1. generation of ideand_preliminary conceif the project

2. formation of the project teaand_plan of executioof the project

3. executiorof the project /monitoringf the activities

4. search for the momemhen the project outcome is appropriate

5. in the right moment, migraticsf the project outcome in “production”

Omega

1. an offds developed on the basis_of client’'s demand
2. development of generic building blodket can be reusddr several clients
3. specification of operational goalthe project along with keystone player
4. organization of eventé which both client and keystone players paptte
5. implementatiorof the solution and after salastivities

Source: Own work.



