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This paper introduces the important role of networks of interfirm ties in examining fundamental
issues in strategy research. Prior research has primarily viewed firms as autonomous entities
striving for competitive advantage from either external industry sources or from internal
resources and capabilities. However, the networks of relationships in which firms are embedded
profoundly influence their conduct and performance. We identify five key areas of strategy
research in which there is potential for incorporating strategic networks: (1) industry structure,
(2) positioning within an industry, (3) inimitable firm resources and capabilities, (4) contracting
and coordination costs, and (5) dynamic network constraints and benefits. For each of these
issues, the paper outlines some important insights that result from considering the role of
strategic networksCopyright [0 2000 John Wiley & Sons, Ltd.

A key question in strategy research is why firm#ncluding relationships across industries and
differ in their conduct and profitability. In countries. These strategic networks are composed
answering this question, researchers have tymf interorganizational ties that are enduring, are
cally chosen to view firms as autonomous entitiesf strategic significance for the firms entering
striving for competitive advantage from eithethem, and include strategic alliances, joint ven-
external industry sources (e.g., Porter, 1980), tures, long-term buyer-supplier partnerships, and
from internal resources and capabilities (e.g., Baa host of similar ties.
ney, 1991). However, the image of atomistic Our contention in this paper is that the conduct
actors competing for profits against each other iand performance of firms can be more fully
an impersonal marketplace is increasingly inadinderstood by examining the network of relation-
equate in a world in which firms are embeddedhips in which they are embedded. By adopting
in networks of social, professional, and exchange relational, rather than an atomistic, approach,
relationships with other organizational actorsve can deepen our understanding of the sources
(Granovetter, 1985; Gulati, 1998; Galaskiewicof differences in firm conduct and profitability.
and Zaheer, 1999). Such networks encompasdmaparticular, we highlight the idea that strategic
firm’'s set of relationships, both horizontal andetworks potentially provide a firm with access to
vertical, with other organizations—be they supinformation, resources, markets, and technologies;
pliers, customers, competitors, or other entities-with advantages from learning, scale, and scope
economies; and allow firms to achieve strategic
_ objectives, such as sharing risks and outsourcing
Key words: networks, strategic networks, network/alue-chain stages and organizational functions.
resources, network strategy Networks also have a potential dark side and
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of Management, Northwestern University, Leverone Hallmay lock firms into unprOdUCt'Ve relat'onSh'ps or
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this way, a firm's network of relationships is athe firms embedded in them. In particular, strat-
source of both opportunities and constraints. Asgy research has generally not looked to place
the economic environment becomes sharply motke source of differences in interfirm profitability
competitive, the firm’s network assumes enhancex arising from the varying participation of firms
strategic importance. in strategic networks. For example, traditional

There is a growing body of research in strategmnodels of competition (e.g., Porter, 1980) have
that is coming to terms with the economic consesimply focused on strategic variables such as
guences of firms participating in strategic netscale, advertising intensity, product similarity and
works. Research on joint ventures (e.g., Harrigamterdependence along value chains to understand
1985; Kogut, 1988) was among the first in thénterfirm profitability differences. However, the
field to pay systematic attention to the trendbcation of firms in interfirm networks is another
in the formation of interfirm partnerships. Moreimportant element of competition, since compe-
recently, research on strategic blocks (Nohria ariifion is more intense among actors who occupy
Garcia Pont, 1991), strategic supplier networks similar location relative to others but is miti-
(Jarillo, 1988; Dyer and Singh, 1998), learningjated if actors are tied to each other (Garcia-Pont
in alliances (Hamel, Doz, and Prahalad, 1989&nd Nohria, 1999; Zaheer and Zaheer, 1999). This
interfirm trust (Gulati, 1995a; Zaheer and Venkaheightened competition between firms occupying
traman, 1995), and network resources (Gulasjmilar networkpositions, not merely similar mar-
1999) have examined interfirm relationships frorket positions, is missed in more traditional
a variety of theoretical perspectives, levels ddipproaches. Similarly, while the transaction cost
analysis, and outcomes. This considerable ampeérspective stresses the efficiency benefits from
growing research tradition in the strategic marreducing the governance cost of a transaction,
agement field attests to the importance of intee network approach allows consideration of the
firm relationships generally within the converstrategic benefits from optimizing not just a single
sation of strategic management, and highlightelationship but the firm’'s entire network of
the need for coalescing and focusing the researdilationships (see Dyer and Nobeoka, in this
in this area. issue).

Concurrent with the interest in interfirm Given the rapid proliferation of alliances and
relationships in the strategy literature is a growingther forms of interfirm relationships in recent
interest in understanding how the social conteytears, neglecting the strategic networks in which
in which firms are embedded influences thefirms are embedded can lead to an incomplete
behavior and performance. A number oftinderstanding of firm behavior and performance.
researchers have explicitly incorporated embedhe example of one industry, the U.S. automobile
dedness, broadly defined, into our understandimgdustry, suggests how industries can no longer
of strategic management questions relating to thee meaningfully analyzed without considering the
behavior and performance of firms (for a collecstrategic networks that bind firms within them.
tion of recent articles, see Baum and DuttorChanges in this industry include fewer suppliers,
1996). The social context in which firms ardonger-term relationships, and greater supplier
embedded includes a whole array of elements that/olvement in the design process, all of which
can be classified broadly as structural, cognitiviave significantly improved the competitiveness
institutional, and cultural (Zukin and DiMaggio,of U.S. automakers (Dyer, 1996; Gulati and
1990). While each of these facets can be signifiawrence, 1999). Examples abound of other
cant, our focus in this introduction is on theforms of interfirm collaboration and of their stra-
structural context, which highlights the signifitegic importance for firms within this industry
cance of the social networks in which economi¢Womack, Jones and Roos, 1990). In the current
actors may be placed. business context, therefore, a heightened aware-

While there has been growing attention paid taess of the strategic networks in which firms are
understanding the formation of interorganizationalituated becomes a central, rather than a periph-
ties including the motivation of firms enteringeral, exercise toward understanding firm strategy
them and explaining the differential proclivity ofand performance.
firms to enter them, less attention has been paidWe illustrate the importance of network effects
to the strategic implications of such networks foby considering five traditional sources of differen-
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tial returns to firms in strategy research. Thesand the degree of profitability beyond traditional
are: 1) Industry structure including the degree aheasures of industry concentration. For instance,
competition and barriers to entry; 2) Positioningacit collusion is far easier to sustain in an indus-
within an industry including strategic groups andry in which the major players are connected in
barriers to mobility; 3) Inimitable firm resourcesa dense network of interfirm ties than in one in
and capabilities; 4) Contracting and coordinatingshich they are disconnected.
costs; and 5) Dynamic and path dependent con-In order to illustrate the implications of viewing
straints and benefits. For each of these sourdb® industry level of analysis from a network
of differential returns, we discuss how, byperspective, we consider three types of relational
incorporating a strategic network perspective, weharacteristics: network structure, network mem-
gain greater insights into firm conduct and pemership, and tie modality (Galaskiewicz and
formance. This list is by no means comprehensi#gaheer, 1999). Network structure refers to the
nor mutually exclusive but simply reflects someverall pattern of relationships within which the
broadly defined areas in strategy research wharelustry is embedded. By network membership
we see some of the greatest potential from applyve mean the composition of the network—the
ing a network lens. It is important to emphasizélentities, status, resources, access, and other
that taking a network perspective to strateggharacteristics of the focal industry’s alters and
research does more than merely add additionather nodes. Tie modality is the set of insti-
explanatory power to our existing models of stratutionalized rules and norms that govern appropri-
egy. Such an outcome may in and of itself be ate behavior in the network. While these are
worthwhile academic endeavor. However, as wametimes spelled out in formal contracts, most
aim to show in the sections that follow, adoptingften they are simply understandings that evolve
a network lens to explaining differential firmwithin the dyad and the network (Laumann, Gala-
profitability changes our basic understanding afkiewicz and Marsden, 1978)
the sources of interfirm differences from an atom- Structural network characteristics can affect the
istic to a relational model—and therein lies itgrofitability of the firms in an industry. Network
true power. scholars have identified various factors such as
network density, structural holes, structural equiv-
alence, and core versus peripheral firms, each of
INDUSTRY STRUCTURE which can influence the profitability of industries
and of the firms within them. For instance, dense
The industrial organization school, which has haihterfirm ties within the industry may be con-
a major impact on the field of strategy, begaducive to oligopolistic coordination, tacit or other-
with models of perfect competition and argueavise (Scherer and Ross, 1990). Research by
that oligopoly, or greater concentration generallygccles and Crane (1988) and Podolny (1993)
led to increased profitability for the firms in anshows how the ties among the top-tier investment
industry (Scherer and Ross, 1990). In this wayanks sustain the high returns characteristic of
industry structure—which is characterized by ththat industry. Similarly, research by Baker and
extent of concentration, market power relative téaulkner (1991) illustrates how changes in the
upstream or downstream industries, and the extguattern and density of ties in the U.S. movie
of collusion, tacit or otherwise—has a pervasivendustry over the years has influenced the rate of
influence on industry profitability. The entry ofentry and profitability of the firms in the industry.
new firms into profitable industries is impeded Structural holes can be another important factor
by the presence of barriers to entry and thus the influencing industry returns. They exist when
differences in profitability across industries carwo industry trading partners are connected only
be sustained (Porter, 1980). through the focal industry. Structural holes in an
We propose that a consideration of strategiodustry’s customer-supplier network may confer
networks allows a more refined understanding g@ower through control, and ultimately prof-
industry structure—since industry participants caitability. Based on an analysis of input-output
be seen as embedded in networks of resourcéasbhles that define the network of flows among
information, and other flows. Such networks camdustries, Burt (1992) has shown that industries
influence the nature of competition in the industryhat occupy structural holes enjoy greater returns
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by being able to appropriate a larger share of tigrovides a valuable complement to explanations
resources that flow through them. that simply focus on concentration and market
Network membership also influences th@ower in ascribing profitability differences at the
location of an industry in a broader network ofndustry level of analysis (Richardson, 1972).
resource flows that might influence its prof-They expand our understanding of industry struc-
itability. For example, the status of the altersure by incorporating the role of strategic net-
(i.e., the industries the focal industry is tied toyvorks in which firms may be situated that may
can influence the focal industry’s profitability.alter the influence of industry structure on firm
One need look no further than the declininggerformance. Furthermore, network concepts
fortunes of defense contractors (supplying a comxtend the underlying mechanisms guiding such
tracting military) or the buoyant future of theoutcomes beyond conventional notions of mar-
network server industry (tied to booming interneket power.
businesses) to confirm the value of market status
at the industry level. Moreover, network ties to
certain favorable supplier industries may precluddNTRA-INDUSTRY STRUCTURE
access by other firms or industries, and thus
maintain high profits in the focal industry byAnother set of traditional strategy models recog-
imposing limits on firm entry into the industry. nizes that industries are not homogeneous; rather
At the level of the ties that form the network,within the same industry, some firms are more
we could consider tie modalities such as thalike than others, and can be grouped together.
strength of the connections and the nature of ti&trategic groups in industries can be identified
ties, both within the industry and across to sughased on similarities in firm scale, similarity of
plier and customer industries. Collusion may bproducts and services in terms of price, features,
facilitated to a greater degree by te&rengthof and quality; similarity in technology, or the simi-
the ties between the firms in an industry. Folarity in customers served, among other dimen-
example, strong ties might enhance the likelihoosions. Strategic group boundaries are difficult for
of oligopolistic coordination more than weak tiedirms to traverse due to mobility barriers (Caves
(Galaskiewicz and Zaheer, 1999). The nature aind Porter, 1977) and have been used to explain
the relationships themselves could be eithelifferential firm behavior and performance within
collaborative or opportunistic, setting the tone foindustries (Cool and Schendel, 1988). However,
the form of interactions among the players in thempirical and theoretical questions remain about
industry as either benign or rivalrous (Khannathe existence and consequences of strategic
Gulati and Nohria, 1998). This set of tie characgroups (Thomas and Venkatraman, 1988; Peteraf
teristics can also be applied to explain industrgnd Shanley, 1997).
profitability by looking across industries. For  We suggest that a network perspective offers
example, relationships of the focal industry witlthe potential for mapping intra-industry structure
supplier or customer industries may be strong @n novel ways. Strategic groups could be iden-
weak, and collaborative or competitive, each witlified, for example, among firms that share com-
implications for the focal industry’s profitability. mon attributes, through the use of network meth-
The strong, relational ties of the Japanese autodologies. However, this approach would not be
mobile industry with their suppliers, for instanceconceptually different from traditional methods of
clearly played a role in its profitability clustering firms into intra-industry groups based
(Cusumano, 1985). While these instances look ah their attributes. Perhaps a more interesting
the structuring of industries by concrete strateg@pproach would be to use firm interactions and
ties, there is also another promising line ofelationships to identify intra-industry grouping,
inquiry that considers the role of less tangibler cliques, as Nohria and Garcia-Pont (1991) did
ties such as multi-market contact that may altdor the global automobile industry, labeling them
industry structure and ultimately, influence firmstrategic blocks’. These cliques or blocks are
behavior and performance (Baum and Korrgroups of firms with alliances with each other
1999; Boeker et al., 1997; Gimeno and Wodyut not to others in the industry. For instance,
1999). blocks of alliances formed around GM, Ford, and
Overall, using network concepts in this manne€hrysler, the three major U.S. manufacturers, that
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each included a major Japanese manufacturer ditdrature. It has been generally assumed that firms
a major Korean partner. Partners in any one blo¢komehow’ develop such resources internally.
were locked in to cooperate with each other and The idea that the search for the source of
locked out of cooperating with others. It is easyalue-creating resources and capabilities should
to see how membership in such cliques or bloclextend beyond the boundaries of the firm presents
could lead to differences in profitability amonga novel perspective for the RBV and answers an
the firms in the industry. Building on these ideagmportant question emanating from the literature
Piskorski (1999), who has studied strategic ne&s to the origin of value-generating resources
works within the venture capital industry, hagGulati, 1999; Ahuja, this issue; McEvily and
found significant profit differentials among firmsZaheer, 1999). In fact, a firm’s network can
depending on the cliques to which they belondge thought of as creating inimitable and non-
Zaheer and Zaheer (1999) have used the interubstitutable value (and constraint!) as an inimi-
actions between banking firms in a global eledable resource by itself, and as a means to access
tronic network to assess the structure of comp@imitable resources and capabilities. Gulati
tition in the global currency trading industry. Thg1999) refers to these as “network resources”,
authors have employed the notion of competitiowhich is a concept akin to the notion of social
as deriving from the structural equivalence ofapital that has been developed for understanding
firms, or the extent to which they share théndividual networks. Thus, from the perspective
same customers. of the RBV, an important source for the creation
Another way to think about networks and intraof inimitable value-generating resources lies in a
industry structure is to recognize the potential dirm’s network of relationships. In order to assess
networks of relationships to create mobility barthe strategic implications of such networks, this
riers for firms trying to cross strategic groupstime at the level of the firm, we can use the
just as networks may serve as entry barriers feame conceptual frame as we have above—in
firms trying to enter the industry. The networkerms of network structure, membership, and tie
of ties among firms in the strategic group a firnrmodality and show how one might view each of
is trying to leave, or in the group a firm is tryingthese aspects of a network as inimitable resources.
to enter, or both, may impede the movement of Our primary contention in this section is that
firms within an industry. Thus, networks cara firm’'s networks allow it to access key resources
serve as a source of both opportunity and coffrom its environment, such as information, access,
straint, a consistent theme in our discussion. Moapital, goods, services and so on that have the
generally, a network perspective highlights theotential to maintain or enhance a firm’'s competi-
idea that similarity in relational space (as opposdile advantage. By virtue of such firm networks
to similarity in attributes) is an important way tobeing idiosyncratic and created through a path
think about patterns of competition and differdependent process (Gulati and Gargiulo, 1999),
ences in the profitability of firms within an indus-they are difficult for competitors to imitate or
try. substitute. Moreover, since the resources being
accessed are themselves idiosyncratic, generated
as they are through the combination of unique
INIMITABLE RESOURCES AND networks the firm possesses, they too are rela-
CAPABILITIES tively inimitable and non-substitutable. Thus
together, the firm’s networks, and the resources
The resource-based view of the firm (RBV) hathey allow the firm to tap into, can serve as a
emphasized the notion that resources owned source of sustainable competitive advantage.
controlled by the firm have the potential to pro- Network structure as a resourc&he key idea
vide enduring competitive advantage when théeyere is that the structurgbattern of a firm’s
are inimitable and not readily substitutableelationships is unique and has the potential to
(Peteraf, 1993). Typically, scholars have lookedonfer competitive advantage. Of course, the
within the firm for these valuable and inimitablefirm’s network structure may equally lock a firm
resources (Barney, 1991). However, the procesdo undesirable strategic situations. Recently, a
by which firms create value-generating resourcesimber of researchers have examined different
has not been given much attention in the RBMspects of a firm's network and related it to
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performance, explicitly invoking RBV. Gulati instance, has shown how the R&D subsidiaries
(1999) suggests that resources may inhere in tbé U.S. companies located in Japan were often
networks in which firms are situated by providingneffective because they were locked-out of the
them with valuable information that in turn pro-local networks that tied Japanese R&D labs to
vides strategic advantage by allowing them to asuppliers and customers. One way in which she
quicker than rivals. Zaheer and Zaheer (199%gcommends that firms might overcome this prob-
conceptualize firm capabilities of alertness anigm is to ally with a local firm rather than try
responsiveness in the context of information ne&nd go it alone. Clearly, a resource-rich partner
works in the global currency trading industrywith the right capabilities, has the potential to
Firms are highly alert when they create and utilizprovide a focal firm with an inimitable source of
wide-ranging information networks with plentifulvaluable resources and capabilities. Afuah (this
weak ties, high centrality, and wide geographicassue) focuses his research on precisely this issue
scope, and together with responsiveness, thihien he examines how much a focal firm’'s
capability translates into superior performanceuppliers’ capabilities influence the performance
The private and invisible nature of the ties rendersf the firm.
the network inimitable, and thus too the infor- Tie modality as a resourceThe modality of
mation that it provides. McEvily and Zaheertthe ties that a firm creates and maintains in its
(1999) compare the interfirm information netnetwork, whether cooperative or opportunistic,
works of firms in geographical clusters and finégtrong or weak, multiplex or single, has clear
that those networks with greater redundandynplications for a firm’s strategic behavior and
(fewer structural holes) tend to acquire feweperformance. It is not difficult to see how certain
competitive capabilities. Rowley, Behrens, antle characteristics might not only be valuable but
Krackhardt (this issue) compare the performanadso difficult for competitors to imitate, due to
outcomes for firms from different types of structhe history and reputation of the focal firm. In
tural and relational embeddedness and find contifact Dyer and Nobeoka (this issue) provide a
gent effects. powerful illustration of just such a resource when
There are other aspects of a focal firm's nethey examine Toyota’'s supplier network in the
work of ties that can influence its behavior and).S. and benefits that accrue to both Toyota and
performance, such as the pattern of direct arntd suppliers as a result of the trust and complex
indirect ties. Gulati and Gargiulo (1999) showncentives that Toyota uses in its network. Inter-
how firms benefit not just from their direct tiesestingly, from the perspective of this argument,
but from the ties of the actors to whom theyhey also show how an attempt to replicate some
are connected. Such two-step leverage can haagpects of the network by the competition (i.e.,
important performance consequences, although @M) failed. At the same time, network ties can
recognize that beyond the firm's set of firsthave a dark side: too close ties with customers
level contacts, in terms of engineering the widetan cause performance disadvantages as well.
network, there is a limited amount of inten-Gulati and Lawrence (1999) have found consider-
tionality possible on the part of the focal firm. able differences in performance across supplier
Network membership as a resourdéhe mem- ties in the automotive sector. They have identified
bership of a firm’'s network is nearly alwayssome of the key facets underlying each tie along
idiosyncratic as well. In fact, this aspect of thavith the nature of the commodity being sourced
firms’ network is perhaps more inimitable tharthrough the tie to play a critical role in explaining
the structure, which, in theory, may be mimickeghberformance differences.
for certain types of networks (Stuart, Hoang and Beyond network structure, membership, and
Hybels, 1999). Thus, for example, the existingie modalities, scholars have also identified the
choices partner firms—either as buyers, suppliersapability that firms possess, to a lesser or greater
or alliance partners—can both restrict and enlargtent, tomanagethe firm’s network. Kale, Singh
the opportunity set of future relationships availand Perlmutter (this issue) refer to this as a
able to the focal firm (Gulati, 1995b). For nonfirm’s alliance capability. Quite obviously, firms’
participants or new entrants the network provideslliances are complex organizational arrangements
no information at all, which may lock them outthat can require multiple levels of internal
of new opportunities. Westney (1993), forapproval, search issues in identifying partners,
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and detailed negotiations and contracts (Ring amgvernance structures should be favored when
Van de Ven, 1994). Managing the networlopportunism is likely and transaction costs are
involves using appropriate governance mechaigh. Market exchange should be preferred when
nisms, developing interfirm knowledge sharingontracts are readily written and enforced and
routines, making appropriate relationship-specifitansaction costs are low. If we extend this for
investments, and initiating necessary changes afliances, then alliances make sense in more inter-
the partnership as it evolves while also managingediate situations when transaction costs are not
partner expectations (Dyer and Singh, 1998). Tte® severe as to require hierarchical control but are
possession of alliance formation capabilities camot so low as to enable market based exchange.
therefore be a significant resource for firms due An important limitation of this research tra-
to the managerial challenges associated with fadition has been its implicit treatment of each
ming and managing networks of alliances. Indeettansaction as a discrete event. If we recognize
there is clear support for the economic advantagésat any transaction is embedded in a history
of such experience effects or alliance formatioof prior relationships and a broader network of
capabilities. The paper by Anand and Khanneelationships, our analysis of transaction costs and
(this volume) provides compelling support for thecontracting issues needs to be significantly revised
existence of experience effects in alliances. Firn{&ulati, 1995a). One important implication of the
that forge a greater number of alliances appeambeddedness of firms in social networks is the
to extract more value from their alliances oveenhanced trust between firms that can in turn
time. They not only form alliances that are permitigate the moral hazards anticipated at the out-
ceived by the financial markets as more valuset. Trust between firms refers to the confidence
creating, but they also extract more of the valuthat a partner will not exploit the vulnerabilities
created relative to their partners. These resultd the other (Barney and Hansen, 1994). Social
suggest that firms can get better at forgingetworks promote trust and reduce transaction
alliances and extracting returns from them as theypsts in several ways. First, networks enable firms
gain more experience. From a strategic stantb gather superior information on each other
point, this suggests that experience with alliancéSulati, 1995b). Network ties are important
can be a source of strategic advantage. sources of referrals that enable prospective part-
The foregoing discussion illustrates the mangers to identify and learn about each other's
ways in which a firm’s network of ties representapabilities. They can also facilitate due diligence
a valuable resource or capability that can yieldo that each partner has greater knowledge about
differential returns in the same way as othethe other’'s resources and capabilities and greater
tangible and intangible assets such as brands aamfidence in their mutual assessments. In short,
R&D capabilities. networks can greatly reduce the informational
asymmetries that increase contracting costs.
Social networks can further mitigate transaction
CONTRACTING AND COORDINATION costs by making opportunism more costly because
COSTS of reputational effects. The costs of opportunistic
behavior in a network are more costly because
The question of whether a firm should make-otthe damage to one’s reputation can influence not
buy a particular commaodity or service has a longst the specific alliance in which one behaved
history in the strategy literature. More recenthopportunistically, but all other current and poten-
this literature has been extended to examine haval alliance partners. Networks can also mitigate
alliances, which can be a substitute for acqubpportunism by making it more likely that such
sition, divestiture, or internal development, mapehavior will be discovered and that the infor-
also be an important alternative (Gulati and Lawmation will spread rapidly through the network.
rence, 1999; Piskorski and Nohria, 1999). Because reputation takes time to build but can
Prior research on the make-or-buy questiobe destroyed quickly, networks can create strong
has been heavily influenced by transaction codisincentives for opportunistic behavior.
economists who emphasize the contracting haz-As the foregoing discussion indicates, strategic
ards inherent in any transaction (Williamsonnetworks can create both knowledge-based trust
1985). According to this view, hierarchicalresulting from mutual awareness and equity
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norms and deterrence-based trust arising frorise of the Internet is presently reshaping the
reputational concerns. These mutually reinforcingshole landscape of strategic alliances.
safeguards can decrease the contracting and transExogenous environmental forces can also trig-
action costs associated with any specific exchanger the disbanding of strategic alliances. The
relationship and potentially enhance the returrdecline of UNIX as a standard operating system
that both partners can extract from their relatiorhas led to the disbanding of several strategic
ship. Where there is trust, appropriation concermetworks that were designed to win the UNIX
are likely to be mitigated and organizations mawars (Gomes-Casseres, 1994). More liberal for-
not choose to rely on detailed contracts that aedgn direct investment policies have led to the
costly to write, monitor, and enforce (Gulati,dismantling of networks that linked first world
1995a). multinationals to third-world local strategic part-
In addition to reducing transaction costs anders.
addressing appropriation concerns, social net-Networks also evolve endogenously. The ties
works can also enhance the value created farmed or disbanded by any actor influence not
alliances by improving coordination between thenly their own behavior in subsequent periods
firms involved in an alliance. The presence odbut also those of others to whom the actor is
inter-firm trust is an extraordinary lubricant forconnected. One actor forms an alliance. Others
alliances that involve considerable intermatch this action. Before you know it, a dense
dependence and task coordination between panetwork forms. This is precisely what happened
ners, (and) firms with prior network connectionsn the global automotive industry during the
are likely to have a greater awareness of thE980s (Garcia-Pont and Nohria, 1999). Other
rules, routines, and procedures that each needsntechanisms for endogenous evolution include the
follow. Such a social structure can thus enablgathways of information that each tie represents,
them to work closely without the need for costlywhich alters the opportunity structure of a focal
formal hierarchical controls (Gulati and Singhactor as any new tie is formed or dishanded
1999). (Gulati and Gargiulo, 1999).
These exogenous and endogenous dynamics

can have significant consequences for the strategic
NETWORK DYNAMICS & ECONOMIC advantages of any actor in a network. We discuss
RETURNS two ways in which such network dynamics can

influence the competitive advantage enjoyed by
Though some networks can be quite stabléhe firms in the network. We label these (1) lock-
changing very little over time, networks typicallyin and lock-out effects and (2) learning races.
tend to be more dynamic. Both exogenous arthese are simply two of the more common conse-
endogenous forces shape how networks evolgeiences of network dynamics and are intended
over time. Exogenous forces include environmere be illustrative rather than comprehensive.
tal jolts and changes (Madhavan, Koka, and Pre-Lock-in and lock-out effectd.ock-in and lock-
scott, 1998). For instance, the rise of Japanesat effects occur because in many situations, ties
competition followed by the threat of U.S. andormed with one actor place constraints on ties
European trade protectionism triggered the pattewith others. These constraints may arise for sev-
of strategic alliances observed in the global aut@ral reasons. The first is simply a resource con-
mobile industry during the 1980s (e.g., Nohriatraint. Any actor has limits on the resources it
and Garcia-Pont, 1991). The discovery of recontan devote to creating ties. A firm may only
binant DNA and other biotechnologies that werbave the time and resources to form and satisfy
exploited by new biotech firms triggered thdhe expectations of a limited number of alliances.
extensive pattern of alliances that characterize tfy making choices to ally with some partners,
modern biotechnology industry (see Powellpthers are ipso facto excluded.
Koput and Smith-Doerr, 1996). The convergence A different kind of constraint is the expectation
of industry boundaries across computers, telecortie alliance partner may have for fidelity to the
munications, and media companies have shapaliance, including the exclusion of other partners.
the strategic networks that have come to binblany alliances are explicitty monogamous and
previously autonomous firms in these areas. Thpgeclude the parties from allying with similar
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others. Even when such exclusive stipulations art subject to the control of any single actor, the
not contractually or explicitly specified, there ischoices made by actors early in the evolution of
an implicit expectation of loyalty. For thesea network will shape differences in the return
reasons, the choices made by a focal actor in atlyey enjoy over time.
given period can lock them into or lock them Learning RacesThe consequences of learning
out of certain alliance choices. These constrainedces for the economic returns of actors in a
choices in turn can have significant performancgrategic network can be understood at two lev-
consequences. els of analysis, the dyad level and the portfolio
A clear example of the competitive conselevel. First, we need to remember that any stra-
quences of early alliance choices that lock a firtegic network can be decomposed into a variety
into a particular trajectory is provided by Gomesef dyadic links. In most strategic networks, each
Casseres (1994) in his discussion of the miniconof these dyadic relationships is neither strictly
puter industry. He describes the evolution ofompetitive nor strictly cooperative. Typically
multiple clusters of alliances that formed. Ovethey involve mixed-motives in which the part-
time, the competitive dynamics within this indushers have private and common interests (Gulati,
try became a competition for survival not betweeKhanna, and Nohria, 1994). In most situations,
individual firms but between these differenpartners ally with each other because by working
alliance clusters. Here the economic consequendegether they hope to generate some common
of the lock-in and lock-out that resulted fromreturns that they can share in an agreed-upon
initial alliance choices were severe. When RIS@ay. But the knowledge or information, or
“won” the UNIX wars, all the partners who hadaccess each partner obtains can also potentially
joined up to support the alternate standard “losthave purely private benefits that accrue to one
Firms, especially those with superior bargainingartner alone. Indeed, in some situations the
power, often attempt to isolate themselves frompartners may find themselves engaged in a race
such lock-in effects by refusing to sign exclusivéo learn or exploit as much as they can the
alliances and forging multiple alliances, each ofther’s assets and then exit the alliance. Such
which is viewed as a “real option”, the value ofraces are most likely to occur when the private
which will depend on how the network and theébenefits that can accrue to any of the partners
competitive landscape evolves. Microsoft, foafter they have learned from the other partner
instance, is considered a master at maintainimyitweighs the common benefits of the alliance.
its flexibility by using alliances as a portfolio ofIn a provocative article, Hamel et al. (1989)
options. But even they have not been immune targued that in many alliances between Japanese
the dynamics of lock-in and lock-out as is eviderand U.S. firms, the U.S. firms were left at a
by the recent rise of the LINUX operating systencompetitive disadvantage because their Japanese
which is challenging Windows by creating a rivapartners learned all they had to offer and then
network of independent developers and clientfisbanded the alliance to exploit their newly
who want to challenge Microsoft’s domination oflearned knowledge independently. The idea that
the operating system market. any dyadic relationship must be viewed as a
As these above examples illustrate, the lock-ilearning race in which one partner will capture
and lock-out that can result from networks evolvthe greater share of economic returns over time
ing over time can be a significant source odbecause of superior learning skills or absorptive
differential returns. Depending on which networlcapacity has since been accepted and elaborated
sub-graph you are locked-in to or locked-out oty several scholars (Cohen and Levinthal, 1990;
your returns may vary. This is because it idMody, 1993; Baum, Calabrese and Silverman,
neither easy nor costless to shift across netwo#000).
sub-groups. Even if an actor has the ability to While most of the learning race literature has
forge a number of alliances that represent reheen focused on the dyadic level of analysis,
options, the value of these options will varyKhanna, Gulati and Nohria (1998) suggest that
depending on how the network evolves. The valube dynamic of these races can be influenced by
of these “options” will depend on the position ofeach partner’s portfolio of other activities outside
the “options” in an evolving network structure.the alliance, or what can be considered their
Because the evolution of network structures ielative scope. For instance, if one of the partners
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has only the one alliance and no other businesigre of an industry that can be analyzed by consider-
segments in which to exploit what they learring such elements as its density, or the extent to
form the alliance, they are likely to view thewhich the industry is more or less constrained
common benefits of staying in the alliance higin its exchange relations with other upstream or
relative to the private benefits of learning quicklydownstream industries, and these can be an
and bailing out. But if the other partner has @mportant complement to traditional models that
number of other alliances or business interests iiave focused on concentration or other measures
which the lessons learned from this particulanf market power. For strategy scholars who focus
alliance can be exploited, its private benefiten the industry as their unit of analysis, we believe
might potentially exceed the common benefitg network perspective can add an important new
creating incentives for that partner to leavelimension to explore differences in profitability
quickly and defect. Since networks determine thacross industries.
extended choices available to any partner, the For strategy scholars whose interests center on
broader network level structure will determine theositioning within an industry as a unit of analysis,
relative ratio of potential private and commorwe suggest that in addition to using similarities in
benefits that each partner will have and can thdism attributes such as scale, scope and technology
influence their incentives to race, cooperate, @m constructing strategic groups, they should also
compete. These racing dynamics will thus influeonsider similarities among firms in relational space.
ence the returns that different actors can extraEtrms that are in the same clique or are structurally
from the strategic networks of which they arequivalent may behave similarly and enjoy similar
a part. returns. An interesting research question would be
to examine whether groups defined on the basis of
attributes overlap with those defined on the basis
CONCLUSION of relational similarities. It would also be interesting
to study whether firm conduct and performance
Our primary objective in this paper is to highlightwas more or less contingent on these different ways
how the conduct and performance of firms isf grouping.
influenced in important ways by the strategic A network perspective can also provide new
networks in which they are embedded. We arguadsights for strategy scholars who are proponents
that incorporating strategic networks into oubof a resource-based view of the firm. A compre-
analysis leads to a more comprehensive view bEnsive view of a firm’s rent-generating resources
the strategic behavior of firms. Traditional stratwould not only include elements such as brands,
egy research has viewed firms as autonomotechnological capabilities, management talent, and
entities seeking to build resources and stake ost forth, but would also include the network
market positions that lead to sustainable competiesources or social capital of the firms. The
tive advantage. An understanding of the conseelationships a firm has are a unique and inimi-
guences of the ubiquitous growth of strategitable asset. Both the specific network to which a
networks emphasizes that firms are more propeiiym belongs and also its relative location in that
viewed as connected to each other in multipleetwork are likely to be important. Firms whose
networks of resource and other flows. These linkelationships allow them to occupy a more central
ages bind them in complex relationships that amace in the strategic networks they are a part of
simultaneously competitive and cooperative. Aenjoy superior returns because of access to better
several papers in this volume highlight, the renieformation and opportunities than those firms
that accrue to firms is partly the result of theithat are more peripheral.
own unigue resource endowments, but partly A network perspective is also useful to strategy
derived from the structure of the network toscholars who focus on contracting and governance
which they belong. issues and how these choices influence firm per-
To show the promise of comprehending strategformance. A network perspective suggests that
networks, we highlighted several areas where subbth contracting and coordinating costs can be
an understanding can complement and extend tiafluenced by viewing each transaction as simply
ditional strategy frameworks and perspectives. Fan event in an evolving network of relationships.
instance, we showed how the overall network strué& new transaction with someone with whom one
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has a history of prior relationships or who haREFERENCES
ties with others to whom one is also connected

poses far lower transaction and coordination costs

than might be expected within a more traBaker, W. E. and R. R. Faulker (1991). ‘Role as
resource in the Hollywood film industryAmerican

ditiqnal analysis. . Journal of Sociology97, pp. 279-309.

Finally, we also showed the promise of &arney, J. (1991). ‘Firm resources and sustained com-
network perspective in the dynamics or evolu- petitive advantage’Journal of Managementl7(1),
tion of firms and industries over time. There Pp.99-120.

has been a great deal of attention paid recentR#eY: J. B. and M. H. Hansen (1994). ‘Trustworthi-
to how disruptive technologies or other shocks o> @ @ form of competitive advantagBlrategic

p . 9 g ) Management Journal Winter Special Issue,15,
can alter the competitive landscape of industries pp. 175-190.
over time. A network perspective can provid@aum, J. A. C. and J. Dutton (1996). ‘The embed-
important insights to better comprehend these degnfsé 05 Stirate(g)g- |)£1‘dP- Shrlv_astsatvat, A. SM Huff
dynamics because they provide a way of under- @@ J. . bution (eds.zavances in strategic Man-
standing why some firms get locked-in and why ag_egﬂg_ Vol 13. JAI Press, Greenwich, CT,
others get locked-out of old and new dominangaum, J. A. C. and H. J. Korn (1999). ‘Dynamics of
designs. dyadic competitive interaction’Strategic Manage-

Our objective in this brief recapitulation of ment Journal 20(3), pp. 251-278. _

the themes and ideas we have advanced in tfgum. J. A. C., T. Calabrese and B. S. Silverman

is t h th - that (2000). ‘Don't go it alone: Alliance network compo-
paper IS 10 show the enormous promise that gion * and  startups’ performance in  Canadian

||eS in 'inCOI’porating a deepel’ .understanding Of biotechno]ogy’,StrategiC Management Journazl,
strategic networks into the mainstream of strat- Special Issue, pp. 267-294.
egy research. The points of opportunity we havioeker, W., J. Goodstein, J. Stephan and J. P. Murmann

identified are but the tip of the iceberg. We (1997). ‘Competition in a multimarket environment:

believe there is much more to be learned by g(hze) %%S_elztéf_ﬂgrket exit Organization  Science

adopting such a relational perspective in strapuyrt, R. S. (1992)Structural Holes: The Social Struc-
egy research. The papers in this special issueture of CompetitionHarvard University Press, Cam-
are a great illustration of the insights that can bridge, MA. _
be gained by adopting such a perspective. ves, R. and M. E. Porter (1977). ‘From entry barriers

h thi il d further i ¢ to mobility barriers: Conjectural decisions and con-
ope this paper will provide a Turther IMPetUs yiyeq deterrence to new competitionQuarterly

for this growing body of res_earch. Journal of EconomigsMay, pp. 241-261.
In an oft-cited volume titled Fundamental Cohen, W., and D. Levithal, (1990). ‘Absorptive
Issues in Strategy ReseardfiRumelt, Schendel capacity: A new perspective on learning and inno-

and Tecce, 1994), the authors laid out a research‘égﬂ‘igé_fsdzmi”iStra“"e Science  Quarterly 35,

agen(_jq for the fi_eld tP_ pursue. There _are mart",'ool, K. O., and D. E. Schendel (1988). ‘Performance
pr0m|S|ng pathS identified that have S!nce been differences among strategic group membeRtra-
much discussed. We hope to extend this compre- tegic Management Journa8(3), pp. 207—223.

hensive agenda by proposing that anoth&usumano, M. A. (1985)The Japanese Automobile
important direction for strategy research lies i Industry. Harvard University Press, Cambridge, MA.

. . . Dyer, J. H. (1996). ‘Specialized supplier networks as
adopting a relational or network perspective. This a source of competitive advantage: Evidence from

not only constitutes an independent research the auto industry’,Strategic Management Journal,
agenda in its own right but cuts across many of 17(4), pp. 271-291. _ _
the themes that are fundamental to past aﬂRj/((%:f, J. arld H-tSI?gh_ (1992(31)- ‘The fe|a§|0_n<’:1| view:
ooperative strategies and sources of interorgani-
present strategy research. zational competitive advantageAcademy of Man-
agement Review23(4), pp. 660—679.
Eccles, R. G. and D. B. Crane (198&)0ing Deals
ACKNOWLEDGEMENTS Harvard Business School Press, Boston, MA.
Galaskiewicz, J. and A. Zaheer (1999). ‘Networks of
We would like to thank Gautam Ahuja, Joel Competitive advantage’. In S. Andrews and D.
Baum. Tarun Khanna. Ravi Madhavan. and Har- Knoke (eds.)Research in the Sociology of Organi-
) ? ! ! zations JAI Press, Greenwich, CT, pp. 237-261.
bir Singh for helpful comments and suggessarcia-Pont, C. and N. Nohria. ‘Local versus global
tions. mimetism: The dynamics of alliance formation in

Copyrightd 2000 John Wiley & Sons, Ltd. Strat. Mgmt. J.21: 203—-215 (2000)



214 R. Gulati, N. Nohria and A. Zaheer

the automobile industry’, working paper, Harvard ties’, Strategic Management Journal 20(12),
Business School. pp. 1133-1158.

Gimeno, J. and C. Y. Woo (1999). “Multimarket contactMody, A. (1993). ‘Learning through allianceslpurnal
economies of scope, and firm performanc&gademy of Economic Behavior and Organizatior2((2),
of Management Journgi2(3), pp. 239-259. pp. 151-170.

Gomes-Casseres, B. (1994). ‘Group versus group: HaMohria, N., and C. Garcia-Pont (1991). ‘Global stra-
alliance networks compete’,Harvard Business tegic linkages and industry structur&trategic Man-
Review 72(4), pp. 62-74. agement Journal, Summer Special Issue,12,

Granovetter, M. (1985). ‘Economic action and social pp.105-124.
structure: A theory of embeddedness\merican Peteraf, M. A. (1993). ‘The cornerstones of competitive
Journal of Sociology91, pp. 481-510. advantage: A resource-based vie8trategic Man-

Gulati, R. (1995a). ‘Social structure and alliance forma- agement Journall4(3), pp. 179-191.
tion pattern: A longitudinal analysisAdministrative Peteraf, M. and M. Shanley. (1997) ‘Getting to know
Science Quarterly40, pp. 619-642. you: A theory of strategic group identityStrategic

Gulati, R. (1995b). ‘Does familiarity breed trust? The Management JournalSummer Special Issu€lg,
implications of repeated ties for contractual pp.165-186.
choices’, Academy of Management JournaB5, Piskorski, M. and N. Nohria (1999). ‘Allocation to

pp. 85-112. open and closed portfolios’, Harvard Business
Gulati, R. (1998). ‘Alliances and networksStrategic School working paper.
Management Journall9(4), pp. 293-317. Podolny, J. (1993). ‘A status based model of market

Gulati, R. (1999). ‘Network location and learning: The competition’, American Journal of Sociology98,
influence of network resources and firm capabilities pp. 829-872.
on alliance formation’ Strategic Management Jour- Porter, M. E. (1980)Competitive StrategyFree Press,
nal, 20(5), pp. 397-420. New York.

Gulati, R., T. Khanna and N. Nohria (1994). ‘UnilateralPowell, W. W., K. Koput, and L. Smith-Doerr (1996).
commitments and the importance of process in ‘Interorganizational collaboration and the locus of
alliances’, Sloan Management Review35(3), innovation: Networks of learning in biotechnology’,
pp. 61-69. Administrative Science Quarterlyl, pp. 116—145.

Gulati, R. and M. Gargiulo (1999). ‘Where do inter-Richardson, G. B. (1972). ‘The organization of indus-
organizational networks come from?American try’, Economic Journal82, pp. 883-897.

Journal of Sociology104(5), pp. 1439—1493. Ring, P. S., and A. H. Van de Ven (1994). ‘Develop-
Gulati, R., and H. Singh (1999). ‘The architecture mental processes of cooperative interorganizational
of cooperation: Managing coordination costs and relationships’. Academy of Management Revjew

appropriation concerns in strategic alliancesimin- 19(1), pp. 90-118.
istrative Science Quarter)y43, pp. 781-814. Rumelt, R. P., D. E. Schendel, and D. J. Teece (eds.)

Gulati, R. and P. Lawrence (1999). ‘Organizing vertical (1994). Fundamental Issues in Strategy Research:
networks: A design perspective’, paper presented at A Research Agendadarvard Business School Press,
the SMJ Special Issue Conference, Northwestern Boston, MA.

University. Scherer, F. M. and D. Ross (1990)ndustrial Market
Hamel, G., Y. L. Doz and C. K. Prahalad, (1989). Structure and Economic Performancéioughton

‘Collaborate with your competitors—and wirHar- Mifflin, Boston, MA.

vard Business Revieve7(1), pp. 133-139. Stuart, T. E., Ha Hoang, and R. C. Hybels (1999).
Harrigan, K. R. (1985)Strategies for Joint Ventures  ‘Interorganizational endorsements and the perform-

Lexington Books, Lexington, MA. ance of entrepreneurial venturesAdministrative
Jarillo, J. C. (1988). ‘On strategic networkStrategic Science Quarterly44, pp. 315-349.

Management Journal9(1), pp. 31-41. Thomas, H. and N. Venkatraman (1988). ‘Research in

Khanna, T., R. Gulati, and N. Nohria (1998). ‘The strategic groups: Progress and prognosisurnal
dynamics of learning alliances: Competition, of Management Studie€5(6), pp. 537-555.
cooperation, and relative scopé&trategic Manage- Westney, D. E. (1993). ‘Cross-Pacific inter-
ment Journagl 19(3), pp. 193-210. nationalization of R&D by U.S. and Japanese firms’,

Kogut, B. (1988) ‘Joint ventures: Theoretical and R&D Management23(2), pp. 171-181.
empirical perspectivesStrategic Management Jour- Williamson, O. (1985).The Economic Institutions of
nal, 9(4), pp. 319-332. Capitalism Free Press, New York.

Laumann, E. O., J. Galaskiewicz and P. Marsden (1978)omack, J. P., D. T. Jones, and D. Roos (1990)e
‘Community structure as interorganizational linkages’, Machine That Changed WorldHarper Perennial,
Annual Review of Sociologg, pp. 455—484. New York.

Madhavan, R., B. R. Koka, J. E. Prescott (1998)aheer, A. and N. Venkatraman (1995). ‘Relational
‘Networks in transition: How industry events governance as an interorganizational strategy: An
(re)shape interfirm relationshipStrategic Manage- empirical test of the role of trust in economic
ment Journgl 195), pp. 439-460. exchange’, Strategic Management Journall6(5),

McEvily, B. and A. Zaheer (1999). ‘Bridging ties: A pp. 373-392.
source of firm heterogeneity in competitive capabiliZaheer, A. and S. Zaheer (1997). ‘Catching the wave:

Copyrightd 2000 John Wiley & Sons, Ltd. Strat. Mgmt. J.21: 203—-215 (2000)



Strategic Networks 215

Alertness, responsiveness, and market influence in presented at theSMJ Special Issue Conference,

global electronic networks’Management Science  Northwestern University.

43(11), pp. 1493-15009. Zukin, S., and P. DiMaggio, (1990)Structures of
Zaheer, A. and S. Zaheer (1999). ‘The structure of Capital: The Social Organization of the Economy

global competition: A network approach’, paper Cambridge University Press, Cambridge, MA.

Copyrightd 2000 John Wiley & Sons, Ltd. Strat. Mgmt. J.21: 203—-215 (2000)



