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Abstract

Empirical studies have demonstrated that the motivations which lead a firm to construct networks
are diversified, and are usually a synthetic result from different type motivations. We found that
firms construct their networks for many different reasons, including economic factors (reducing
costs, obtaining scarce resources, improving market competitiveness, etc.), and social factors (as
when a new or small-scaled firm joins a well-established network to improve their image and ac-
quire social recognition or legitimacy).The construction of an interfirm network is driven firstly
by resource reliance. Secondly, economic benefits and improvement in market position brought
about by such networks have driven many firms to construct interfirm networks. Finally, the so-
cial restraints arise mainly from the pressures imposed by social norms.
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1. Introduction

Firms have increasingly moved productive activities from insider to outsider through building interfirm network.
With regard to the question of why firms build interfirm networks, different schools of thought have provided
numerous different opinions and theories, which are mainly classified into three types: resource-based, transac-
tion cost and institutional school. We will discuss the main points of these schools in the following context and
then we draw an integrated framework to interpret the cause of interfirm network formation.

2. Open System, Resources Interlocking and Interfirm Network

The resource-based theory regards an organization as a member of a relatively stable alliance [1]. This theory
holds that firms build interfirm networks because of the interlocking resources between them.

Adopting the organization view of an open system, the resource-based theory also considers that an organiza-
tion is an open system, which is influenced not only by its own resources and abilities, but also by external en-
vironments such as a social institutional environment or an industrial environment. As pointed out by Buckley,
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an open system not only exists because of its mutual exchange relationship with the external environment but
also because of the key role played by such a relationship in system change [2]. Firms closely link themselves to
other organizations, in order to obtain new technology and the knowledge they require to extend to new markets.
Establishing a relationship between a firm and an organization can be impacted by many factors. This is a result
from contingency [3].

The resource-based theory views an organization as a member of a relatively stable alliance. The stability may
come from inside the firm in the form of shareholders, managers or employees, or from outside of the firm in the
form of customers, suppliers, competitors and the government. Every alliance imposes different interests’ re-
quirements upon the organization. First, the interested parties may possess some means (for example, holding
stock rights) through which they can influence a firm’s behavior. Secondly, the interested parties may be able to
control certain resources required by firms to operate successfully. These resources could include, for instance,
managers in key positions. Thirdly, the interested parties may be able to control channels through which the firm
utilizes their resources, such as a labor union. Finally, the interested parties may be able to supervise the owner-
ship of key resources, such as the allocation by the government of mining rights to firms dealing in forest prod-
ucts.

Such a theory interprets the power distribution inside an organization through the dependency of the organi-
zation upon the environment. An organization is an open system, with its structure, function and fate dominated
to an extremely significant extent by the environment. In other words, organizations which participate in the
exchanges of the anticipated environment must do so because of their failure to be self-sufficient [4]-[6]. Instead,
they should consider the critical problem of how to survive, the key to which lies precisely in properly managing
their reliance on the environment. Organizations depend on the environment mainly in the following three forms:
1) Raw materials, including funds and human resources; 2) information, and 3) social and political support, or
legitimacy. The degree of their dependency on the environment is determined by the scarcity of the resources
needed and the organization’s ability to obtain these resources. Correspondingly, those allies who can help the
organization acquire such resources must also receive from the organization the necessary power to do so.

Organizations frequently encounter uncertainty, for which they have to depend on external environment in-
formation to deal with any such uncertainty. The uncertainty facing the organizations is derived from the limited
rationality in the humans who are estimating all of the environmental variables and the complicated relationships
among organizations. It is widely believed among scholars that the collective intelligence of individuals would
be superior to that of independent individuals in information processing. Put another way, organizations try to
enhance their processing ability by combining together the cognitive abilities of many individuals. Nevertheless,
the ability of organizations to estimate the fluctuations of both the internal and external environments is still
subject to their own individuals’ abilities.

The resource-based theory allows for the limitations in an organization’s knowledge base. No organization
can discover all potential solutions to a single problem and then determine the possible outcome from employing
those solutions and anticipating the influence of the intentions and actions of other organizations reacting to its
own behavior. Besides, due to the reciprocal causation between the labor division and specialization among or-
ganizations, the level of uncertainty has intensified. Organizations depend on the information environment, and
such dependency grows as the environment changes and technology improves. Organizations are also the con-
sumers of environmental resources and are a part of the larger social system which subordinates them under the
external environment. Given that organizations obtain the resources they need from the environment, they must
make judgments with respect to their own position and operation. The organizations need to gain social and po-
litical support from the environment in which they survive, so as to ensure the continuity of supply of resources
from that environment. Therefore, determining how to effectively manage or govern their external networks is
of great importance to firms.

As mentioned earlier, the key to an organization’s survival is the proper management of the environment upon
which it depends. In such circumstances, those participants or subsystems with the resources helpful to the or-
ganization will seek corresponding power within that organization. The structural relationship between an or-
ganization and its participants may be simplified into brief exchange of logic. An organization is a fixed, formal
place of market exchange, where the organization and its participants engage in power exchanging for resources.
The resource-based theory claims that the dependency of an organization on the external environment deter-
mines its internal structure, and particularly the power allocation within the organization. The degree of such in-
fluence is further determined by the following three factors: 1) the importance of resources or services in solving
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the problems faced by the organization, such as interdependency and uncertainty; 2) the ability of an organiza-
tion to substitute resources or services, and 3) the ability and extent of the members to utilize and apply the re-
sources and services provided. Supplying only those resources and services needed cannot solve all the prob-
lems facing the organization, because it is the power attached to those participants who are able to control and
apply these resources and services at critical moments that maximizes the benefits to the organization

3. Cost Saving and Interfirm Network

Focusing on the economic advantages of alliances between firms, scholars of the transaction-cost economics
(TCE) school hold that networks are a mix of purely bi-directional interfirm cooperation agreements. They
maintain that firms decide to construct networks and engage in network governance based on cost comparisons
between production or outsourcing patterns.

TCE studies have provided interpretations from the following two aspects: 1) What motivates firms to create
bi-directional ties? 2) What is the governance mechanism used to maintain the stability of such ties? In studies
of the TCE school, it is proposed that any suggestion about participating in cooperation may be decomposed into
two decisions.

The first of these is the make-or-buy decision. In the context of cooperation among firms, the purchasing de-
cision (cooperating with other firms) is based on the possibility of producing at a lower governance cost, while
the production decision (choosing not to cooperate with other firms) is based on lower organizational costs.
Thus, an inter-organization association will only be formed if such an alliance can help bring down transaction
costs (a combination of governance and organization costs)

Once the decision has been made to build such ties, the second decision would involve the selection of an ap-
propriate governance mechanism or contract structure which reflects the economic motivation for the proposed
network participation. The analytical framework of a transaction cost has pointed out two dimensions of gover-
nance structure design. First, the structure must be an equity-based governing structure, which can reduce the
opportunistic inclinations of partners, demonstrated by the fact that joint ventures are widely welcomed when
the opportunistic inclinations rise. Secondly, such interfirm associations must be able to reduce information
asymmetry as a communication channel. Failure to do so is the primary cause which leads to alliance failures. In
particular, when the governance structure of transactions can be explicitly coded into written text, such that con-
tract drafting may become more economical and thus more feasible, the parties will reach a non-equity partner-
ship agreement, such as full permission, etc. However, if an exchange involves large quantities of explicit
knowledge, contract drafting will become economically prohibitive, thus leaving cooperators with no option ex-
cept to select a self-governing structure, such as an equity-based partnership.

The TCE theory analysis has been criticized by many scholars for its over-simplicity, as it only touches upon
the cost factors concerned. For example, based on longitudinal studies of American firms, Gomes-Casseres
(1996) believes that interfirm alliances are promoted by the action of some alliances which searching for com-
petitors among major firms. This is done to strengthen the competitiveness against rival firms. Any industry has
only a limited number of potential partners. Firms tend to buy out their potential competitors, in order to ally
with them as much as possible. Such alliances reduce the options left to the remaining major competitors. As
soon as an industry leader makes a clear action to buy out another firm, such a strategic maneuver will intensify
the competition between alliance partners and further enhance full-scale interfirm alliances in the industry [7]

[8].

4. Learning Ability, Legitimacy and Interfirm Network

While TCE school scholars emphasize the economic motivation behind the construction of interfirm networks,
the institutional theory argues that the advantages brought about by such interfirm alliances or networks are not
limited to economic benefits. Based on this theory, when an interfirm network is built in the form of multiple
interfirm ties, the firms in such a network will enjoy benefits from at least three aspects [9] [10].

The first benefits that the network provides a rapid transmission channel through which organizations may
learn externally implicit knowledge. As pointed out by Kogut, a network is a facilitator for the rapid transmis-
sion of self-contained information [11]. Based on above definition, the form of a network has facilitated a new
synthesis of knowledge, which differs completely from the original information preserved on various nodes in

terms of quality [9].
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The second benefit of an interfirm network is the acquisition of legitimacy [10]. In other words, the form or
behavior of a firm or organization complies with the law, conventions and social customs, and is recognized by
other firms, organizations and individuals [12] [13]. Based on the institutional theory, building a tie with an or-
ganization which having an excellent reputation or a well-established industry network will produce significant
economic benefits (i.e. survival rate and market capitalization) for a firm which has not yet been widely ac-
knowledged within the industry. An organization which relatively low status may acquire its legitimacy through
cooperation with a firm holding a higher status. What is also worth pointing out is that legitimacy itself is also
included at network level, and that the existence of an interfirm network cannot be proven to be appropriate until
it is able to continuously and steadily obtain its legitimacy from both its internal members and external equity
owners.

The economic contribution of an interfirm coordination is the third benefit of an interfirm network. Contrary
to the economic benefits discussed by the TCE school, the institutional school believes such benefits are derived
from smooth inter-network communications between organization members, rather than a reliance on market
mechanisms to improve the quality of the network’s organization form. Good inter-network communications
help firms improve the quality of their goods and services and also help them respond in a timely manner to in-
tensive environment changes [14]-[16].

The institutional theory also maintains that organizations exist in a certain unstable state, as they operate in a
social system which is subject to the rules of entropy [17]. Thus, facing infinite changes, organizational restruc-
turing continuously occurs, simply to maintain their integrity [18] [19]. On the other hand, an organization can
be deemed to be currently in a stable state, just because it is closely linked to the social systems in which it is
located. These links grant the organization a high level of stability. Given that the stability of any social system
is dominated by the consistency of that system, organizational restructuring is an action aimed at actually re-
ducing such consistency and providing the opportunity to create a social order which is friendlier to the organi-
zation itself. If we apply the same motivation as the reason for the organizational restructuring of interfirm net-
works, it means that the networks built among firms will undoubtedly be in an unstable state. In order to main-
tain the integrity of the networks where firms locate, they will inevitably select and/or eliminate their partners,
thus generating a dynamic network governance process.

5. Discussion and Conclusion

Empirical studies have demonstrated that the motivations which lead firm to construct networks are diversified,
and are usually synthetic result from the above three types of motivations.

First, the dependency on external resources will ultimately determine that a firm must ally with other firms or
organizations. Due to the division of labor and market specialization, a firm is unlikely to have access to all the
resources it needs. Therefore, allying with other firms is a necessity. For example, from the perspective of a
value chain, a firm is always in a network which is comprised of suppliers, consumers and competitors, thus
forming an industry value chain-based knowledge chain. The firm also receives support from many professional
service suppliers. For example, firms, receive financial support from financial institutions, and they get policy
support from the government or industry institutions. The external and internal networks act as enablers of
knowledge acquisition and appropriation [20] [21]. Therefore, the construction of an interfirm network is driven
firstly by resource reliance.

Secondly, economic benefits and an improvement in market position brought about by such networks have
driven many firms to construct interfirm networks. From their perspective, when deciding whether or not and
how to obtain resources from the external environment, a firm has to weigh up both the costs and benefits. The
firms, however, are also restrained by market, social and other factors. The market restraints mainly come in the
form of the intensification of competition within the marketplace. If allying with another firm will give greater
competitive advantages to a firm, they may construct an expensive network without even considering the costs
[22]. The social restraints arise mainly from the pressures imposed by social norms. For example, many firms
have engaged in philanthropy and formed local labor unions. Newly-founded firms are more willing to join
hands with firms which enjoy an excellent reputation, in order to elevate the legitimacy of the newer firm in the
eyes of society.

In conclusion, firms construct their networks for many different reasons, including economic factors (reduc-
ing costs, obtaining scarce resources, improving market competitiveness, etc.), and social factors (as when a new
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or small-scaled firm joins a well-established network to improve their image and acquire social recognition or
legitimacy). In practice, the development of interfirm network relationships has provided broad horizons to
scholars in terms of research. For example, will different motivations lead to different strategies and effect the
network construction of different firms? In addition, at various developmental stages, firms usually face differ-
ent environments and strategic interests. Such changes can lead a firm to determine that building an interfirm
network will be a dynamic adjustment process which will increase the benefits firms obtain from the formed
networks. Put another way, the subject of interfirm networks touches upon such problems as whether or not
firms will adjust their objective of constructing a network, given the changes in time and the environment, as
well as how the firms will make adjustments in response to those changes.
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