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Introduction

The purpose of this paper isto explore the use of flexible networks astools for locd sdlf
directed economic development. Current literature abounds with many of the foundation
elements of flexible network activities (Rosenfeld 1995; Lichtenstein 1992; Jarillo 1988; Lewis
and Welgert 1985), dliance or partnership relationships in marketing channels (Anderson,
Hakansson & Johanson 1994; Wilson and Maller 1992; Spekman and Sawhney 1990; Thordlli
1986) and control in network organizations (Pyatt 1995; Larson 1992). The principle area of
focus of this paper is on fragmented industries composed primarily of smal to medium sized
businesses, which some authors believe act and react much as the individua decison makers

who own and operate them (White 1988; Granovetter 1985).

In addition, researchers are beginning to andyze the development of socid capitd
among actors in dyadic and network arrangements in markets aswell asin purdy socid settings
(Putnam 1993; Tootle & Malecki 1994). Putnam (1993, pp. 167) defines socia capital asa
collection of features of socia organizations. Included in this definition are trugt, societdl norms
and vadues and interpersond networks that can improve the efficiency of society by facilitating
coordinated actions. In particular, inter-disciplinary research is now being caled for to address
the complexity of network development and to assst those who participate in network

formation. (Anderson et. al. 1994).



In highly fragmented industries congsting of smdl to medium szed firms, none of which
hold commanding positionsin the market, collective strategies or networks represent vigble
drategic options (Dollinger 1990). Congderation of network activities, functions, dimensions
and results may offer important ingghts into the potentid of networks or Interfirm Collaborative
Initiatives (ICls) (Chance et d 1995). IClsare defined asintentiona efforts to create or

enhance network formation or cooperative activities between three or more commercid entities.

An ICI differsfrom anetwork in that an ICl isthe set of precursors and motivations to
establish networks or other forms of interfirm collaboration and a network is the end result of
ICI activity. While an ICl may perform many of the functions and possess many of the
characteristics of anetwork, an ICl should be consdered a method by which networks are

established.

This paper will provide an understanding of the potentid for the use of networksin
community economic development. We review marketing, organizationd development, smdl
business management and entrepreneurship, sociological, and rura development literature to
establish the framework in which to consder interfirm collaborative initiatives and networks.
Recent research and literature on networks indicates opportunities for gpplication of this
business organizationd form. In addition, ingghtsinto the problems or obstacles facing smal
and medium sized businessesin rurd areas regarding adoption of, and participation in, networks

are presented.



Networks Defined

Networks are defined in the Catal ogue of U. S. Manufacturing Networ ks as a relationship of

collaboration of at least three firms characterized by interfirm dependence (Lichtenstein 1992).
Baker (1992) places speciad emphasis on the degree of integration across forma boundaries of
many types of socialy important relationships. The primary purpose of networksisto attain
economies of scale through specidization. Networks may be categorized as either hard
networks or soft networks (Rosenfeld 1995). Hard networks are those networks in which
there is a high degree of inter-dependence based on shared responsibility in product or service
delivery. Inahard network thereis also a degree of individua business strategy commitment
(Bosworth 1995, Lichtenstein 1992, Jarillo 1988). On the other hand, a soft network isonein
which ahigh leve of interdependence or individua business strategy commitment has not
occurred (Bosworth 1995). Soft networks include such activities as collectively associaing to
reduce insurance costs or sharing the costs of training programs (Bosworth 1995). It follows
that some networks may be categorized as both hard and soft, depending on the mix of

programs and services provided.

Regardless of the network type, there exists an element of enhanced business
relaionship or vaue added partnership inherent in the business network. Vaue added
partnerships are defined as a set of independent companies that work closely together to
manage the flow of goods and services adong the entire value added chain (Johnston and
Lawrence 1988). Similar definitions for interfirm collaboration and strategic aliances are found

in the literature on the subject (Spekman & Sawhney 1990; Rosenfeld 1995). For example,



Spekman and Sawhney (1990) define the strategic aliance as atype of “interorganizationa
relaionship in which the partners make subgtantia investments in developing along-term
collaborative effort and common orientation toward their individual and mutud gods’. They cite
Arndt (1979) who believes that competitive markets are being replaced by “ domesticated
markets’ conggting of interorganizationd systems (10S); long-term relationships characterized
by resource pooling, conscious information management, planned rather than ad hoc exchanges

and awillingness to trade autonomy for stahility.

Anderson et d. (1994) refer to the emergence of deconstructed firms where specialty
functions, once performed in-house, are now purchased from outside firms. Bryne, et 4.
(1993) identified the “virtud corporation” as a trangtory network of firms organized around a
specific market opportunity and lasting only as long as that opportunity lasts. Bowersox (1990)
refers to these collective activities as “logigtics dliances’. Wilson and Moller (1992) identify the
hybrid organization which is the process element and the key factors that describe astrong

relationship as the godss of the process.

Regardless of the descriptive title used to identify the structure of collective business
drategies, acommon theme is the need to respond to growing competition and awillingness to
overcome traditiona obstacles to cooperation. Table 1 summarizes a number of views on

competitive market structures beyond transactiona dyadic relationships.



Table1l. Competitive Market Structures

Authors Structure Name Characteritics

Rosenfeld/Lichtenstein Flexible Networks At least three firms; interfirm dependence

Baker integrated social relations across formal
lines

Arndt Domesticated Markets Interorganizational systems; long term

relationships with resource pooling;
conscious information management;
planned exchanges; trade autonomy for

stability

Johnston & Lawrence Value Added Partnerships Independent firms; close working
relationship; management of value added
chain

Anderson, Hakansson & Deconstructed Firm Specialty functions contracted to external

Johanson firms

Spekman & Sawhney Strategic Alliance Interorganizational relationship with

substantial investment in long-term
collaborative effort; common orientation
towards goals

Bryne, Brandt and Port ~ Virtual Corporation Transitory network arranged around a
specific opportunity

Bowersox Logistics Alliances Dyadic and other formal business
arrangements for strategic benefit

Wilson and Moller Hybrid Model Process element and key factor; goal is
strong relationship

Miles and Snow (1992) state that since the 1980’ s, around the world, companies have
responded to increased competition by restructuring closed and verticdly integrated

organizations. The new organizations form avariety of flexible sysems that more closely reflect



networks than traditiona pyramida (top - down) organizationa structures. In fact, the network
organization may be a superior organizationa form required to ded with increased globd
competitiveness (Best 1990). Biemans (no date) goes even further in expressing the importance
of networks. He believes the network form of multi-business organization or interfirm
collaboration has become critical for survival and the continued ability to maintain a competitive

advantage.

Barriers to Network Development for Small Business

Aswith any busness srategy, not al companies will view forma network participation
asviable srategy. Lack of smal company participation in networks may be due to serious
obstacles faced by the smal business owner/maneger (Table 2). These obstacles may include
lack of time, differencesin business strategy, varying levels of business activity, distrugt, lack of
access to an gppropriae organization, remoteness of the smal business, lack of communication,

among other reasons (Rosenfeld 1995: Putnam 1994; Conway 1994).

Table 2 Barriersto Network Development

Lack of Time

Differences in Business Strategy
Isolation from Influential Industry Peers
Varying Levels of Business Activity
Distrust of Others

Lack of Accessto Appropriate Organizations
Remote Location of Business

Lack of Communication Infrastructure
Personal Attitudes

Lack of Accessto Markets

Isolation from Influential Industry Peers
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The ingbility of smal companies, characteridtic of rural economies, to attain high leves
of efficiency through production economies of scale without considerable expense has been

documented (Piore & Sabel 1984; Steinhoff & Burgess 1988). These barriers

may arise from lack of capita, lack of management expertise, competition from other firms,
remote locations and other reasons that may exacerbate the reluctance of the smdl firm owner
manager to adopt a new, unfamiliar business strategy such as network participation (Conway

1994; Putnam 1995).

Benefits of Network Participation

Rosenfeld (1995) sates that for the smal to medium manufacturer, the most valued
functions of anetwork are to increase sales, incresse access to information and enhance the
opportunity to learn from one’ s peers. Stated another way, networks provide economic and
politica empowerment to smal companies. Added power dlowsindividua companiesto gain a
measure control over the future of their company. This control comesin the form of additiond
resources avalable within the network with which smal companies can protect themselves from
increasing competitivenessin an ever smdler and more crowded globd market place (Friedman
1987; Jarillo 1988).

Networks may offer smdl firms additiond tangible benefits including better product
qudity, reduced production costs, reduced shipping and promotiona costs, increased access to
resources and better customer service. In addition, there may be benefits based on subjective

measures of individua network participants such as new friendships or vaidation of persond
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views by peers (Johnston & Lawrence 1988). Table 3 provides a summary of benefits that

may accrue to network participants.

Table 3. Benefits of Network Participation

Increased sales

Increased access to information
Opportunity to learn from peers
Increased economic and political power
Additional resources

Increased product quality
Shortened production times
Reduced production costs
Reduced marketing costs
Better customer service

Other subjective benefits

NN I N ININIS

Classical Network Structure - Northern Italy

Jarillo (1988) reports the phenomenon of networking found its way to the United States
after successful implementation in severd other countries. In particular, the Emilia-Romagna
area of northern Italy’ s use of networks as formal business practices has attracted worldwide
attention. Theregion is consdered by many as the birthplace of modern network structures.
Lorenzoni (1982) found that network formation in northern Italy was a process of devolution
from agroup of 700 very large firmsin 1951 to 9,500 small firmsby 1976. In most areas
where networks have devel oped on alarge scale, the formation of networks was based on the

concept of alarge “hub” firm subcontracting certain aspects of production to smaller specidized



1

firms Each speciaized firm produces or adds valuein a particular area of the production

Process.

The devolution from verticdly integrated conglomerate to a horizontd drategic dliance
dructure dlows the large “hub” firm to achieve economies of scale while maintaining ahigh
degree control over the production and marketing processes (Jarillo 1988). The hub firm
redlizes these economies of scae because another firm makes the necessary investment in
facilities and machinery to supply products or services to the hub firm. In addition, periphera
firms may benefit by redizing consstent rdiable sources of supply and sdesaswdl asganingin

overd| gability.

Figure 1. Hub Firm Structure

Hub Firm

Specialty Firms

An example of the hub firm network structure is represented by an Italian company’s
experience in the textile industry. Changes in the textile industry competitive structure and

changesin the retall garment industry had forced manufacturers of materia to become very



flexible. Inlight of the variety of prints, colors, and fabrics required and the need for shortened
production runs, large materid producersin northern Italy found it infeasible to invest in the

required equipment needed to stay competitive.

Massmo Menichetti, owner of one of northern Itay’ stextile mills, decided in order to
reman competitive he had to divest some production functions. He sold thirty to fifty percent of
certain operations of his firm to employees (Jaikurman 1986). Menichetti tarted amarketing
company which helped the new companies market up to 30 percent of these new companies
excess sarvices not utilized by the origind Menichetti firm. Menichetti’ s firm was able tofill its
customers needs without expanding the origina company. In fact, the firm successfully reduced

cost and increased service levels (Johnston and Lawrence 1988).

In many cases the hub firm employs a strategy of encouraging, supporting and facilitating
collaboration (Anonymous 1995). The hub firm structure implies an agglomeration of firms that
some writers have termed indudtria ditricts (Harrison 1992). Harrison refersto spatidly
concentrated networks of mostly smal and medium sized companies using flexible production
technology and displaying high levels of inter- dependence, typica of the network structure

found in northern Italy.

Other aspects of the classica hub firm network structure is afocus on the mutua
benefits received such as strengthening of vertica ties (supplier-buyer reationships),
specidization in production processes (production operation management), and reduction in
transaction costs (drategic management) as the basis for network formation. All of these

aspects reinforce the interdependence of network participants as well as providing incentives to
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participate. However, ahigh leve of interdependence among networked firmsimpliesthereis

as0 adegree of risk that must be overcome by incentives and perceived benefits.

Risk/reward structures aside, the phenomenon of network collaboration is not well
established in the United States. Exceptions are the automobile industry where companies have
used the principles of networks for decades to lower costs by subcontracting various aspects of
production to speciaized firms. Aircraft manufacturers, computer manufacturers and office
products producers dl represent industrial groups which have for years participated in “joint
ventures’ to gain competitive advantages. Given the continued use of networks by mgor
industria groups, one must ask the question, “What aspects or dimensons of networks

facilitates improvements in competitiveness or profitability?’

Network Dimensions

Martinussen’s (1994) four mgor dimensions of a successful network are presented in Table 4.

Table 4. Network Major Dimensions
1. Joint problem solving

2. Developing and exploiting mutual complimentary
3. Developing supplier buyer linkages
4. Maintaining market sensitivity by individua accessto end markets
Joint problem solving is one of the most vaued aspects reported by Rosenfeld (1995)
and is aso one of the expected economies of scae. In the case of the networks, the costs of

doing business are not expected to be as high rdative to the individua business hiring the

services needed to perform the problem solving function done.
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Second, mutua complimentarity is based on knowledge of the capabilities of a
competitor who is now viewed as a collaborator. This particular function addresses one of the
most important underlying functions of a network; that is socidization or the opportunity to get
to know industry peersin a nonthreatening environment. The socidization process developsthe
fundamenta dement of trust on which al successful networks are based (Jarillo 1988). Mutud
complimentarity development and exploitation aso brings mutudly beneficid resources to the
relationship. When combined with the resources of another company, each participant
srengthens their position and expands their individua capabilities. Competitors learn to more
fredy exchange information and collaborate and innovations can more reedily occur. These
innovations can create emergent positive outcomes that were not possible with the physicd

resources available before collaboration began.

Third, developing supplier-buyer relationships strengthens the interdependence of firms
in the network, tending to improve overal product/service quality (Johnston and Lawrence
1988). Stronger relationships should lead to more stable marketing channels as companies

learn to trust and rely on each other to jointly meet expectations and market demand.

In network development, trust of othersis perhaps the most important issue. In
network literature, virtudly al researchers, regardless of perspective or discipling, discuss the
importance of trust among network participants. Sabel (1990) defines trust as the mutud
confidence that no one in an exchange will exploit the other’ s vulnerability. He addsthat trust is
widely held as a precondition for competitive success and that trust is the result of the

experience of participants in a series of transactions between themselves over time. These
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experiences build an atmosphere where trust can occur. Rector (1992) referred to this period
as the socidization process and Han and Wilson (1994) view this as a component of socid
bonding.

Sociologicd issuesinvolved in the decison making processes of owner/managers of
very smdl firms play avery important role in attracting companies to networks, epecidly for
very smdl or micro-firms. Reporting on astudy of rura networksin the northwestern United
States, Rosenfeld (1995) found that getting to know one' s peersin an industry and interacting
with them on aface-to-face basis is one of the most vaued aspects of network involvement.
Lorenzoni (1982) bdlieves that without trugt, firms entering into aforma relationship may find
that investments and/or hiring decisions based on that relationship result in economic losses.
Harrison (1992) says that trust in certain economic relationships is characterized by sngle
sourcing. A breach of trust by amgor supplier could have potentialy devastating effects on the
buyer. In addition, amgor buyer that attempts to exercise monopsonistic control over smdler

suppliers aso presents problems.

Fourth, maintaining market sengtivity through persstent contact with the customer base
isafundamental aspect of marketing. Market sengtivity is critica to afirm which sdllsto, or
produces a product for, the marketplace regardless of cusomer location in the marketing
channd. A network may provide athreshold of demand where larger numbers of customers
become aware of the individual company due to the agglomerative effect of anumber of firms
working jointly. This effect is especially important for very smal firms which produce

individudly but co-market their products through ajoint venture or network arrangement.
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Small Firms and Network Development

Although network member companies may seem to compete directly for the same
customer base (Harrison 1992), there are typically opportunities for al actors through product
and sarvice differentiation. For example, consumer incomes and tastes vary and the availability
of individua products a a given time may vary aswell. Co-marketing offers each company
more opportunity for additiona sales through learning on a broad scale how changesin end user

needs occur.

Because amdl and medium szed firms make up the mgority of firmsin virtudly any
economy, the potentia role of networks to facilitate interfirm cooperation for enhancing
economic development efforts is becoming increasingly important. The importance of smal
companiesisamplified by Birch (1987). He assartsthat small firms are consdered to be the
most important creators of new jobs. Acs and Audretsch (1990) believe smdll firms are on the
cutting edge for innovationsin technology. Although the importance the small firms sector of the
U. S. economy is significant, there are no clear and consistent methods or policies to encourage

further sector growth through network devel opment.

For example, the level a which government policy to foster small firm economic
development should be determined and implemented is till hotly debated. A growing body of
practitioners and researchers believe the closer to the location of implementation that policies
are developed, the more likely these policies will be successful (Deavers 1991; Fendley &
Christenson 1989; Flora et . 1991; Hackett 1988). Federa policy may best target the overdl

regiond and nationd economy of the United States by facilitating a smooth flow of capitd and
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labor from weaker to stronger industries instead of between specific locations (Deavers 1991)
However, if the opportunity isintended to fine tune policy for locd implementation, some
researchers believe the fine tuning should be alowed to occur with the cooperation and input of

loca officias (Deavers 1991; Fendley 1989; Floraet d. 1991; Hackett 1988).

Public sector support of network development for smal companies has yielded
intriguing results. For example, Rosenfdd (1995), reporting on the efforts of five rurd networks
in the northwestern United States found that four of the five efforts resulted in profound impacts
on gate palicies and programs. All the participating companies reported growth and overdl
improvement of company operations. For example, participating companies credit the network
with helping them get better information, increase contact with peers, and help with marketing.
A renewed sense of optimism, agenera good fedling about the network, and increased hope
and aspirations were a0 reported. In addition, locd officids felt the networks were afactor in
atracting additiond investment into the region. The latter finding isfully in kesping with
Perroux’ s thesis that resources will flow to the region where economic success is occurring

(Perroux 1955).

Another mgjor obstacle to the devel opment and perpetuation of networks of smdll
businesses is an ample and sustained source of funding for the network’ s operations (Tootle and
Malecki 1994; Summers 1994). In & least one network comprised primarily of very smdl firms
located in rurd aress, the inability and/or unwillingness of very smdl firmsto provide financid

support for the operation of the was a critica problem. Likewise, the time required for the
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network to develop dternate funding sources with which to finance its activities may be

protracted (Summers 1994).

Public sector support for specific projects which enhance the marketing function and
provide an opportunity to “jump start” anetwork, may be a partia answver to some of the
problems facing rurd smal business networks. Such support could provide important
assigance in the early stages of the network’ s development. Further, public sector support of
this type may not be as expensive as long-term tax incentives and other programs offered to
industria recruitment prospects. By providing project specific support to networks of loca
businesses, government sends positive sgnal's aoout the atitude of government concerning
support of smal business. Additionaly, unlike recruitment incentives which typicaly are amed
a only one company, public sector project specific investment made in smadl business networks

gpreads the inherent investment risk over a broader base of companies.

Networks can find creative ways to fund operating costs of networking initiatives.
Cooperative marketing efforts such as regiona showrooms, catal 0gs, cooperative tradeshows,
and information/customer inquiry clearinghouse functions are dl network benefits. These
benefits serve to promote the network to potential member companies, provide ways to finance
network operations, promote the industry and educate consumers about the products and
services available from network companies. These services create greater market opportunity
for network member companies. Importantly, these opportunities represent scale economies,
The marketing economies redlized by network participation are unattainaole by the individua

smdl company a comparable cost. Thisability of anetwork to asss firmsin achieving
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marketing economies of scale, is an important motivation for network participation. The ability
to increase sdles with amodest investment was found to be an important expectation of network

members and one of the strongest attractors (Rosenfeld 1995).

Conclusion

Rura economic development is a multifaceted and complex economic and sociologica
issue. Perhaps no single approach may be able meet the needs of each specific areaor region.
This paper examines networks as atool to be used to overcome some of the mgjor obstacles to
development of small businessesin rurd areas. Economic development efforts are unique,
depending on the specifics of the area where they occur. However, there exists a significant
body of literature which documents the validity of following economic development Strategies
focusing on the use of networksto assist small companies grow and prosper. Self-devel opment
utilizing networks can assst the collective efforts of existing companies and enhance the
utilization of resources. The ultimate god of any network development effort should be long-
term sudtainability of the economic base and maximization of resources and stability for network

member companies.
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