Chapter 1

Theories and Models of
Service-Oriented Firms

ABSTRACT

A general understanding of business firms is required in order to be able to develop business and IT

strategies. This chapter presents the resource-based theory of the firm, the knowledge-based theory of
the firm, and the activity-based theory of the firm. With the widespread adoption of Internet technolo-
gies by firms, e-business models have emerged as a significant mechanism for service business. Both
business and e-business models represent the commercial implementations of the business strategies

chosen by the firms. This chapter, therefore, reviews the firm with a service orientation in terms of its

value configuration, business model, and e-business model.

INTRODUCTION

A general understanding of business firms is re-
quired in order to be able to develop business and
IT strategies. This chapter presents the resource-
based theory of the firm, the knowledge-based
theory of the firm, and the activity-based theory
ofthe firm. Services are created by configurations
ofknowledge-based resources and their values are
delivered through sets of activities involving the
customers. For services to generate value for both
the customers and the firms, their designs must
fit with and be accompanied by their underlying
business models. With the widespread adoption of
Internet technologies by firms, e-business models
have emerged as a significant mechanism for
service business. Both business and e-business
models represent the commercial implementations
ofthe business strategies chosen by the firms. This
chapter, therefore, reviews the firm with a service
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orientation in terms of its value configuration,
business model, and e-business model. These
theories and models describe conceptually how
the firm s constructed and resourced in delivering
uniquely differentiated customer value in sustain-
able ways. It highlights the ways in which IT is
used in the process of value and revenue creation
for the firm using the chosen value configuration.
It also classifies the ways in which Internet-based
business strategy, known as e-Strategy, may be
represented as an e-business model. The purpose
of I T strategy, which is a core subject of this book,
is about analyzing the business vision, mission,
and strategy, and defining the value configuration
(business process or business model) and the at-
tendant IT architectural model from which the
requisite IT infrastructure to support or enable
the firm’s business operating model is designed
and implemented. It is hoped that by illustrating
to the readers the varying contexts in which IT
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can add value to the business in each of the value
configurations or e-business models, the integral
nature of the ways that IT has embedded in our
business today can be better appreciated.

An understanding of firm theories and value
configurations is important to later discussions of
the topics in the book. The resource-based theory
is applied to understand resources needed for e-
business, sourcing, and governance. An important
resource is knowledge in terms of know-what,
know-how, and know-why. Knowledge manage-
ment theory and principles and their relevance to
business innovation will be discussed in chapter
15 of the book.

RESOURCE-BASED
THEORY OF THE FIRM

The resource-based theory of the firm grew out of
efforts to explain the growth of firms. Although
its origins lay primarily in economics, research-
ers in strategy have developed the resource-based
theory. The main attraction of the resource-based
theory is that it focuses on explaining why firms
are different and its effect on profitability. The
main tenets of the resource-based theory are that
firms differ in their resource endowments that
these differences are persistent, and that firm-level
performance differentials can be explained by
analyzing a firm’s resource position. Differences
in resources are seen to lead to non-replicable
efficiency rents.

According to the resource-based theory of the
firm, performance differences across firms can be
attributed to the variance in the firms’ resources
and capabilities. Resources that are valuable,
unique, and difficult to imitate can provide the
basis for firms’ competitive advantages. In turn,
these competitive advantages produce positive
returns. According to Hitt et al. (2001), most
of the few empirical tests of the resource-based
theory that have been conducted have supported
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positive, direct effects of resources. An important
and often critical resource is IS/IT assets in the
firm (Wade & Hulland, 2004).

The essence of the resource-based theory of the
firm lies in its emphasis on the internal resources
available to the firm, rather than on the external
opportunities and threats dictated by industry
conditions. Firms are considered to be highly het-
erogeneous, and the bundles of resources available
to each firm are different. This is both because
firms have different initial resource endowments
and because managerial decisions affect resource
accumulation and the direction of firm growth as
well as resource utilization (Loewendahl, 2000).

The resource-based theory of the firm holds
that, in order to generate sustainable competitive
advantage, a resource must provide economic
value and must be presently scarce, difficult to
imitate, non-substitutable, and not readily obtain-
ablein factor markets. This theory rests on two key
points. First, that resources are the determinants of
firm performance and second, that resources must
be rare (R), valuable (V), difficult to imitate (or
inimitable—I) and non-substitutable (N) by other
rare resources—the so-called VRIN principle.
When the latter occurs, a competitive advantage
has been created (Priem & Butler, 2001).

Resources can simultaneously be characterized
asvaluable, rare, non-substitutable, and inimitable.
To the extent thatan organization’s physical assets,
infrastructure, and workforce satisfy these criteria,
they qualify as resources. A firm’s performance
depends fundamentally on its ability to have a
distinctive, sustainable competitive advantage,
which derives from the possession of firm-specific
resources (Priem & Butler, 2001).

The resource-based theory is a useful perspec-
tive in strategic management. Research on the
competitive implications of such firmresources as
capabilities, knowledge, learning, culture, team-
work, and human capital, was given a significant
boost by resource-based theory. This theory indi-
cates it is these kinds of resources that are most
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