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Foreword

The alliance field is already congested with books and articles that all
too often follow well-worn paths. This book is different. It aims to
redress some imbalances in the conventional wisdom in the field and
to introduce new perspectives. As such, it justifies our attention in a
crowded field.

Let’s consider first the imbalances that it seeks to redress. As I see
them, there are three: (1) irrational exuberance about alliances; (2) the
rule of economics in analysis of alliances; and (3) the elevation of 
‘the alliance’ to a goal in itself. In each case, the imbalance in conven-
tional wisdom of managers and scholars is not an old, well-established
one, but one that emerged over the last ten to fifteen years. But that
makes such wisdom no less stubborn.

First, consider the irrational exuberance about alliances. Most recent
books and articles, especially those written for managerial audiences,
take a distinctly optimistic approach to alliances. In some, alliances 
are the wave of the future, or the solution to complex issues of global
or technological competition, or simply a smarter and leaner way to
organize work.

This kind of optimism stems from several sources. In the 1970s,
alliances were not generally seen in such a positive light, not by 
scholars and certainly not by managers used to command-and-control
organizations. So, the early work on alliances often took a contrarian
approach, touting benefits rather than dwelling on risks. Companies
were told to use alliances to compete across borders, to develop new
technologies faster, and even to learn from competitors.

This exhortation stuck. But for traditional managers, it was not an
easy prescription. Some firms, like IBM and GM, entered into their first
alliances kicking and screaming. But, then, as their traditional strate-
gies failed, they began to switch wholeheartedly to new organizational
models, including alliances. Others followed. By the time the techno-
logy boom appeared in the 1990s, alliances were being formed at a
dizzying pace. And, as is human, every alliance was launched with
optimistic projections and hopes. No wonder so many put aside their
old fear of what Peter Drucker had then called ‘dangerous liaisons’.

Into this exuberance steps Wilma Suen with a book not about the
virtues of cooperation, but on what she calls the dark side of alliances:
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non-cooperation. Why the gloom? Did we hit a wall and are alliances
now failing at alarming rates? No. But, the discussion needs balance. In
part, this is achieved here by re-focusing our attention on the down-
sides and risks of alliances. In part it is achieved simply by asking us to
examine not ‘what makes alliances work’ but ‘what keeps alliances
from not working.’ This book’s explicit focus on the motivations
behind defection and non-cooperation helps us understand the other
side of the coin that we always knew was there, but which most did
not study in detail.

The resulting study does not aim to be pessimistic, but instead real-
istic. In this it borrows from the field of international relations,
where realpolitik denotes a distinct and dominant approach of schol-
ars and diplomats. This leads us to the second imbalance that the
book attempts to redress: an over-reliance on the analytical tools of
economics in the study of alliances. To be sure, this imbalance has
been under attack for some time, but mainly from scholars using
approaches from sociology, psychology, and history. This book adds
international relations to the mix.

The political science perspective in this book introduces concepts 
of power and interdependence to the discussion in new ways. These
terms had been common in the early work on alliances, but seem to
have faded away as transaction-cost minimization and governance
efficiency became dominant themes in the literature. But notions of
the relative bargaining power of partners and the use of power to
punish or reward alliance members were never far away; here they
come to the fore again. The book goes deeper into these concepts 
than most works that focus on economic efficiency or the sociology of
networks.

The realist view of alliances proposed in this book also helps to
redress a third imbalance. In international relations, the realist keeps
the interest of states front and center; international organization and
international harmony are never ends in themselves. Thus too with
alliances in this book: they are seen as tools of firm strategy, not goals.

This focus on firm interests is eminently reasonable, of course; how
could we ever have thought otherwise? Apparently this was not hard to
do, if one looks at much recent alliance literature and advice. Along
with the optimism about the form came the elevation of alliance 
survival, partner satisfaction, and alliance harmony to the status 
of goals. So, scholars set out to measure results of alliances in terms of 
the alliances themselves, rather than in terms of the contribution 
of the alliances to a firm’s performance. And firms created managerial
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positions and offices charged with forming more alliances and keeping
them going; in the process they sometimes lost track of the underlying
strategic reasons behind the alliances. Here too, we need to regain
some balance and perhaps to return to fundamentals, as this book
helps us to do.

Finally, this book gives us some new concepts and terminology. 
In re-introducing the concept of power into the alliance discussion, it
allows us to think more deeply about two related concepts. The first is
interdependence, a core concept in international relations but one that
also has roots (and slightly different meanings) in economics and orga-
nizational studies. In this book’s view, interdependence comes in two
varieties: natural and constructed. This is an important distinction.

Natural interdependence in an alliance exists when the actions of
one partner affect those of another, e.g. because their technologies
depend on each other. It is embedded, so to speak, in the nature of the
technology and markets of the partners. Constructed interdependence
is a bit different: it is created consciously or unconsciously by the part-
ners in the way they structure their alliance and in the commitments
that they make as part of the alliance. This type of interdependence
also leads to one partner being affected by the actions of the other, but
only because the partners choose to tie themselves to each other
through the alliance.

These two forms of interdependence are clearly related. Con-
structed interdependence can lead to commitments that in later
periods may appear as ‘given’ or ‘natural’. For example, when one
firm commits its technology to be compatible to the technology of a
partner, it is constructing interdependence. But later, when the com-
patibility commitments have become engrained in the firm’s techno-
logical approach, a ‘natural’ interdependence on the partner firm 
will remain, regardless of the state of the alliance. Microsoft and its
partners are a case in point. Conversely, a natural interdependence
may beget constructed interdependence, as the airline cases show.

The second concept related to power that the book re-introduces
into alliance thinking is the distinction between the motivation to act
and the ability to act. The argument here is that firms may have a
motivation to defect, but lack the power to do so. But the distinction is
more general than this. Two firms may share a motivation to work
together, but lack the power to do so, due to third-party commitments.
Or a firm may have the motivation to acquire or ally with another
firm, perhaps in another country, but lack the power to do so due to
regulatory constraints. In other words, the efficiency goals of a pair of
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firms cannot always be met in practice, due to constraints, resources, or
political conditions. Once again, this book asks us to think more
broadly about alliances than most economic models do.

All this is great grist for the mill of alliance scholars and managers.
But the book adds one more ingredient: rich case evidence, sometimes
on well-known players and sometimes on new players. The case study
of Microsoft is probably the first to ask alliance questions of the exten-
sive data unearthed by the US Justice Department in its antitrust case.
The book wisely enriches this evidence by also examining Microsoft’s
alliance strategies in emerging technologies. The case of Ballard Power
Systems is new to the alliance literature, though the venture itself has
long stood as a model of a multi-party alliance in an emerging techno-
logy. Finally, the airline cases – a well-known industry, to be sure, but
one on which this book adds substantial evidence and some first-hand
insight.

For these reasons, perspective, concepts, and evidence, this book
deserves to be studied by alliance scholars and managers alike. It has
earned its spot not only on our bookshelves, but on our desks and in
our classrooms. Its success will depend on our willingness to open our
minds.

Benjamin Gomes-Casseres
International Business School
Brandeis University
January 2005
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1
The Dark Side of Strategic Alliances

Strategic alliances are a key element in a firm’s portfolio of manage-
ment tools, and considered a source of competitive advantage in many
industries. Even firms initially wary of cooperative competition have
adopted alliances in response to changes in their operating envi-
ronments. However, alliances introduce new risks as firms depend on
partners for vital resources, share control of key programmes and link
their success to their partners’ actions. The risks are real: over half of
alliances fail. This has serious consequences for a firm’s performance,
and for the development and commercialization of new technologies.

But, why do alliances fail? Many of the explanations relate to chal-
lenges in alliance-management and operations. Taking a broader
view, alliance failure is often about failures in cooperation, be they
unintentional or intentional. The alliance literature focuses on activ-
ities that tilt the balance in favour of building and maintaining
alliances, such as partner choice, goal setting, integrating operations,
or creating trust. This presumes that so long as we address these 
technical issues, firms will cooperate. Nonetheless, non-cooperation
occurs even where alliances achieve their stated goals, and in spite of
operational successes. 

Alliance managers must avoid being seduced by the language of
cooperation, and take a realist (and realistic)view of alliances. Alliances
are a tool used to implement a firm’s strategy, and do not represent a
paradigm shift in inter-firm relations. Despite alliance-level goals, each
firm is responsible to its shareholders, and cannot be expected to act in
the alliance’s interests when it conflicts with its own. Given the oppor-
tunity, firms will exhibit strategic behaviour in strategic alliances. And,
if firms choose to partner because it is the most appropriate tool at a
given time, once the circumstances change, they may not remain. 
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This book focuses on the dark side of strategic alliances, the 
why and how of non-cooperation. What factors motivate non-
cooperative impulses? What allows firms to act on them? The book
disaggregates the influences on the firm’s attitudes toward alliance
into their levels of influence and highlights the linkages between
them. It introduces measures of power and interdependence to
determine which firms are able act on non-cooperative impulses. 

In our case studies, why was Microsoft able to ‘persuade’ its partners in
the personal computer (PC) industry to act against their own interests, but
faced defections in its cable television (CATV) and mobile phone partner-
ships? Why do airlines not object when their partners invite their com-
petitors to join their alliance? How has Ballard’s alliance survived several
realignments of its structure? These cases show that firms act to protect
their own interests, and suggest that how indispensable a firm is deter-
mines whether its partners ignore its interests, and whether it can impel
partners to act in ways that benefit it. The lessons learned have implica-
tions for how firms structure relationships and tasks within an alliance. 

Firms may be bound by ‘natural’ interdependence between their
resources, but where this is insufficient, they can increase their ties by
‘constructing’ interdependence. This raises new questions – how much
structure is enough? And, can there be too much? The Swissair Group
found, too late, that it had created a structure that increased its exposure
to its partners’ financial weaknesses, leading to its own collapse. 

The challenge of non-cooperation is even more pressing in uncertain
economic climates. Slow growth, pressures to improve financial perfor-
mance, and difficulties accessing capital markets strain firms’ relation-
ships with their partners. As firms concentrate on improving their
bottom lines, the temptation to reap short-term gains at their partners’
expenses can become irresistible. 

This book’s primary goal is to remind managers to take a realistic
view of firm behaviour in alliances, and provide them with an ap-
proach to break down and identify the factors that influence their 
partners’ attitudes toward alliance, in the hopes of forestalling non-
cooperative behaviour. Furthermore, it gives managers a framework to
assess how much the firms in their alliance need each other’s resources,
and identify which ones have the ability to act on non-cooperative
impulses. For firms not yet in alliances, the framework provides a struc-
tured approach to partner choice, and to evaluate their partners’ and
their own contributions to the group. This will allow them to deter-
mine whether there is sufficient natural interdependence to bind the
parties, or whether they need to create stronger ties.

2 Non-Cooperation – The Dark Side of Strategic Alliances



What is a strategic alliance?

First, we need to be clear about what a strategic alliance is. In the past,
‘strategic alliance’ referred to a specific form of inter-firm relationship,
but today, there are as many definitions of what an alliance is as there
are alliances. The term has been applied to such a wide range of coop-
erative activities by both academics and practitioners that it has lost 
its meaning.1 Moreover, as cooperative structures have evolved and
become more complex, defining and categorizing strategic alliances
has become an even bigger challenge, spawning an extensive literature
specifying alliance characteristics and describing alliance-types.2 The
growth of multiparty alliances has further complicated the issues of
definition and taxonomy.3

The definition of alliance used in this work draws from both the 
necessary and sufficient conditions set out by Yoshino and Rangan –
independent firms, shared benefits and control, and continuous con-
tributions – and Gomes-Casseres’ contributions with respect to control.4

Although the Microsoft case studies in the PC industry push the bound-
aries of our definition, for our purposes, a strategic alliance is a coopera-
tive venture between firms situated on the continuum between markets
and hierarchies, and is distinguished by several characteristics:

• the firms remain independent
• the relationships are not solely transactional, so that contributions

are made continually
• partners bring resources, share risks and benefits, but have limited

control
• they are a means to address the challenges raised by incomplete

contracts, agreements which cannot be written to specify all future
scenarios

A multiparty strategic alliance is composed of three or more firms.
Structurally, the multiparty alliances in this study are groups of firms
bound to each other through networks of ties, rather than constella-
tions revolving around a central firm. However, the reality is that the
distinctions between the different multiparty alliance forms are becom-
ing blurred, with the emergence of hybrid groups. The airline industry
has one of the cleanest distinctions – a firm either chooses a global
alliance, or a constellation of bilaterals. But, even there, airlines supple-
ment their global alliances with bilateral partners to target tactical
markets. 
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This book focuses on resource-based alliances: members pool tang-
ible or intangible assets to enhance a group’s competitiveness and 
generate revenues, and to develop new products and markets.
Alliance partners, therefore, are sources of competitive advantage.
Resource-dependence theory, which argues that ‘the degree of a
firm’s dependence is a function of the critical nature of the resources
in the exchange to the parties involved, and of the number of 
and ease of access to alternative sources of supply…’5 provides 
the genesis for the focus on power and interdependence as key 
determinants of whether a firm is able to act on a desire to behave
opportunistically or defect.

Alliances: the double-edged sword

Firms enter into alliances to achieve goals more expeditiously than
they could on their own, or in order to share market and technological
risks. However, in choosing to ally, firms make a number of trade-
offs – giving up control, accepting constraints on their freedom to act,
committing to a set of partners and cutting off other opportunities,
sometimes permanently. But, cooperation does not represent the death
of competition. For firms, therefore, alliance management is about
optimizing between cooperation and conflict,6 impulses which arise
from a firm’s rationale for joining an alliance and management’s
imperative to maximize the firm’s returns.7 So, although cooperation
may be necessary to achieve a firm’s goals, management’s role is to
identify ways to get ‘more’ for its firm. For example, by lobbying for a
larger share of work, or convincing partners to adopt their operational
or technological standards, so as to minimize their firm’s switching
costs. Sometimes, however, maximizing a firm’s returns may mean
leaving the alliance. 

Alliances are critical tools in many industries’ competitive envi-
ronments, but are they inherently unstable? Not only do they face
significant management and operational challenges – made even more
complex in the multiparty form – alliances are built on top of a
number of fault lines. These include: firm versus group interests, short-
versus long-term orientations, rigidity versus flexibility in alliance
structure, differing firm goals and competitive environments, power
differentials and asymmetric interdependence. Given the extent of
relational risk that firms must take on, alliances can be viewed as 
a residual option, adopted in the absence of other acceptable choices at a
given point in time and under certain conditions. 
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Thus, alliances may be seen as temporary commitments to be 
disposed of if the conditions that favour cooperation change, or if the
benefits fail to meet the firms’ expectations. The calculus of coopera-
tion versus defection is different for each member of the alliance, just
as defections have different effects on the other firms in the group and
their ability to achieve their objectives.

Since an alliance’s competitiveness is a function of its portfolio 
of resources, defections have a negative effect on its performance 
and likelihood of success, although the impact depends on whether
the defector possessed a unique and vital asset. For individual alliance
members, a defection’s impact varies, since each partner relies on the
others’ resources to a different degree. Defections also increase transac-
tions costs – to separate the defector’s contribution to common assets,
or to buy them out, for the remaining firms to audit their vulnerabili-
ties, and to search for a substitute.8

However, defections also have symbolic value – just as some firms 
contribute ‘legitimacy’, defections can signal a lack of confidence in the
alliance’s product or strategy. This could lead other members to hedge
their bets, by reducing their own resource commitments or pursuing
other options. Other groupings may target the alliance’s membership.
Thus, defections can result in a domino effect which ultimately destroys
the alliance.

Non-cooperation has serious implications for the small- and medium-
sized enterprises found in many technology alliances. They are more
likely to rely on outside resources to bring their products to the market,
and are unlikely to have the financial capacity to secure these through
mergers and acquisitions or internal development. These firms need
alliances the most, but are also the most vulnerable. Not only do 
they depend on their partners’ resources, they often lack other lines of
business to fall back on if their alliances fail.

Saying ‘We’, Thinking ‘Me’

The study of strategic alliances raises questions about the appropriate
level of analysis. Should the focus be on the alliance or the firm? While
we speak of alliance success and failure, we have difficulty specifying
what it really means. We know that an alliance that has not achieved
its publicly stated goals, or which has collapsed under a series of defec-
tions, has failed, but what is success? Should an alliance be considered
successful if the benefits from joint activities flow disproportionately to
one or two members? Alliances do not have their own bottom lines;
traditional measures such as net profits, stock price, or cash flow reside
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at the firm level. This leaves open the possibility that the alliance-level
metrics we can count, such as longevity, numbers of members, or total
revenues, are the ‘wrong’ things. In extreme cases, an alliance can
achieve its goal, such as commercializing a new technology, but the
firm that invented it no longer operates. 

But, if we agree that alliances are a tool of firm strategy, then it is
obvious that the firm is the appropriate level of analysis. This book
takes the firm’s perspective, since it decides whether to cooperate or
not. Firms in resource-based alliances rely on each others’ contribu-
tions and the resulting synergies to achieve their goals, and thus have 
a stake in the alliance’s performance. Ultimately, though, the firm is a
profit-maximizing actor judged on its own performance. 

While it is easy to agree that alliances should be viewed from the
firm’s perspective, from a practical standpoint, it is difficult for alliance
managers and representatives to do so, and extremely difficult for
those in alliance institutions to keep in mind. Experience in the field
shows that individuals who are only involved in alliance activities find
it easy to criticize member firms for being obstructionist or for lacking
vision. But, an objective observer might say that the ‘obstructionist’
firm should be praised for understanding how to use its alliance to
maximum effect. 

Organization of the book

While not denying that firms cooperate and build trust, and that 
successful alliances do exist, this book argues that the realist per-
spective underlying the assumptions about firm behaviour suggests
that firms are better off not to expect their partners to cooperate. By
focussing on the dark side of alliances, it reminds alliance managers of
the damage that non-cooperation, and in particular, defection, can
have on their interests, and potentially, to their firm’s survival.

Chapter 2 examines why firms behave as they do in alliances. If
alliances are supposed to be beneficial, why does non-cooperation
occur? The assumptions about the firm borrow from the realist per-
spective in international relations to show that firms can choose to
cooperate and be self-interested at the same time; an alliance may 
be the most expedient tool to achieve its goals under the given circum-
stances. Alliances, therefore, are not a strategy, but a tool to implement
the firm’s strategy. The assumptions about the firm relax the view 
that economic returns are the only consideration; firms are also con-
cerned with strategic positioning and therefore care about relative
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returns. So, a firm may choose not to pursue an alliance initiative, 
even if it is beneficial, because it would rather retain a capability in a
function for the future.

This chapter breaks down the influences that motivate firm behav-
iour, a number of which have been identified elsewhere in the alliance
literature, according to their levels of analysis, and highlights the oft-
ignored firm-internal considerations. It reminds managers to examine
the alliance in the context of a firm’s overall operations, and that
factors extraneous to the alliance also affect how the firm views it.

The power and interdependence framework presented in Chapter 3
provides a structured approach to examine the how in non-coopera-
tion: the conditions under which firms in a resource-based alliance are
able to defect. Power and interdependence are a barometer of a firm’s
ability to pursue its interests independently of its partners. They are
functions of the type and uniqueness of the resources contributed to
the alliance, the firm’s financial position, and the extent to which 
partners are technologically or operationally integrated. All things
being equal, the more powerful the firm, and the less dependent it is
on its partners, the more able it is to pursue its interests. However,
having the ability to act does not mean that the firm will do so. 

The framework, combined with industry knowledge, allows man-
agers to identify the sources of power in their alliance, determine
their firm’s importance to its alliance and its partners, identify who
needs whom more, and whether their firm has the ability to respond
to non-cooperation. 

The three sets of case studies – Microsoft, Ballard and international
aviation – illustrate contrasting alliance environments: industry type,
alliance size, extent of structure, and vertical versus horizontal rela-
tionships. The Microsoft cases illustrate how a firm can use its power to
defend its position by behaving opportunistically and threatening
defection. At the same time, Microsoft also illustrates the contextual
nature of power. Its source of power in the PC industry, the Windows
operating system (OS), is of limited value in the new industries it is
trying to enter. Ballard Power Systems’ vehicular alliance typifies tech-
nology-based alliances between start-up companies and established
firms, and is an excellent example of an alliance which appears to have
done everything right. This alliance reminds us that any analysis of
power and interdependence is only a snapshot at a point in time.
Relative power and interdependence changes as assets become less
unique, as operations become more integrated, and as different
resources are critical at different stages of a project’s development. The
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airline alliances may foreshadow future trends in alliance structure. 
In the meantime, they highlight the importance of interdependence in
binding firms to their alliances – but also show that, depending on the
tools used, these ties may lead to unintended consequences.

These cases illustrate the challenges managers will face as they ex-
amine their own alliance relationships, and as they build their alliances.
The cases show how resource contributions differ between industries,
and more importantly, how context-specific power resources are: in
some environments, even firms as feared as Microsoft can be (temporar-
ily) curbed. They also reinforce the message that the elements outside of
the alliance are critical to how firms view their participation. 

The conclusions shed light on a number of questions, including power
and interdependence’s relationship to firm behaviour, the nature of firm
power, and alliance size and composition. Beyond specific instances of
defection or non-defection, the findings have implications for how firms
structure relationships and tasks within their alliances, and present new
directions for academic research.

Given the limited number of case studies, and practitioners’
general reticence to speak about the dark side of strategic alliances,
this book does not purport to provide a definitive answer to the
question what drives non-cooperation in strategic alliances. The sit-
uations and the alliance dynamics illustrated in the case studies
should resonate with alliance managers, and are meant to provoke
reflection about their own alliances… and hopefully, encourage
them to share their experiences.
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2
The Challenge of Non-Cooperation

If alliances are vital for firms to achieve goals they cannot reach on
their own, why is there non-cooperation? Cooperation is not a denial
of a firm’s self-interest or its goal of profit maximization. In the inter-
national relations sphere, Morgenthau contended that states pursue
alliances for expediency’s sake, not principle.1 Applied to the business
context, alliances are a means for a firm to achieve a goal more expedi-
tiously, share risk, or access resources it does not possess. This perspec-
tive implies that strategic alliances are not meant to be permanent
institutions, but rather, are temporary constructs created in response to
a particular situation or environment. As such, the marriage analogy
used by many observers is not accurate because it implies permanence.
Instead, alliances might resemble a game of musical chairs as firms
juggle their partners to access the most valuable assets. 

The focus on the dark side of strategic alliances brings their role into
perspective. Alliances are a means rather than an end. They are one
tool, among many, that firms can choose from to implement their
strategy. So, cooperation does not represent a new paradigm in inter-
firm relationships. Firms ally to improve profitability, reduce risk and
achieve things that they cannot do on their own. If an alliance does
not meet its goals, or if it is no longer relevant to the competitive envi-
ronment, firms cannot be expected to remain for the sake of belonging
to a group. 

This chapter and the next provide a structure for alliance managers
to identify the influences on a partner’s attitude toward the alliance,
and ascertain which partner(s)’ non-cooperative behaviours negatively
affect their firm. This chapter can be read on its own as an analysis 
of the factors in the firm’s and alliance’s environment that motivate
non-cooperation. Chapter 3 introduces a framework to determine the
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extent of interdependence between partners, whether there is room for
firms to engage in non-cooperative behaviours, and whether a firm has
points to exert leverage over its partners.

Assumptions

Cooperation amongst firms has been explained from a number of 
perspectives which identify different levers to modify firm behaviour.
Economic approaches, for example, focus on changing incentives,
while sociological approaches look to social norms of fairness and 
reciprocity, and relational approaches argue that internal norms of rec-
iprocity develop over time.2 The management literature has applied
these approaches to questions of structure, governance, operations and
evolution; this work is split according to whether researchers believe
that the competitive or cooperative imperatives are stronger, and again
according to the stage at which these measures can be applied. The
divide is a fundamental difference in beliefs about the nature of inter-
firm relations, and the possibility of changing managerial attitudes
regarding the firm’s imperative to compete. Both strands, however,
seek to identify ways to change a firm’s cost-benefit analysis, whether
through an implied threat to pre-empt defection, by providing larger
absolute returns by increasing the size of the pie, via monitoring 
and control devices, or by promoting processes which engender trust. 

This work sees alliances as economic, rather than social, constructs,
and favours the economic-based approach. But it does not deny that
other elements play a role in influencing behaviour. It takes a realist
view of alliances – that they represent a new tool that firms have
adopted rather than a paradigm shift in inter-firm relationships, and
that we should not be seduced by the language of cooperation into
ignoring the firm’s fundamental interests. 

The assumptions about the firm and its environment draw from 
the realist perspective in international relations, economic and man-
agement theory, and shape a firm’s desired action as it negotiates 
the delicate balance between factors that encourage cooperation versus
those that lead to self-interested behaviour. These influences come
from the firm’s operating environment, the alliance’s competitiveness,
intra-alliance relations, and the firm’s internal requirements. 

If the firm exists to own and control the deployment of resources
and to further its owners’ interests, then the more strategic an issue is,
the greater the firm’s desire to control rather than share power.3 In
hierarchies, control is explicit, but in the loosely-structured world of
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alliances, firms have influence from owning resources, holding equity
stakes, and being able to reward other alliance members.4 Resource-
based alliances are characterized by shared control, and a reliance on
others to provide vital assets. Thus, except when trying to set technical
standards, when the firm’s goal is to marshal as many supporters as
possible, alliances appear to be a residual option: firms choose alliances
and the relational risk they represent because it is the least costly
option at a certain point in time, because a firm-based solution is not
available or the technology or market risks are unacceptable.

From a financial perspective, economic and management theory
assume that firms are profit-maximizing actors, organized to ensure
that managers run the business for the owners’ benefit.5 Managers
choose courses of action which maximize the firm’s returns, and
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Table 2.1 Assumptions

Assumptions about the Firm

• Firms are profit-maximizing actors.
• Firms have both financial and strategic/positional goals, so are concerned 

about both absolute and relative returns from alliance. 
• Firms choose to cooperate because the cost of using an alliance to pursue 

their goals is lower than doing it independently, at that point in time.
• Benefits from the alliance can be quantifiable (e.g. stock price, profits, cash 

flow, ROI, ROE) or intangible (e.g. strategic positioning, legitimation/
reputation). 

• Firms re-evaluate their participation in alliances, according to whether the 
returns from cooperation or non-cooperation are greater. This is also 
influenced by environmental, inter-alliance, and intra-alliance factors. 

Assumptions about Intra-Alliance Relationships

• Conflicts of interest are inherent to alliances. 
• Two levels of objectives co-exist, the alliance’s and the individual member 

firms’.
• The alliance’s success/failure is not directly related to a member’s success/

failure.
• Alliance members compete against each other to maximize their share of the 

benefits, and to increase their influence within the group. 
• A firm’s value to the alliance is a function of its resource contribution.
• Interdependence between alliance partners is asymmetrical.
• Sub-groups may form within the alliance.

Assumptions about Inter-Alliance Relationships

• The alliance competes against other alliances or firms.



assess whether and how far to cooperate to achieve that goal. But to
protect shareholders’ interests, managers must look beyond financial
returns and ensure the firm’s long-term competitiveness through its
strategic positioning and by retaining the skills and financial resources
necessary to react to future changes in its environment. 

The firm’s economic and strategic goals reflect an environment
remarkably similar to that which states operate in, and allow us to
draw lessons from a rich history of political alliances and integrate
these with economic and management theory’s assumptions about the
firm.

The realist tradition6 in international relations asserts that states are
the primary actors in an anarchic environment, and that they will act
to enhance their own power and prospects for survival. States may
cooperate if it is in their interests to do so, but only as long as circum-
stances do not allow for more independent action, and the linkages do
not violate accepted behavioural norms.7 In essence, cooperation is a
necessary evil, and this utilitarian view assumes that rational actors
want to win, will try to influence others to act as they desire, and will
exploit situations to their own advantage. Thus, self interest drives both
the actor’s decision to join a group and its actions within a coalition
should the individual’s and group’s interests conflict.

States that believe that they are responsible for their own survival
will be sensitive to their position relative to others. Staying ahead
economically is important since economic power can be translated
into military power – as a case in point, the Soviet Union lost the
Cold War because it could no longer keep up with the US’ investment
in the military. By implication, cooperation is possible only where
the distribution of gains preserves the pre-alliance distribution of
power. After considerable debate in international relations over
whether absolute or relative returns are more important, there is
agreement that although cooperation increases every party’s returns,
this does not end distributional conflict.8

A more nuanced view has emerged that argues that the issue is
whether a relative gain is cumulative or positional. Cumulative gains
affect whether a gain today allows a party to compete effectively in
the future, and how difficult it would be to recover its position after
a relative loss. Similarly, Tucker’s ‘Partners & Rivals’ model differen-
tiates between short-term welfare payoffs and long-term positional
payoffs, and argues that although parties are not overly-concerned
with gains considered to be one-off shocks, they are concerned if 
relative gains affect their long-term position.9
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Relative gains may be even more salient in the business environment
than in international relations. Since a firm’s prospects for long-term
survival are a function of financial returns and strategic positioning,
relative gains are important within an alliance of rivals and potential
rivals. Unlike states, firms operate in an environment where hostile
takeovers are routine, where a dominant position can be protected by
standards and intellectual property rights, and where firms can cease to
exist.

A relative gains argument is also implicit in Hamel and Doz’s view of
alliances as learning races to reduce a firm’s reliance on its partners,
thereby shifting the power distribution within the group.10 Relative
gains are key to strategic positioning: in fast-changing technology
industries characterized by network effects and increasing returns,
falling behind today may lock the firm out of the industry’s future. It is
also in the interest of maintaining this skill base that Porter and others
argue against alliances for fear of ‘hollowing out’ the corporation, and
allowing the firm’s internal capabilities to atrophy.11

Realism’s implications for business is that alliances are a pragmatic
response to changes in the environment, and the most appropriate tool
to achieve a goal at that point in time. It encourages us to relax the
assumption that firms are driven solely by net present value considera-
tions, to take into account strategic goals. Firms, like states, prefer to
have more influence over the alliance’s direction, rather than less, and
would prefer to be less dependent on their partners as this reduces their
relational risk. Even absent a merger or acquisition, a firm whose part-
ners contribute significant assets will find that it has ceded its sover-
eignty, as partners gain seats on its board and a voice over its future
direction. Although there is no agreement over whether absolute or 
relative returns are more important to a firm, we cannot dispute that
differences in relative returns can impact power and interdependence
within the alliance. 

Alliance environment

The assumptions about the firm show that conflicts of interests are
inherent in alliances, and even when parties agree to cooperate, they
have different interests or goals, and may disagree over how to opera-
tionalize an agreed-upon goal. This work assumes that there are two
levels of interests within an alliance, that the alliance’s and individual
members’ interests may not be congruent, and that the alliance’s
success or failure to achieve group-level goals may not be directly
related to a specific member’s success or failure.
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While members cooperate to achieve an alliance level goal, they
compete for a larger share of the benefits and for greater influence
within the group. Hamel, Doz and Prahalad subscribe to the view that
collaboration is merely another means of competition, and ‘strategic
alliance[s] can strengthen both companies against outsiders even as it
weakens one partner vis-à-vis the other.’12

Additionally, each member’s value to the group varies according 
to the importance and uniqueness of the resources it contributes. Con-
comitantly, an alliance member relies on each of its partners to a dif-
ferent degree. As a result, firms which have closer relationships may
form sub-groups within the alliance, which may create yet another
level of divergent interests. 

Industry environment

At the industry level, this work assumes that the alliance competes
against other alliances and firms, to the extent allowed by regulation
and competition laws. It also assumes that the alliances will take act-
ions to weaken their competitors, for example, by trying to ‘poach’
other alliances’ members. 

Cooperation and non-cooperation

Although we refer to cooperation and non-cooperation, a firm’s
choice of action encompasses a continuum of possible behaviours. As
Figure 2.1 illustrates, these range from risking the firm’s own interests
in order to encourage others to cooperate, to not taking actions which
could benefit their partners, to actions which hurt partners, and ulti-
mately, exiting an alliance to compete against former partners. The
type and scope of non-cooperation varies considerably: defection is a
one-off event whereas opportunism, if undetected, may continue
indefinitely; and where alliances pursue multiple activities, a firm may
cooperate in some areas, but obstruct others.

Although the terminology of non-cooperation has normative
connotations, the negative implications only apply if we look at 
the firm’s actions from an alliance or partner point of view. Taking
the firm’s perspective, we would commend management for using 
the alliance effectively as part of its competitive strategy, and for
protecting its interests. But, we should also recognize that non-
cooperation will have consequences.

We are primarily concerned with the most transparent and serious
form of non-cooperation, defection, although the case studies will
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also illustrate opportunistic behaviour. We also need to keep in
mind that not all forms of non-cooperation are unexpected – large
firms often cooperate in one market and compete in another, and
partners compete within their alliances by presenting alternative
approaches to projects. So, the dark side of alliances only encom-
passes unexpected non-cooperation which takes place within the
scope of activities the firms have agreed to cooperate on.

Non-cooperation is important because it has ramifications for the
alliance and for the firm’s partners. At the minimum, non-cooperation
may erode the trust needed for the alliance to work, and widen the
existing fissures between the members’ interests. Not bringing the best
resources forward, for example, may hamper the alliance’s competitive-
ness, so that its members will receive a smaller return from the alliance
than they bargained for. Significantly, non-cooperation may also spark
retaliatory measures that weaken the alliance further. 

Cooperation

Although the answer to the question, ‘what is cooperation?’ appears
self-evident, there is a spectrum of cooperative behaviour, just as there
is a spectrum of non-cooperative behaviour. I distinguish between
active and passive cooperation. Passive cooperation is meeting the
commitments that the firms have agreed to, or ‘coordination effected
through mutual forbearance.’13 On the other hand, active cooperation,
adapted from Axelrod and Keohane’s study of inter-state relations,
requires firms to adjust behaviour to the actual or anticipated needs 
of partners,14 or, in the business context, take actions that promote
cooperation, such as making unilateral commitments, or investing in
co-specialized assets.15 Active cooperation is tied to the extensive litera-
ture on trust in alliances. Trust makes incomplete contracts possible,
and helps determine alliance structure, for example, in whether firms
use formal measures of power, such as equity,16 as well as the number
and types of measures required to monitor partners’ activities.17

Competition

Competition amongst alliance partners is not always considered non-
cooperation or contrary to the spirit of the alliance since alliance agree-
ments cover a specific range of activities. Therefore, anything outside of
the purview of the contract is left open for competition. For example,
Ford and DaimlerChryster (Daimler) cooperate in developing fuel cell
vehicles, but compete across a number of market segments, and Daimler
is working with General Motors (GM) on hybrid vehicles. All indications
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are that they will continue cooperating in one segment of the value
chain while competing in end products even after the technology is
commercialized.

Even within an alliance, maintaining channels for competition is
important since they are subject to competition law. The airline indus-
try is a case in point: except on routes where partners pool revenues
and costs, for which they have received antitrust immunity, carriers
expect their partners to try to ‘steal’ their customers through service
enhancements, or fare reductions. However, this does not mean that
consistent and extensive price undercutting would not increase 
tensions or would not lead to retaliation in other areas.

Alliance partners compete within the alliance – while they may agree
on the goals to be achieved, there is not necessarily agreement on how
to achieve these. This is an issue in horizontal alliances, where all 
the firms possess similar capabilities. For example, if the firms agree to
integrate some aspects of their operations, each would likely want 
the others to adopt their technologies or standards in order to avoid
the switching costs of changing their own operations, or to protect
their constituencies. 

Furthermore, only the traditional conceptualization of competition,
that for customers, is transparent to the partner. A second view of 
competition articulated is tied a firm’s desire to improve its relative
position in the alliance, and reduce its dependence on the alliance 
or its partners. Another form of competition, therefore, is to develop or
acquire capabilities provided by your partners, for example through
learning races. This type of competition, too, is expected and legiti-
mate within the context of the alliance, although some alliances try to
dampen this behaviour by implementing knowledge-sharing processes.

Although there is a distinction between competition, which is
‘legitimate’ and expected, and opportunistic behaviour, this distinc-
tion is sometimes blurred. The line varies from industry to industry
and from alliance to alliance. In the airline industry, for example, the
area of cooperation is defined relatively narrowly. Given the very
broad scope for legitimate competition, there is relatively little scope
for opportunistic behaviour. 

Opportunistic behaviour

In an alliance environment, opportunistic behaviour, defined by
Williamson as ‘self-interest seeking with guile’,18 refers to acts of 
non-cooperation short of defection, which take place within an area 
of expected cooperation. The range of behaviours can be divided into
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‘strong cheating’ or ‘active opportunism’ – actions that damage another
party’s interests, and ‘weak cheating’ or ‘passive’ opportunism, the non-
performance of an action which benefits other parties.19 Opportunism,
which is often not transparent to a firm’s partners, suggests that
although a firm engages in self-interested behaviour, it still values the
alliance enough to remain in it. Therefore, the intent is to maximize the
firm’s own returns, at its partners’ expense, not destroy the alliance.

Opportunistic behaviour affects alliance members in different ways.
It may negatively impact one or more of the firm’s partners, have no
impact on others, and may even benefit the group as a whole, for
example, by bringing in a second source for a key resource, or diluting
a dominant partner’s power. But, rampant opportunism can have a
deleterious effect on the alliance’s competitiveness. If it is obvious that
a member is holding back knowledge or free-riding, others may
become more reluctant to contribute, making the group less competi-
tive. Or, if a partner becomes intransigent over how to operationalize a
proposed project, the delay not only defers the benefits to the group,
but could allow competing alliances to gain a first-mover advantage. 

Although this book’s focus is on non-cooperation by firms, alliances
are also capable of opportunism. For example, although adding new
members may strengthen the alliance’s portfolio of resources, new
entrants may negatively affect some incumbents’ interests, particularly
if they are direct competitors or if there are overlaps in skills and
resources.

Defection

Defection or exit is the ultimate form of non-cooperative behaviour.
The negative impact on the remaining members and the alliance
depends on the firm’s contribution and the extent of interdependence.
If the firm contributed a unique and vital resource, the alliance may no
longer be viable, as is often the case in technology alliances. On the
other hand, if the firm only affected a small portion of the alliance’s
activities, and other firms can make up the loss, the effect may be neg-
ligible. The direct impact on individual firms will vary according to 
the extent of their bilateral ties. Some members may be indifferent 
to the firm’s participation, but where competitors co-exist within an
alliance, an exit may benefit the remaining firms, since their resources
are now more valuable to the alliance’s resource pool. The ramifica-
tions of exit also depend on whether the firm exited to compete
against the alliance, or to pursue opportunities in other businesses, and
whether an exit triggers a domino effect. 
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A second form of defection, which does not entail exit, is unique 
to the multiparty setting. A firm may defect from a partner by acquiring
it; the acquirer increases its share of contributions and returns in the
group, and changes the structure of relationships within the alliance.
Whether or not an acquisition is hostile, it may destabilize the alliance if
the target firm contributed a key resource to partners who compete with
the acquirer.20 For example, Silicon Graphics’ acquisition of chip de-
signer MIPS Computer Systems raised the question of whether MIPS
would serve the ACE Consortium’s or Silicon Graphics’ interests.

Although cooperation, competition, opportunistic behaviour, and
defection are presented as disparate choices, the reality is that aside
from exit, these behaviours are not mutually exclusive.

Influences on the firm’s attitude toward alliance

The forces that lead firms to enter into an alliance also affect their
views of whether alliances remain the appropriate strategic tool. Firms
enter into alliances to access resources, manage risk, acquire a ‘real
option’ amongst competing solutions, because of regulatory barriers, or
as an opportunity to learn. Firms may decide to exit once they have
achieved an internal goal, if the rationale for entering the alliance no
longer exists, or the advantages of being in a particular alliance have
changed. Or, the firm may find that it garners greater benefits outside
of a group, for example by changing its business model. 

If firms do not enter into alliances to be sociable or to build a 
community, but because the benefits of being in are greater than
remaining outside a group, then, whether the alliance delivers on its
economic promise is key. If the economic benefits do not come about,
but alliances are still the ideal vehicle to pursue its strategy, a firm may
need to change it portfolio of partners. But, will it be able to do so? If
not, it may resort to behaving opportunistically in order to reap greater
benefits from the current alliance. 

Figure 2.2 sets out the layers of influences on a firm’s views of its
alliance. Industry-level factors such as technology and regulatory
changes impact the alliance’s value, for example, by rendering a 
technology obsolete or limiting the scope of cooperation. Macro-
economic factors also play a role, as they may affect the firm’s need for
short-term boosts to their financial performance. Alliance-competitive
factors impact the size of the pie the members share. Intra-alliance
factors are a function of how well the partners interact at several levels,
encompassing operational, technical, and strategic issues. 
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Much of the alliance literature is focussed on intra-alliance factors,
leading to a significant amount of work on operations, strategic fit,
trust, human resource management, and other issues to enhance co-
operation. By contrast, the approach taken here looks beyond the
alliance’s operational effectiveness. We cannot treat the things that go
on around an alliance as having little or no bearing on the firm’s atti-
tude. Neither can we ignore the competing claims for resources within
a firm. 

Gomes-Casseres brings together firm and alliance level competition,
arguing that competition occurs between alliances and within
alliances, where members compete for influence and a greater share of
the benefits.21 The two levels of competition influence each other.
Alliances riven by internal rivalry are less likely to compete effectively
against a more cohesive alliance, just as a weak alliance will lead to its
members questioning their commitment to the group. Inter-alliance
competition is one of the forces driving intra-alliance cooperation. 

Arguably, the most important influences reside in the firm. These
include financial considerations, whether the firm has achieved its goals



(as distinct from alliance-level goals), how central an alliance is to the
firm’s core business, as well as the alliance’s performance vis-à-vis
the firm’s other lines of business. However, firms do not make decisions
in a vacuum. In traditional management frameworks, the external factors
influencing a firm’s decisions include its market environment and com-
petitor behaviour. Within a strategic alliance, this scenario is even more
complicated. Not only does the firm need to pay attention to environ-
mental influences and firm-internal considerations, but alliance-level
issues come into play.

Environment

Environmental influences are exogenous to the alliance’s com-
petitiveness or dynamics. These include factors such as the macro-
economic environment, regulation, or technological change, which
can undermine the rationale for the alliance. The question alliance
members face is whether an alliance is still needed in this new envi-
ronment, and if so, whether the current set of partners are the right
ones and whether the alliance is flexible enough to adapt or respond
to changing requirements. 

Environmental factors also influence a firm’s desire to behave
opportunistically. Slow growth, pressures to improve financial perfor-
mance, and difficulties accessing capital markets strain firms’ rela-
tionships with their alliances. As firms concentrate on improving
their bottom lines, the temptation to behave opportunistically in
order to reap short-term gains can become irresistible, even if cooper-
ation yields greater returns over the long-run. Where members are
constrained from investing in alliance-wide initiatives due to weak
financial performance, the alliance may become uncompetitive, 
and less able to deliver value to its members; this can weaken other
members’ commitment to the group, which in turn, impacts the
group’s competitiveness. 

Airline alliances are a case in point. The Star and Oneworld alliances
were established in the late 1990s, followed shortly by SkyTeam, at the
high-point of an economic cycle and a stock-market bubble driven by
the new Internet economy. These alliances were designed to attract
and retain high-yield business customers. Since then, the industry 
has been beset by recession, terrorism, war, disease, and the rise of a
new business model. Instead of revenue enhancement, the best most
alliance carriers can hope for today is revenue retention. The challenge
all three alliances face is how to adapt their rules and processes to focus
on enhancing efficiency, and finding cost savings, areas which had
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been more peripheral to their original design. But, it is not evident that
the existing partners bring the right resources to achieve these new
goals.

Government regulation plays a role in alliance formation and struc-
ture. In some industries, it creates the permissive conditions for coop-
eration; in others, it is the catalyst for alliance-formation.22 In some
industry environments, regulation determines who may partner, and
what they may contribute, through competition law or regulations
which favour one technological solution over another. In the airline
industry, for example, alliances are sometimes seen as a ‘second best’
option absent the opportunity to merge. In the automobile industry,
environmental regulation threatens to render their core competences
in engine design superfluous.

Technological change is another key environmental factor that can
render an alliance obsolete even prior to commercialization. Tech-
nological change’s impact is completely independent of whether the
alliance members meet their development targets. Firms who see signs
that the alliance’s current configuration will not be able to fulfil its
mandate may exit quickly rather than waste resources. 

Given the level of uncertainty at an alliance’s inception, changes in
industry conditions may mean that members’ returns do not meet
expectations. This will influence the firm’s perception of the alliance’s
value, and can lead to either opportunistic behaviour or defection,
although mechanisms to renegotiate the division of benefits may miti-
gate these urges. The industry environment can also affect a firm’s
decision to exit or not. For example, if alliance formation has created
strategic gridlock, it may have not have an alliance to exit to even if it
is unsatisfied with its current partners. 

Alliance-competitive environment 

In Alliance Revolution, Gomes-Casseres argues that alliance formation
often spurs others to establish rival alliances, so that eventually,
alliances may become the primary competitive unit in that industry.
But, even if alliance is the dominant strategic tool, a firm may not be
in the right alliance. Firms may try to defect to competing alliances if
the returns from their existing group are lower than expected. 

Gomes-Casseres’ work on inter-alliance competition links the alliance’s
competitiveness to its members’ actions within the alliance. Successful
alliances are more likely to encourage loyalty than unsuccessful ones,
even if the industry’s economic outlook has deteriorated, because, all
things being equal, a firm would not get a better return from alternative
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options. Moreover, the gains generated at the alliance level, or growth in
the size of the pie to be shared, can blunt internal rivalry by focussing the
members’ attention on absolute gains. Firms in alliances that achieve
their goals may also be more tolerant of opportunistic behaviour. For
example, if demand grows so quickly that a firm cannot keep up, the fact
that another member is encroaching on ‘its’ share of the market may be
ignored, and even welcomed if it keeps a customer within the alliance.23

On the other hand, an alliance’s inability to compete, however 
its members have defined competitiveness, can act as a catalyst for its
members to seek other options, and adopt more individualistic atti-
tudes to maximize their returns. Despite the fact that the alliance’s
success or failure is not directly related to individual members’ returns,
in a failing alliance, there is greater likelihood that returns do not meet
expectations. The consequences are even more stark in many technol-
ogy alliances, particularly in innovation-based industries characterized
by ‘winner-take-most’ economics.24 If an initial win becomes the basis
for superior returns over the long-term, this raises the stakes for all the
alliance’s members; if a firm has tied its future to a group by develop-
ing co-specialized assets, then its alliance’s failure may lead to the
firm’s failure.

Alliances compete for more than market share, they also compete for
members. Alliances target valuable non-aligned firms to enhance their
competitiveness or deny a resource to competitors. They may actively
target disaffected members of competing alliances, poaching them to
plug their resource gaps and weaken their competitors. But, they need
to consider if the duplication of resources would create tensions within
the alliance. 

Intra-alliance environment

Perhaps we should not be shocked by the fact that over 50 per cent of
alliances fail, but by the fact that almost 50 per cent do not fail.
Alliances lie at the nexus of a number of cross-cutting forces: firm
versus group interests, power differentials, and asymmetric interdepen-
dence. Additionally, members have different orientations toward coop-
eration versus competition, rigidity versus flexibility, and short- versus
long-term returns.25 The effects of these forces are manifested in the
alliance’s operations, structure and governance, growth and evolution. 

Whether members of an alliance are able to work together is critical
to the group’s ability to achieve its goals, and to its members’ attitudes
toward cooperation. This has been dealt with in the extensive literature
on alliance operations and management, which touches on issues as
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diverse as learning and technology transfer, human resource manage-
ment, culture, and operational integration. But, operations is only one
aspect of intra-alliance dynamics – firms may work well at an opera-
tional level, but still come into conflict, as happened in the Northwest
Airlines-KLM Royal Dutch Airlines (KLM) relationship, where they
resorted to legal action over ownership issues. 

An alliance’s structure and governance influences whether firms
want to cooperate. On structure, airlines have pushed the boundaries
in terms of the size and size distribution of members, the nature of
their interactions, and now, by developing formal infrastructures.
These are intended to be neutral bodies, but their existence raises the
question of whether these bureaucracies develop interests separate
from their members or push their own agendas. Does the alliance’s
governance provide opportunities for members to voice concerns or is
exit the only option?26 Some alliances are democracies – on paper. The
reality may be closer to Orwell’s Animal Farm, creating resentment as a
few parties’ interests are protected while others bear the costs of com-
promise. Opportunism and exit may also be dampened by a perception
that the distribution of benefits is fair, and that renegotiations may be
possible if the environment changes significantly. So, how flexible is
the alliance? Ballard’s alliance, for example, has restructured several
times, with all three partners reiterating their commitment to the
overall goal. 

Changes in an alliance’s governance affect its members’ attitudes
toward the group. For example, exclusivity rules limit what third parties
a firm may work with. If the group’s approach is to reverse the axiom
‘my enemy’s enemy is my friend’ to ‘my friends’ enemies are my enem-
ies’, participation in the alliance may hinder a firm from pursuing other
valuable relationships that help it compete in its market. 

Alliance growth – in terms of membership and scope – can have a
large impact on members’ desire to cooperate. In some cases, new
entrants who are supported by the majority may hurt the interests of a
few. If alliances are not careful in choosing partners, the quality of 
the new entrants’ resources and their financial stability may hinder the
alliance’s ability to achieve its goals. As the alliance evolves, there may
also be disagreements over the scope of the group’s activities, particu-
larly if these require firms to give up control of what they perceive to
be core functions, or if some firms do not benefit from pursuing these
activities jointly because their switching costs outweigh the gains. 

From a technical perspective, co-specialization arising from technical
or operational integration creates natural exit barriers. Additionally, as
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the partners develop more bilateral ties and sub-groupings form within
the alliance, it becomes more difficult for firms to extricate themselves
from the plethora of commitments. Over time, attitudes toward coop-
eration may change, so that it becomes a social norm,27 and may create
a willingness to accept short-term losses in return for long-term gains. 

Intra-alliance dynamics, or how the alliance’s or partners’ actions
impact the firm, can have a significant influence on how it views the
alliance. In multiparty alliances, firms are not only concerned with
their bilateral relationships, but also with other dyads’ impacts on
them: there are instances where cooperation between two partners can
have negative consequences for other firms in the group. Non-financial
considerations may play a large role at the intra-alliance level. Non-
cooperation by other members, for example, can undermine a firm’s
trust in its partners, even if it is not directly affected. Thus, a firm may
be wary about cooperation even if its returns from the alliance meet
expectations. Non-cooperation which directly impacts the firm’s
returns is even more likely to engender a desire to defect, particularly if
its returns fall below expectations. Or, it may provoke tit-for-tat behav-
iour, sparking off a cycle of non-cooperation.28 However, the firm may
wish to defect even if its returns exceed its internal hurdle rates
because of the principle of fairness or equity – instead of focussing on
absolute returns, the firm may focus instead on what its returns would
have been absent its partners’ opportunistic behaviour. 

According to the realist perspective, a firm will want to increase its
influence in the alliance, control over its partners and reduce their
influence over it, thereby reducing its relational risk. Thus, regardless
of the financial returns, the firm may behave opportunistically in order
to enhance its position. By implication, firms will also be concerned
about relative rather than absolute returns, particularly as imbalances
in returns can affect their relative power and interdependence over the
long run. 

Firm-level

Firm-level influences take into account the firm’s financial return from
alliance, as well as qualitative factors such as strategic positioning, reputa-
tion, market knowledge, and opportunities to learn. In fact, non-financial
factors may play a larger than expected role – in practice, firms are often
unable to quantify alliance benefits, either because the benefits are intan-
gible, or because it is difficult to measure incremental gains, particularly if
the industry is also undergoing rapid change. Additionally, gains from
being in an alliance need to be netted against the opportunity costs of
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joining, such as severing other profitable relationships. However, we also
need to look beyond the alliance to firm internal factors unrelated to the
alliance’s operations, which are particularly relevant in multibusiness
firms.

The most obvious reason to continue cooperating is that the firm is
meeting or exceeding its financial or strategic goals. From a purely
financial perspective, a firm’s choice of behaviour should be based on
whichever course of action has the highest net present value, perhaps
defecting to alliances which bring a bigger return. Alternatively, its
decision may centre around whether the returns from alliance meet
internal hurdle rates. Interestingly, firms may not exit even if the
alliance has not met their expectations. Despite the fact finance theory
dictates that sunk costs should be ignored when considering whether
to go forward with a project, the alliance literature and alliance man-
agers contend that firms are less likely to exit after making significant
investments in an alliance, and where there are high exit and switch-
ing costs.29

A firm’s reasons for behaving opportunistically or exiting may be
completely unrelated to the alliance’s performance. It may exit once it
has achieved its alliance goals, such as learning a certain skill. Or, if the
alliance is a real option against technology and market risk, once the
risk has fallen to an acceptable level, the alliance rationale disappears.
Moreover, an alliance is merely a tool of a firm’s strategy, and being in
an alliance does not mean that firms can avoid the difficult choices ne-
cessary to turn their businesses around. For example, there is specula-
tion that Aer Lingus will pursue a low-cost carrier model to its logical
conclusion, in which case, the Oneworld alliance would be far less
relevant to its business. So, even if an alliance meets a firm’s expecta-
tions, internal restructuring may have a much bigger impact on its
finances and survivability. In Ballard’s case, its partnership with
Coleman Powermate was dissolved, after Coleman’s parent company
reorganized and refocused its business units.

Even where there is group-based competition, each firm still 
competes against its peers and will have specific requirements that
may preclude cooperation with other alliance members. For example,
even as Ballard collaborates with Daimler and Ford, it competes
against other fuel cell developers to attract more automotive cus-
tomers. So, it is not in its interest to tailor its technology too closely to
Daimler and Ford’s specific requirements. Airline alliances face similar
issues: in order to provide service guarantees to all of their members’
customers, they may have to base these on the lowest-common
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denominator, since benefits which are the norm in one market may
be considered overly-generous in another, less-competitive one. 

Firms may behave opportunistically in order to bolster poor financial
performance in the short-run, even if this may damage relations with its
alliance partners. Management may also take a ‘bird in hand’ approach,
taking a tangible return today, by behaving opportunistically, rather
than wait for an uncertain, albeit larger, return in the future. 

Firms face resource constraints, and must choose between various
priorities as part of their capital budgeting/resource-allocation pro-
cesses. If a firm’s other lines of business have better yields, it may
divert its investments from the alliance to areas where it will reap a
higher return. Moreover, a ‘strategic’ alliance is not equally strategic for
all members. Firms which are in multiple alliances and markets may
find themselves with divided loyalties or conflicts of interest between
their various partners. In such cases, they must decide where their
strategic direction lies and which partnership brings the greatest
benefit.

Summary 

These influences on firm behaviour provide a snapshot of some of the
issues being addressed in the study of alliance interactions. While the
business literature has always assumed that firms are self-interested
actors, research into the conditions that determine cooperation/
defection is just beginning. Much of the work focuses on coopera-
tion, identifying strategies and tactics at the firm and alliance levels
that promote trust. There is an implicit assumption that the logic of
cooperation will trump a firm’s temptation to behave opportunisti-
cally. The relative dearth of work on intra-alliance competition in
multiparty alliances is surprising, given the assertions that alliance
members compete for influence and position within their group. In
fact, a multiparty setting may make opportunism more difficult to
detect, and thus a greater temptation.

The influences on firm behaviour are about the impact on a firm’s atti-
tude toward its alliance and partners. Sometimes, though, firms cannot
act on their desires. Firms might remain in an alliance even if the benefits
are less than what they bargained for because there is too much opera-
tional integration. Or, they cannot exit because the economic trade-offs
are too high, or because they are dealing with a monopoly supplier. 
In other cases, firms have walked away from long-term relationships,
destroying their old alliance in the process. 
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This book argues that current approaches to understanding the deci-
sion to cooperate or not are missing a step. The literature highlights
the influences on the firm, treating these influences as the indepen-
dent variable, and the firm’s behaviour as the dependent variable. 
My contention, however, is that these factors, which influence a firm’s
returns from an alliance or how it views the alliance with respect to 
its other options, generate a desired behaviour. While the current
thinking applies when the firm’s desired action is cooperation, it may
not apply when the firm’s desired action is non-cooperation. There is a
missing intervening variable in this process: the ability to effect desired
actions. This work focuses on the firm’s ability to carry out a desire not
to cooperate, which is a function of its power and interdependence
with its alliance partners.
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3
Power and Interdependence: the
Firm’s Ability to Act

This book contends that a firm’s power and interdependence are key to
understanding whether it is able to translate a desire not to cooperate
into action. Why are some firms able to behave opportunistically or
defect while others remain in alliances where their interests have
clearly been ignored by their partners? For a firm that could be harmed
by its partners’ actions, what can it do to prevent this undesirable
action from taking place? Both the capability to act and to defend or
deter depends on its power and its interdependence. But, just because a
firm has the capability to behave opportunistically or defect does not
mean that it will. 

While the concepts of power and interdependence are relatively
easy to understand, identifying and weighting observable and measur-
able metrics to determine which parties are powerful or who is more
dependent on whom is more difficult. This requires incorporating
resource-dependence theory with industry- and firm-specific know-
ledge to assess which resources provide more leverage and what assets
each partner needs.

The framework here gives managers a structure to examine their
firms’ alliances, and anticipate how these relationships may evolve, as
different firms’ resources become more valuable at different stages of a
project’s life cycle. Understanding power and interdependence also
allows them to structure alliances to bind their partners more closely. 

International relations theorists argue that in alliances, dependence
is related to bargaining power and freedom to act, and the less depen-
dent a party is (and the more dependent others are on it), the greater
influence it will have over its partners because it would be more able to
tolerate the alliance’s dissolution than the others.1 Interdependence
can foster cooperation as firms recognize that they need each other to
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achieve their goals, but may also trigger more conflictual relations, as
firms try to reduce their dependence on the other parties.2

Power and interdependence are separate but related concepts which
take into account both objective measures and relational ties. Their
application to strategic alliances increases the concepts’ complexity, as
we look at a firm’s position within an alliance, and what it does
outside of it. 

A firm’s power and interdependence are a function of firm-specific
factors, such as the type and uniqueness of resource being con-
tributed, firm size, and the firm’s options outside of the alliance.
They also depend on relationship variables, such as where the firm
sits on the value chain, the nature of the commitments made,
equity, and alliance size. While the firms’ resources and relative posi-
tions create ‘natural’ interdependence, firms may also ‘construct’
interdependence via contractual terms, such as non-compete clauses.
But, interdependence can be limited by regulation, such as restric-
tions on investment, and constraints on foreign control or where
firms may operate.

Power and interdependence are not static: just as the ‘balance of
dependence’ between states varies over time,3 this is also true amongst
firms. The parties’ power and interdependence shift as resources
become less unique, as asset specificity increases exit costs, and as dif-
ferent firms own the most vital resources at different stages of deve-
lopment. A case in point is Microsoft’s relationship with International
Business Machines (IBM): in 1980, it was a start-up firm contracted to
provide an OS for the PC. Today, it is indisputably the most powerful
firm in the PC space. 
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Defining power and interdependence

The concepts of power and interdependence are addressed in several
literatures. Network perspectives use structure to explain power dif-
ferentials, arguing that it is a function of an actor’s position within a
group, as measured by the number of its connections to other actors
(degree), its direct and indirect connections (closeness), and the
number of relationships it sits between (betweenness).4

Resource-dependence theory, on the other hand, argues that owning
vital resources determines influence and control. Power, therefore, arises
from others’ dependence on a firm’s contribution.5 The international
relations literature also sees ownership of resources as a source of power,
but also recognizes that a single definition of power is inadequate. 
What constitutes power differs according to the environment, with the 
result that who is powerful may vary significantly. In specific relation-
ships, power also derives from asymmetries in interdependence, which 
measures the relative dependence of two actors.

Power

Power is commonly defined as ‘the ability to get what is wanted, or to
produce desired change’, and more narrowly as the ability to get others
to do something they would not otherwise do, at an acceptable cost to
yourself,6 or control over events and outcomes. But, this is only part of
the equation. Power has both objective and relational aspects – power
may be proprietary, in the sense of owning something that confers
power. But, it cannot be fully understood without defining its domain
and scope. In other words, power over whom and with respect to
which things?7 Additionally, when we speak of power, we must clarify
whether we mean the resources or relationships that give a party the
potential to influence, or the exercise of influence.8

Power, then, has many contexts and dimensions. When discussing
power, we need to consider the objective measures, its instrumentality,
and relativity. And, in the context of alliance structures, there is added
complexity, as we need to separate a firm’s power in general, from its
power within an alliance. 

One aspect of understanding power is to identify the objective
measures, or measurable resources. In international relations, the tra-
ditional metric was military power – the number of tanks, aircraft,
missiles, and so forth – but has since expanded to encompass eco-
nomic power and ownership of strategic resources, such as oil.
Similarly, in business, market capitalization and cash are generic and
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objective measures of power, that can be used to compare across
industries and countries. In an industry-specific context, measures of
power include indices such as market share. 

A second dimension of power addresses the question of instrumental-
ity. A power resource’s usefulness depends on the context.9 Owning a
technical standard, for example, is not particularly useful in an unrelated
market. Clearly some sources of power, such as cash or market capitaliza-
tion, are far more fungible. Owning a unique technology resource may
give a firm leverage over its partners, but having a large market capitaliza-
tion allows a firm to acquire its partners, or a partner’s competitors. 

The use of the term power in the framework refers specifically to 
a firm’s power within the alliance context – its potential to influence
actors and activities in the group. The cases will illustrate how various
firms have exercised this power. A firm’s power in an alliance has both
informal and formal aspects, and derive from both firm- and relationship-
specific factors. 

A firm’s informal power is a function of its contribution to the alli-
ance’s goal, or how critical it is to the project. But, if power is about
being able to get others to do what you want, then it is less about
absolute values than what it is relative to others. Thus, informal power is
affected by the number of parties in the group, and the weight of their
respective contributions. To illustrate, if size is the key variable, then in a
large alliance whose partners are about the same size, no one is likely to
dominate. In contrast, one large firm amongst a group of small ones will
give it the biggest voice. At the same time, power, in the sense of being
able to shape events can also be affected by participation – firms whose
resource contributions are not large enough to give them a significant
voice can increase their influence by contributing more than their fair
share in working groups and committees.10

Formal power in alliances comes from equity stakes between individual
firms and alliance governance rules. In alliances, equity stakes can be used
as a means to influence partners and reduce relational risk. While these
may not be large enough to constitute control, they can give an investor
a disproportionately large voice through seats on the board, guarantees of
exclusivity, or vetos over certain types of decisions. More importantly, it
gives the investor insight into their partners’ operations, and greater
rights to examine technology contributions. 

The alliance’s governance structure constitutes another element of
formal power. Many multiparty alliances have established management
committees and working groups composed of members’ representatives.
The voting scheme adopted, ranging from weighted voting, to majority
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vote, to consensus, can reinforce or blunt the more ‘important’ firms’
power. However, whether these official structures are used as intended is
likely to vary considerably; formal voting is sometimes considered a
‘nuclear’ option to be used only if consensus-building fails. 

Although a firm’s power in the context of an alliance is a function of
its contribution and the structure of the alliance, the parts of the firm
outside the alliance play a large role in determining the extent of its
interdependence. Latent power is a function of more objective measures
of firm power, such as size and financial strength, and give the firm the
potential to threaten partners. While a pure-play firm may stake its
entire future on the alliance, this is generally not true of multi-business
firms, where the alliance only intersects with the tip of an array of opera-
tions. A firm’s latent power plays a large role in determining the extent
of its dependence. 

Figure 3.2, which is representative of many alliances between tech-
nology-start ups and large firms, shows that within the alliance and in
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the context of the alliance’s goals, Firm A provides the most valuable
resources and is the most powerful member in terms of the group’s
ability to achieve its goal. However, although B’s and C’s resources do
not give them significant power in the alliance, they are instrumental
in the general business environment, and give them the potential to
produce a desired change. For example, they can invest in research and
development (R&D) or manufacturing capabilities, or purchase key
skills. The larger firms could also acquire Firm A to strengthen their
portfolios, keep the technology from their competitors, or quash a
future threat. The smaller firm, therefore, operates under the shadow of
its partners’ power to acquire, to develop competing resources, or to
punish, and this could permit the larger firm to impel smaller ones 
to act in ways that benefit it. 

Interdependence

Interdependence can be defined most simply as mutual dependency,11

where one party’s interests are impacted, positively or negatively, by
another’s actions, even if they do not have a formal relationship. For
example, in a market, one firm’s increase in market share may come at
the expense of its competitors’, or, increased sales of a good results in
higher sales of complementary products.

A more restrictive view of interdependence is as a constraint on an
actor’s ability to act independently.12 This approach better reflects the
relationships firms create when they enter into alliances; as this book
argues, their need for their partners’ resources affects their ability to act
on what they want. Interdependence, therefore, can bind firms in
alliances to each other. The case studies show that while some firms are
naturally interdependent, others bind their members by constructing
new ties. 

Unlike power in the alliance, calculations of interdependence in-
clude the part of the firm outside of the alliance, as these other re-
sources provide firms with options should their partners behave
opportunistically or defect. For example, the goals of the business
unit involved in an alliance may be negatively impacted if it 
fails, but the firm, as a whole, is likely to weather the setback. In a
sense, interdependence answers the question of ‘what is a strategic
alliance?’ – alliances are strategic if they are vital to the firm’s long-
term competitiveness or survival. 

‘Naturally occurring’ interdependence is based on the firms’ respec-
tive resource contributions, how unique these are, and their positions
on the value chain. For example, co-specialized technologies are natu-
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rally interdependent. This type of interdependence can be found in 
its extreme form in the independent software vendors’ (ISV) relation-
ships with Microsoft because of their need to interoperate with the
Windows platform. 

But, interdependence is also related to questions of alliance structure
and governance. Firms have tried to redress imbalances created by natu-
rally occurring interdependence, or the lack of resource-based interdepen-
dence, by constructing interdependence. ‘Constructed interdependence’
is based on contractual terms which bind the partners more closely
together. These could include off-take provisions, anti-equity-dilution
agreements, non-compete arrangements, requirements to share R&D, and
rights to license. Constructed interdependence is similar to the network
literature’s approach to developing structures which increase exit barriers.
Over time, however, the measures introduced could cease to be a prop by
fostering natural interdependence; for example, exclusivity provisions
can lead to co-specialized technologies or partners must rely on each
other to perform key activities they no longer have internal capabilities
in.

Interdependence in multiparty alliances is more complex because it
occurs at two levels. The alliance layer addresses the extent to which a
firm depends on its alliance’s resources, and vice versa. But, the firm is
also interdependent to a different extent with each of its partners. The
different layers can be illustrated by the Ballard-Daimler-Ford alliance
in fuel-cell vehicles: although each partner contributes to different
parts of the value chain, Daimler and Ford are more interdependent
with Ballard than each other. Similarly, in airline alliances, all the car-
riers benefit from increased traffic and feed generated by the group, but
for individual members, the bulk of the benefits may come from one or
two partners.

In a resource-based alliance, members are often more dependent on
the alliance than vice versa, although it is also clear that some firms
are more vital to the alliance’s success than others. However, we need
to think about interdependence in a broader context than just the
alliance, and refer to external considerations. To illustrate, Ford and
Daimler are dependent on Ballard only if the market is zero emission
vehicles (ZEVs); if regulators allow low emission vehicles (LEVs), the
automakers become far less dependent. While their interdependence
changes, the relative importance of their resource contributions (or
power) in the fuel-cell vehicle project do not change. By the same
token, firm size also comes into play: while the alliance may encom-
pass all of one firm’s operations, it may be peripheral to its partner’s
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operations, even if that partner is dependent on the other firm to
achieve the alliance-specific goal. 

At the bilateral level, even if an alliance establishes a base level of
reciprocal obligations, as airline alliances do, the firms often have
deeper and more interdependent relationships with some of their part-
ners, forming closely-knit subgroups, but will not have direct ties with
others. As a result, firms are far more concerned about the behaviours
of some members. Moreover, these subgroups have serious implica-
tions for the alliance: if a member of the group exited, the others may
follow because they are more tied to that firm than the rest of the
alliance. 

Interdependence can be viewed along several dimensions, but the
two most relevant to our framework are ‘symmetry’ and ‘degree’, with
degree interdependence at the core of our model. 

Symmetry provides a snapshot of the parties’ relative dependence.
All things being equal, the less dependent party can potentially exert
influence over the more dependent. Thus, it addresses the firms’ rela-
tive power based on firm-specific assets, and where in the value chain
the parties sit. At the alliance level, symmetry revolves around the
firm’s importance to the alliance’s goal versus the alliance’s importance
to it. For example, Oneworld weathered the loss of Canadian Airlines
well because a number of its members flew to all the major Canadian
destinations, containing the impact to a relatively small percentage of
customers, although these had a disproportionate effect on revenues.
On the other hand, the alliance would be far less sanguine if British
Airways (BA) or American Airlines were to leave, since these two car-
riers generate a significant percentage of its traffic, represent its largest
markets and have extensive networks.

While symmetry provides a snapshot of the status quo, degree focuses
on a relationship’s impact on the parties, particularly if one acted to
change the environment. Degree can be further broken into ‘sensitiv-
ity’ and ‘vulnerability’,13 which reflect the short- and long-term
impacts, respectively. 

Sensitivity is about the immediacy of an impact on a firm and
reflects short-term costs that accrue before that party has a chance to
respond to the changed environment. In business alliances, sensitivity
is a function of whether there is an immediate impact on revenues or
cash flow. For example, the defection of a partner which provides
technology at a pre-commercial stage will have no effect on revenues,
and does not threaten the firm’s ability to deliver its product. On the
other hand, if a partner were the sole distribution channel, its exit
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would have an immediate impact on the firm’s revenue, one that is
potentially fatal. 

Vulnerability has a longer time-horizon than sensitivity, and is more
a question of the effect on a firm’s competitiveness and strategic pos-
itioning. It measures how costly it is for a party to react to a shock to
its environment, and may entail permanent changes in its practices.
Vulnerability is a function of a resource’s replicability and subs-
titutability; for example, losing a distribution channel is much less
harmful to a firm with many channels. But, it is also a function of the
firm’s own resources – how well can it absorb the search and switching
costs involved in acquiring alternative resources? Thus, vulnerability 
is also a function of a firm’s size, the range of its businesses, and its
financial strength, and is further ameliorated by the number of options
it has outside of the alliance, for example, if there are competing
alliances it could join. 

In technology alliances, the project’s goal is often vulnerable because
resources may be unique, but the firm’s survival, the ultimate measure
of vulnerability, may not be at stake even if the alliance collapsed. By
the same token, a firm whose entire business relates to the alliance is
more vulnerable than a multibusiness firm. From the point of view of a
party wanting to change the status quo, vulnerability is a question of
how costly it would be to end a relationship.

Vulnerability, which centres around a firm’s exposure to and ability
to cope with the negative consequences of a partner’s actions, is in-
fluenced by a number of factors. Within the context of its alliance
operations, the extent of co-specialization and asset specificity, along
with the uniqueness of a partner’s resource and its importance to the
firm’s contribution are critical factors. But, if we look beyond the firm’s
alliance activities, vulnerability is also a function of the firm’s size, its
financial strength, and the uniqueness of its own resources.

Measuring power and interdependence

Measuring power and interdependence, based on resource contribu-
tions, is an art rather than a science. Since resources can tangible 
or intangible there are no generally accepted measures or categories of
resource contributions, even amongst resource-based theorists. As a
result, studies have tended to be industry-specific, relying on proxy
measures and secondary data to attempt to quantify resource contribu-
tion, and related issues such as resource imitability, substitutability,
and criticality.14
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The key point in interdependence is that we are not concerned with
the intrinsic value of a resource, but its value relative to another
party’s, which changes according to which alliance a firm is in. But,
measures are, by definition, a snapshot of a situation at a point in time,
while a resource’s relative value changes as the alliance evolves and
according to developments external to the group. 

Power and interdependence in alliances are a function of both firm-
and relationship-specific factors. Relationship-specific factors, such as
equity investments, are easy to identify. Firm-specific factors relate to
informal sources of power based on resource contribution. Table 3.1
provides a template to evaluate the types of resources needed to
achieve the alliance’s goal, identify the critical resources, to determine
if there is resource duplication, and whether substitutes are available
beyond the group. The template highlights the extent of naturally
occurring interdependence, and gives firms a basis to determine
whether they need to construct interdependence. 

As this exercise shows, determining a resource’s importance to 
an alliance is best shown on a scaled basis and requires industry-
specific knowledge to rank and weight the categories of resources 
contributed. Similar challenges arise with respect to the issue of 
a resource’s imitability (replicable) and substitutability (developing 
different things to achieve same goal)15 – in some cases, replacing a
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Table 3.1 Approach to Analyzing Resource Contributions to the Alliance

Type of Importance to Substitutability Substitutability 
Contribution Alliance (H, M, L) Within Alliance (Y/N) Outside of 

Alliance

Equity/Capital
R&D/Innovative 

Capability
Technology
Manufacturing 

Capability
Distribution 

Channels
Management 

Experience 
Reputation/

Legitimacy
Denies a resource 

to a competitor



partner is just a matter of minor switching costs, in other cases, it may
involve significant re-engineering. 

Power

What are the components of power in an alliance? From the resource-
based perspective, power and influence in an alliance is primarily a
function of the firm’s contribution to the alliance’s collective
strengths.16 The type of resources which are important depends on
whether the alliance is horizontal or vertical, the alliance’s goals, and
the types of industries involved. Ultimately, power or influence con-
ferred by resource contributions is a subjective measure, for example,
over questions of whether technology or manufacturing skills are more
valuable. Even if we can agree which one is more valuable, we are
unlikely to be able to state how much more valuable. 

Power is also a function of relationship-specific factors, which take
into account the structure and size of the alliance, and a firm’s rela-
tionships with its partners. Although equity, or formal power, is only
instrumental on a firm-specific basis, it is relevant at the alliance level
because it effectively increases the firm’s weight within the alliance.
Operational relationships, such as significant outsourcing agree-
ments, can also be significant, as they give one firm influence over
another. For example, if a number of members adopt one firm’s 
technology platform, that firm has a bigger voice over alliance-level
technology choices in the future. 

But, a firm’s power is also influenced by alliance governance.
Alliances can be structured to give all parties an equal voice in deci-
sion-making. However, the actual decision-making process may not
reflect that set out in their governance. For example, more influential
firms could pressure the other partners to refrain from opposing mea-
sures they favour. The cases will highlight instances where more pow-
erful firms have compelled the others to act in their favour, and in
some instances, for less powerful parties to act against their own inter-
ests. As a result, the focus should be on resource contributions and
formal ties.

Interdependence

How do firms measure interdependence, or the extent to which one
firm is affected by another? In the context of alliance relationships, the
capability to defect derives from the asymmetries in the relationship.
The question, then, is who is less dependent, or most able to absorb a
partner’s non-cooperative action. 
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Power, based on the parties’ resource contributions, presents a snap-
shot of a situation within an alliance, but interdependence takes into
account resources and options generated by the part of the firm outside
of the alliance, and one firm’s ability to absorb the effect of another’s
actions. The challenges to measuring resources apply equally here, 
particularly as firms can only make deductions about their partners’
portfolios of resources, whereas resource contributions are known.
Moreover, while objective measures of firm power such as size and
financial resources are not relevant to the measure of power within the
alliance, latent power should not be ignored because these types of
resources are more fungible than context-specific sources.

While firms are uncertain how dependent their partners are on
them, they know, with certainty, how dependent they are on each of
their partners, and on the alliance as a whole. They know the costs 
they will incur if a partner behaved opportunistically or defected, and
they know how difficult and costly it will be to replace that resource.
So, to operationalize the framework, financial impact can be used as a
proxy for sensitivity interdependence, and affect on strategic position-
ing as a vulnerability measure. Firms should ask themselves what
would the cash flow effects of their partner’s actions be? Is the partner
(easily) replaced or will there be significant search, transactions, and
switching costs? However, as in the measures of power, there is a
caveat, since strategic positioning is a longer-term view, an assessment
at a single point in time is not the final word. 

The effect of a partner’s action, therefore, depends on the partner’s
firm-specific factors – the type and uniqueness of the resource con-
tributed and where the partners sit on the value chain, but also on the
firm’s own factors, such as its financial strength, options outside of 
the alliance, or ability to make or buy the missing resource. But, they
also depend on relationship-specific factors, which focus on issues such
as the extent of operational and technological integration between the
firms or the alliance, for example, or the commitments made, which
make it easier or harder to exit. 

Alliance level

A firm’s ability to defect or behave opportunistically depends on how
much it needs the resources the alliance brings and its options outside
of the alliance. Can the firm make or acquire the key resource and
compete on its own, or can it join a competing alliance? How strategic
is the alliance to the firm’s survival or long-term competitiveness? For
the largest US airlines, for example, global alliances are valuable but
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may not be strategic since international traffic only accounts for a
small percentage of their operations, and transfer traffic from the
alliance is a fraction of that. 

Relationship variables often serve to tie a firm to its alliance even if it
can find an alternative source for the resources it needs. At the alliance
level, relationship variables primarily have to do with the alliance’s
structure. Network density, or the numbers of linkages amongst the
partners in the alliance, increase exit costs. Moreover, the depth of the
relationship created by contract terms (transactions, shared R&D),
operational integration, and technological co-/specialization all affect a
firm’s interdependence by increasing the difficulty and cost of replicat-
ing the alliance’s set of resources. Additionally, some alliances set
formal exit barriers in the form of financial penalties.

From the alliance’s point of view, the primary consideration is a
firm’s contribution to its competitiveness. Not all firms and resources
are equally important. However, the alliance is clearly more dependent
on a firm that contributes a resource which is unique, for example
technology, or access to a market – and which is important to achiev-
ing the alliance’s goal. Firms which contribute to a peripheral market
are likely to have a minimal affect on the alliance’s competitiveness,
even if the resource is unique.

The alliance’s sensitivity and vulnerability to a member’s exit is
related to the type of alliance. In horizontal alliances, a firm’s exit will
have a revenue impact on the group, as the alliance may become less
competitive, or weakened because of the loss of some service options.
Within the alliance, some members will be more severely affected than
others. On the other hand, in a pre-commercial technology alliance,
there will be no revenue effect, but the alliance may be vulnerable, if it
cannot replace the defector’s contribution easily, threatening its ability
to maintain a technological edge in what Doz and Hamel term a 
‘race for the future’. Post-commercialization, the alliance may be both
sensitive, as it loses a key input, and vulnerable, if that asset cannot be
replaced, since this reduces the alliance’s value to the remaining
members, and may trigger a domino effect, as occurred in the MIPS
Computer Systems’ ACE alliance.17

Bilateral level

Examining interdependence at the bilateral level shows the firm which
partners are most important to it and which could hurt it the most. It
may find, by disaggregating the alliance into its component firms, that
just one or two partners are responsible for the vast majority of the
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value generated from partnership and that the ‘alliance’ is not that valu-
able. Alliance managers must understand the effect of firm- and rela-
tionship-specific factors, determine individual contributions, and assess
whether contractual or non-contractual factors limit the other party’s
ability not to cooperate. Since interdependence is relative, they should
view the relationship from their partners’ perspectives as well, to deter-
mine who has leverage over whom, in what areas, and where they can
develop or strengthen natural interdependence or build constraints on
opportunistic behaviour. 

In terms of firm-specific elements, the type of resource commitment
partially determines a firm’s sensitivity to its partner’s actions.
Reneging on commitments with cash flow implications, such as agree-
ments to purchase or to provide capital, or which affect a partner’s
ability to deliver its product, have an immediate impact. The magni-
tude of the impact is also measurable, although its relative importance
will depend on the affected firm’s own resources, particularly its
financial strength. In contrast, commitments that focus on technology
development or knowledge transfer have few revenue effects in the
short term, and give firms an opportunity to try to recover. By itself,
sensitivity does not mean much, as it assesses the immediacy and mag-
nitude of an impact, without addressing whether the firm has the
ability to seek alternative options, except where the cash flow implica-
tions are significant enough to threaten the firm’s survival, such as
Swissair’s collapse, which then triggered that of Sabena, its partner and
subsidiary, and imploded the Qualiflyer alliance. 

A firm’s vulnerability, its ability to cope with a changed environment,
or its freedom to exit the alliance, depends on firm- and relationship-
specific factors. The more important and unique the partner’s contri-
bution, and the higher the switching cost, the greater the resulting
vulnerability, particularly if the alliance is strategic to the firm. Vulner
ability also takes into consideration the firm’s internal capabilities:
whether it has the financial or technological capacity to remain unaf-
fected by, or to respond to, a changing environment. These factors
include the firm’s absorptive capacity,18 or ability to learn, and the firm’s
size, whether it has different lines of business, and financial strength. 

The relationship-specific metrics focus on the extent of the firms’
technological and/or operational integration. The deeper the relation-
ship, the harder it is to unravel, because of the switching costs, which
can be quantified. For example, Northwest Airlines is responsible for
KLM’s sales and support in the US, and vice versa in Europe, making it
very costly for either to build up a comparable network if the relation-
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ship ended. Relationship-specific factors add a temporal element to the
equation. Not only do the firms’ operations become more integrated
over time, the financial commitment to the project becomes more
expensive to walk away from.

Symmetry focuses on the relative importance of each party’s resource
commitments to the other. Why did the firm choose this partner and
how important is it to its goal? Symmetry also takes into account
whether substitutes are available, and if not, how well protected 
the partner’s resource is, since learning from a partner gives a firm the
potential to reduce its dependence. Additionally, if a firm can leverage
its partner’s knowledge into its other lines of business, the relationship
may be more asymmetric than narrow alliance goals indicate, and raise
the cost of defection. In addition to the firm’s absorptive capacity, this
capability is also dependent on the type of knowledge-based resource
sought, and how well it is protected.19

Symmetry interdependence is also affected by a number of relation-
ship-specific factors. The most basic question is the nature of the 
relationship. In an equity-based relationship, is the investment one-
way or two-way, and is there a commitment to contribute more capital
in the future? Or, is the relationship based on marketing and opera-
tions support, or joint R&D? Furthermore, what is the scope of the
relationship – how much of the firm is tied to the alliance? The firm
may also find that it is tied to its partner in other relationships besides
the lines of business in the alliance being examined, which increases
their interdependence. 
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Table 3.2 Components of Degree Interdependence

Measures 

Sensitivity Impact on cash flow (e.g. financing)
Impact on revenues/ability to sell
Size of impact

Vulnerability Firm Specific
• Type of resource
• Importance of resource
• Uniqueness
• Cost of replacing
• Capability to respond
Relationship-Specific
• Operational integration
• Technology co-/specialization 
• Stage of technology development



More important is the extent of technological specialization or co-
specialization or operational integration. For example, a transactions-
based relationship is not very interdependent, even if their interactions
may encompass design changes and improvements to products and
manufacturing processes. Agreements for shared R&D, for example,
require a better understanding of each other’s skills, a greater sharing
of information, and in some cases, sharing of personnel. If the alliance
requires the development of co-specialized assets, and these assets
amount to a significant percentage of the firms’ operations, then they
are tightly bound together. In other alliances, one partner may provide
operations, logistics or information technology (IT) support, leading
the other to become dependent on it for core functions, potentially 
de-skilling the firm in these areas. 

Transitory nature of power and interdependence

Power and interdependence are not static measures. They change due
to factors both within and external to the alliance. Different firms are
more powerful as alliance projects move along the development
process. In technology-development alliances, for example, the respec-
tive firms add value to different segments of the value chain, and at
different points in time. Therefore, the firm that owns an innovative
technology may be the most important member at the alliance’s incep-
tion, but those that provide manufacturing capacity and distribution
channels contribute greater value at commercialization. The firms’ 
relative positions also vary due to changes in the firms’ internal 
capabilities, and as the firms’ resources and skills become less unique.
Moreover, the firms can actively try to change their relative power 
and interdependence, through Doz and Hamel’s learning races, for
example. Or, they may try to duplicate capabilities that their partners
contribute. 

Relative dependence also shifts as technologies and operations
become more integrated, and as firms relinquish other relationships 
to focus on alliance partners. Alliances open doors to new opportuni-
ties, but also close off other options, and thus, partners are likely to
become more interdependent over time. One analogy is a regional free
trade area, which increases total trade, but may divert trade away from
non-member countries.20

Thus, assessments of power and interdependence are not written in
stone, but are snapshots of relations at specific points in time. In ana-
lyzing relationships with their partners, firms should look ahead to
assess how interdependent they would be at different stages of the
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alliance’s development, both in terms of whose resources are the most
critical, and the extent of asset specificity that arises from cooperating
over a period of time. 

Applying power and interdependence 

This chapter presents a framework for firms to gauge their power in
their alliances, and assess their interdependence with the alliance and
individual partners. The analysis can be applied in partner choice 
and alliance design. How can a firm protect its interests and try to min-
imize the risk of defections or opportunistic behaviour? If there is
significant naturally-occurring interdependence, does the firm need to
construct interdependence? For firms already in alliances, the frame-
work allows them to determine which partners they are most depen-
dent on, and whether those parties have the capability to behave
opportunistically or defect. 

The metrics used to measure power and interdependence highlight
how germane the resource-based perspective is to strategic alliances. Two
key factors, the availability of alternative sources and the resource’s criti-
cality to a firm’s success, illustrate the potential for coercive power to be
exercised if one firm were dependent on another.21

However, while a firm has the capability to act on non-cooperative
urges, it does not mean that it will act. While this model does not
provide the tools for a detailed risk analysis for non-cooperation, man-
agers can look to the influences on their partners’ motivation to coop-
erate, as presented in Chapter 2, to provide an early warning signal
that a situation needs to be more closely monitored. The question then
becomes what carrots or sticks may be employed to influence that
partner’s decision, and whether the response needs to be made by an
individual firm or by the group. 

The next three chapters present a series of case studies of alliances
and non-cooperation in the communications and IT, alternative
energy vehicle, and aviation sectors. These cases highlight how firms
use naturally-occurring and constructed interdependence in their
alliances, as well as the dangers that come from over-compensating
when constructing interdependence. 

As Figure 3.3 shows, the cases are a study in contrasts. They provide
examples of both horizontal and vertical alliances, and equity and non-
equity-based relationships. The cases also illustrate the range of industries
multiparty alliances are found in today: services, manufacturing-based
high-technology, and non-manufacturing based high-technology, where

Power and Interdependence: the Firm’s Ability to Act 47



network effects and standards are important. Of all the cases, Ballard’s
alliance is arguably the quintessential resource-dependent technology
development alliance between a start-up and established firms, with some
equity investment; it also contrasts the others in that it is pre-commercial
and allows us to map the changes in power and interdependence over
time.
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4
Microsoft: Power and the Limits of
Power

In the dark ages of computing, computer-makers were vertically integ-
rated: a hardware firm, such as IBM, developed proprietary OSs and
applications software, and sold it to the corporate customer. Since then,
the computer industry has undergone two paradigm shifts – to personal
computing, then networked computing – and is now transitioning to a
third, based on devices that send and receive data. 

The advent of the PC and Microsoft’s approach to software as a
product de-linked the hardware and software industries. As a result, the
OS, rather than the hardware, became the platform for which applica-
tions software was written. As Microsoft’s MS-DOS, and later, Windows,
became the de facto industry standard, customers made buying decisions
according to the OS; hardware became a commodity.

For individual users, the era of standalone computing gave way to
networked computing. This was made possible when software firms
developed ‘middleware’ and supported open standards to disintermedi-
ate the OS and applications software. The goal was to make users OS-
agnostic, just as the OS had made users hardware agnostic. So, across
the Internet, it became irrelevant whether a document was produced
on a Microsoft Windows PC or Apple Macintosh platform. This, there-
fore, was a direct threat to Microsoft’s core business, and the source of
its influence over the industry’s evolution.

Today, we are moving beyond connected computers to connected
devices. The Internet, which was built on open standards, would be the
platform and medium for these devices to communicate. The conver-
gence of information and communications technologies (ICT), such 
as Internet-enabled mobile phones, e-mail capable personal digital
assistants (PDAs), and on-line gaming, are a natural progression from
communications between computers. Also being brought under this
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umbrella is ‘content’, the material which makes much of the commu-
nications valuable. These connections bring together a number of
established industries with powerful incumbents jealously guarding
their power. Interconnectivity is anticipated to move beyond deliberate
human communications, to networked homes, for example, where a
refrigerator might order groceries from the local store after doing
inventory. 

The case studies in this chapter are snapshots of an inflection point
in the evolution of computing, and the challenges posed to the most
central firm in that industry. With the emergence of technologies 
that threatened to make the OS irrelevant, Microsoft faced what
Christensen terms an innovator’s dilemma, and used its power over
dependent partners in the computer and software industries to slow
down the paradigm shift long enough to defend its position, and to try
to co-opt the new technologies. 

At the same time, Microsoft recognized that the next shift would
follow rapidly, given the growth in Internet usage, more powerful
microprocessors, greater communications bandwidths, proliferation 
of wireless technology and the rise of new models of e-commerce. It
embraced the paradigm shift, using its financial resources to speed up
the change, and establishing equity and non-equity alliances across a
wide spectrum of industries to try to set the technological standards for
the future of the Internet. It has introduced a wide range of Windows-
based OS and server software for these technologies, including
Microsoft TV, and Windows Mobile for PDAs and smartphones.

Why Microsoft? 

The Microsoft cases provide valuable insights into why firms behave
opportunistically or defect, the conditions under which they are able
to do so, and highlight the limits to regulatory authorities’ abilities to
constrain power based on owning technology resources. It also illus-
trates how interdependence can be a tool to bind partners. In the 
PC-related industries, the other firms’ natural dependence on Microsoft
meant that there was no need to establish formal alliances; in contrast,
formal alliances, sometimes cemented by equity, are the rule in the
new convergence industries. 

From its inception, Microsoft has been one of the industry’s most
formidable competitors. Its success rests in Bill Gates’ business acumen
– being the first to recognize that software had value and moving to a
licensing model,1 rather than on technological superiority. In fact,
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many major technology features, such as the graphical user interface,
and even today’s browser and media player, were pioneered by other
companies. With Intel, Microsoft drove the pace of development in
PCs, and in the process, eliminated the mini-computer industry. 

Since 1988, Microsoft has been subject to a number of antitrust
investigations, but it was not until its business model was threatened
by the new Internet technologies that concerns about its exercise of
power over its partners spread beyond the computer industry. The PC-
focussed cases and the Netscape one represent two points on the value
chain on which defensive and pre-emptive battles were fought. 

The Microsoft cases also furnish some of the clearest lessons of how
power and interdependence changes over time, and the contextual
nature of power. Juxtaposing its positions in the PC and non-PC arenas
clearly illustrate the relevance of power and interdependence to a
firm’s ability to influence a partner’s decision to cooperate, compete,
behave opportunistically or defect, and show how dependence can
force firms to act against their own interests, and against their cus-
tomers’ interests. In Microsoft’s case, other firms’ perceptions of its
power, combined with its reputation, created an environment where
they recognized Microsoft’s power and willingness to use it, and so do
not act for fear of retaliation. 

The Microsoft cases are important because of the implications for
the future, not least for future competition between third party soft-
ware which adds functionality to the PC and Microsoft’s development
of similar capabilities. Its relationships and management challenges
exemplify some of the key themes in technology and knowledge-
based industries, and the challenges to business strategy and govern-
ment policy raised by the logic of network effects, the need for
standards and industries characterized by increasing returns to scale.
Even though the US Department of Justice (DoJ) won a landmark
antitrust trial, labelling Microsoft a monopoly that had ‘maintained
its power by anti-competitive means’,2 it was a hollow victory: today,
Internet Explorer (IE)’s market share is around 95 per cent. Nor has it
deterred Microsoft from taking similar actions in other markets; in
March 2004, the European Commission ruled that Microsoft unlaw-
fully tied the Windows Media Player to the OS, a judgment which
mirrors the US decision. Microsoft has also put search engines, and
industry leader Google, in its sights, with plans to build a search
engine into the next version of Windows. Additionally, having pur-
chased an anti-virus software firm in 2003, there is speculation that
eventually, it will add anti-virus capabilities to the OS.3
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Influences on the firm’s attitude

The key influences on firm behaviour in alliances in the ICT industries
come from the industry environment, and from firm-specific priorities.
Inter-alliance competitive factors will come into play as the market and
technology for networked homes, interactive TV, and mobile handheld
devices develop. 

Intra-alliance factors are less relevant to these case studies. Micro-
soft’s relationships with other stakeholders in the PC arena are infor-
mal partnerships. Microsoft, the PC original equipment manufacturers
(OEMs), ISVs, Internet service providers (ISPs), and Internet content
providers (ICPs) are part of an ecosystem where innovations in one
market stimulate demand throughout the industry: a new OS needs
more powerful processors, which boosts PC sales, and creates an
upgrade cycle for applications software.

Environment

Some of the most important factors affecting cooperation in the 
ICT industries are industry economics and technological change. ICT
exemplify those industries whose underlying economics exhibit
increasing returns:4 they are characterized by high up-front costs,
network effects (exemplified by products and services such as fax
machines, text messaging or photo-capable phones whose value
increases with the number of users), and customer lock-in because of
switching costs.5 In software development, for example, it may cost
millions to write an applications programme and to produce the first
set of disks, but the marginal cost of producing another unit shrinks to
approximately zero. This gives the firm more resources to support
future R&D or to compete on price with challengers. 

In a world of increasing returns, the leaders’ positions become more
entrenched, resulting to a winner-take-all environment, where one firm
establishes a dominant position that others may not have the technolog-
ical or financial resources to challenge. The situation is more urgent in
ICT, given the need for standards – proprietary or open – and intero-
perability: a win in one arena may be leveraged into related industries.
For example, having an OS standard benefits ISVs, who do not have to
develop multiple versions of their programmes; this, in turn, reinforces
the original standard. This dynamic means that where there is already an
industry leader, such as in the PC market, firms have little choice but to
cooperate. But, in areas characterized by both technical and market
uncertainty, alliances are more likely to break apart and new ones form
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as firms jockey to develop the strongest package of technologies and 
features, and as technologies prove themselves. Alliances will also frag-
ment as standards get set, and firms move quickly to drop partners who
support a losing technology.

Technological change is also important – when a disruptive technol-
ogy is introduced, firms that recognize the threat may behave oppor-
tunistically to support the challenger in hopes of breaking the existing
dynamic. This was certainly the case in the support for Internet 
standards and middleware, and in the support for the open-source
Linux OS. 

Having lost antitrust investigations in both the US and European
Union (EU), it is tempting to conclude that Microsoft’s behaviour would
be affected by regulation. But, the legal process moves more slowly than
changes in the facts on the ground, so that even though Microsoft lost, it
is still victorious in the marketplace. But, the two judgments could lead
to regulation by civil action as competitors and erstwhile partners turn
on it. However, even this threat may be receding: in 2004, Microsoft
settled long-standing civil suits with a number of rivals, including Sun
Microsystems, Novell, and the Computer and Communications Industry
Association. The trials’ greatest ramifications may be that they embolden
firms to overtly partner and support developments such as Java to
change the environment by rendering OS level constraints irrelevant. Or,
they may support an alternative OS, such as Linux, even as they recog-
nize that the Windows infrastructure benefits them; Hewlett Packard
(HP) and IBM have introduced Linux-based laptop computers.

Alliance-competitive environment

The importance of inter-alliance factors varies amongst the case
studies. For example, since there are no viable alternatives to Micro-
soft’s OS in the PC arena, there is no alliance level competition. In the
browser wars, inter-alliance competition was for customers, but also for
partners. Microsoft tried to entice firms to defect on Netscape by offer-
ing them positions on the desktop which could enhance their revenues
further. Alliance-competitive factors do play a role in the new industry
segments Microsoft is targeting, as the technology develops (or fails)
and firms compete to set and block emerging standards. 

Intra-alliance environment

As with more formal partnerships in the airlines and fuel cell indus-
tries, Microsoft’s and its partners’ positional interests are not congru-
ent. Microsoft’s goal is to protect the OS’ position as the foundation on
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which software applications, and its own fortunes, are built. The other
segments of the PC and software industry want to reduce the OS’
importance, for example through middleware, and with it, their need
to operate according to Microsoft’s standards. Even in the alliances or
coalitions established to hold back Microsoft’s advance into new in-
dustries, the partners often compete to support their own vision of 
an open standard. 

Firm-level

Firm level factors which influence a decision to cooperate or not focus on
the relative returns from these decisions, and whether the firm has the
resources to compete on its own. In the current environment, the need
for a standard OS and to sell computers with the OS pre-installed means
that OEMs cannot defect from Microsoft. On the other hand, they can
defect from software and service providers whose products do not
enhance their competitiveness. In technology development, an alliance’s
importance to a firm’s strategic direction affects whether it cooperates or
not. Given the extent of merger and acquisition activity amongst new
economy companies, firms may acquire resources which render the
alliance superfluous. With the uncertainties in new product and technol-
ogy development, firms are also more likely to adopt a real options
model, dropping partners when the shape of the market becomes clearer. 

Power and interdependence

Power 

What resources confer power in knowledge-based alliances? In terms of
informal power, the most critical resource is technology, particularly if
it is superior to other providers in the industry, or not replicable
because it is protected by copyrights or patents. In other cases, it may
be expertise in processes. But, other resources are also important.
Reputation can be critical for firms whose technologies Microsoft sup-
ports, and deadly for those it does not, as investors may be reluctant to
invest in technologies that compete with Microsoft, or which are in
sectors that Microsoft may enter. Market share, or an installed base,
and ownership of the customer is also important, which is why, when
Microsoft had to play catch-up in the browser market, it pursued
America Online (AOL) for its membership base. Finally, content is a
source of power in new converged industries: even if Xbox is a techno-
logically superior games device, it will not be adopted without a range
of popular games. 
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Alliances in ICT are different from other technology-based alliances
in biotechnology or even automobiles, in that standards are critical.
Standards reduce development costs for complementary products, and
allow software producers to benefit from increasing returns to scale, as
well as allowing products to interoperate. The one element which may
trump all others in conferring power to a firm is ownership of a propri-
etary standard, with the caveat that this must be at a key point in the
value chain.

Moreover, setting a standard creates an applications barrier to entry
by raising the customer’s cost of switching to a different platform. The
Office Suite of productivity applications gives Microsoft an additional
source of informal power, because it is the dominant applications
package. If it does not support a competing OS, users would not
switch. Finally, the OS is important in its own right, as the Windows
desktop is the most direct distribution channel to the end user. 

In terms of formal power, most technology alliances have yet to estab-
lish formal infrastructures although they may have formalized decision
making processes. Formal power resides in equity investments in part-
ners. For example, many of Microsoft’s alliances in broadband delivery,
enhanced television, and mobile media are equity-based. But, interest-
ingly, it is also in this area that Microsoft’s partners were uncooperative,
indicating that equity is not the ultimate source of power. 

Unlike the airline industry, latent power, in terms of market capital-
ization, is usable in ICT industries, and partnerships often end in
acquisitions,6 particularly if a technology has been proven. A second,
and perhaps more important source of latent power, is cash. Micro-
soft’s cash reserves of some $40B means that it is not very sensitive to
its partners’ actions. It also allows it to acquire competing technologies
or partners who develop technologies which strengthen its position,
and give it the ability to absorb or recover from strategic mistakes. 
For example, even though it underestimated the importance of the
Internet, it was able to catch up to Netscape within six months.

Interdependence

Although Microsoft has hegemonic power in the PC industry, its 
relationships with OEMs, and ISVs are still interdependent because 
its partners also contribute valuable resources. These parties are part 
of a virtuous circle: the Windows standard encourages more ISVs 
to write software to it, which in turn enhances Windows’ value.
Although OEMs need Microsoft’s OS to sell their product, Microsoft
also depends on them to be its primary distribution chain. And,
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although an individual OEM’s defection is not likely to hurt
Microsoft, a coordinated response has the potential to. However, the
relationships are unequal because the OEMs face a classic coordina-
tion problem in their desire to weaken Microsoft’s hold over them.
Microsoft’s natural and constructed interdependence with its 
partners as it tries to extend its operations into non-computer
Internet-capable products is much more obvious, as they clearly
possess resources which Microsoft cannot replicate, or perhaps even
purchase, given the size of some of the firms. 

Measuring interdependence in Microsoft’s alliances must take into
account the nature and depth of the relationship, and extent of inte-
gration. To what extent is the relationship based on technological
needs vs marketing and distribution? To what extent are the tech-
nologies asset-specific? Applications software is extremely asset-
specific, as it is written to an OS, just as an OS is tailored to specific
processors. However, where standards are necessary, the extent of
interdependence between firms differs depending on whether a stan-
dard is proprietary or open. Interdependence is also affected by a
firm’s ability to protect its resource from being appropriated, and
whether it can leverage a partner’s contribution into other lines of
business.

Microsoft in the PC market: exercising power 

The consumer PC business is comprised of a set of firms bound by
technical relationships which bring complementary resources that add
value for the end user. As Figure 4.1 illustrates, to build the PC, OEMs
work with microprocessor providers, traditionally Intel, and Microsoft
for the OS. But, since PCs are commodity products, differentiation
largely depends on the software features the OEM adds. These include
functionality applications, such as Internet capability, which have
become a core offering, and others include antivirus software, and in
some cases, even productivity software such as word-processing and
spreadsheet programmes. 

In essence, the PC value chain comprises of two sets of partnerships:
one in hardware development, where the OEMs rely on Microsoft and
Intel to provide them with the key technological resources; and a
second in the OEMs’ relationships with software and content providers
to differentiate their products. 

These firms are also bound by technology. OSs are analogous to a
central nervous system; they are the layer between the computer
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hardware and applications software and manage the computer’s
processes and the flow of data between various devices,7 as well as
keep track of where files reside. More importantly, software applica-
tions must be written for a specific OS – for example, Mac software
does not run on PCs. Thus there are network effects: the more
popular an OS, the more applications will be written for it, making it
even more popular. Moreover, it becomes increasingly unprofitable
for ISVs to write applications for other platforms. Therefore, once a
market tips toward a specific OS, a virtuous (or vicious) cycle begins,
quickly entrenching its position. Once set, a standard is very hard to
dislodge, even if a superior product is developed, because customers
would have significant switching costs for software and training, and
face a dearth of applications. 

Control of the OS is also important from a strategic point of view,
since it gives the owner power both forward and backward in the value
chain. In order for software to work with an OS, the developer must
provide ISVs with application programming interfaces (APIs), the
synapses which allow the application to invoke software commands in
the OS, such as displaying text on the screen or printing. As a result,
ISVs are dependent on the OS-developer. By the same token, an OS
also needs to be tailored to each microprocessor, without these
changes, the chip is useless to the OEMs.

PC industry

The core of Microsoft’s business is the Windows OS, and its success
rests on a constellation of bilateral relationships with microprocessor
developers, OEMs, ISVs and retailers, which grew out of the original
IBM-Intel-Microsoft partnership to develop the PC. This constella-
tion has many of the characteristics of a resource-based alliance,
albeit with a twist. They are independent firms in vertical relation-
ships which are technical as well as transactional. The OEMs need
Microsoft’s OS to sell their product, while they provide Microsoft
with a distribution channel. The only common goal is to grow 
the market, but there is no risk-sharing. In fact, the OEMs bear all
the downside, as they are responsible for customer service enquiries.
Microsoft is paid for copies of software installed, regardless of how
many PCs sold, and it reaps all the gains from OS sales if the market
grows, while the OEMs fight each other for market share in a low-
margin business. By supporting Microsoft’s technology and stan-
dard-setting efforts, many of these firms are allies without being in
an alliance. 
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Power

In the PC-related industries’ ecosystem, power is a function of the type
and importance of the resources contributed, industry structure, and
whether formal sources of power exist.

The OEM PC makers’ resource contribution is systems integration of
hardware and, increasingly, software. Their value to Microsoft and
Intel are as their primary distribution channels. Individually, their
power is a function of their share of the PC market. They are also the
primary distribution channel for some types of software applications,
and a particularly important resource for ISVs and ICPs whose software
is pre-installed, because this will likely take a sale away from a competi-
tor. Finally, the OEMs are also the front-line customer service provider
for hardware and software problems. 

The microprocessor developers, historically Intel, provide a critical
technology resource. The processor is the engine on which the OEMs
build their platforms, and a key competitive resource. Intel successfully
educated consumers that ‘faster is better’: the processor became more
valuable than the box which housed it, giving Intel leverage over the
OEMs. Thus, its contribution became not only technology, but also
legitimacy. Intel’s other contribution is to bring OEMs repeat sales, 
particularly of higher-end PCs, by continuously obsolescing current
generations of chips. So long as microprocessor developers competed
on functionality, defined as processing speed, Intel’s position was
extremely powerful, as there were few substitutes for its product.
However, the demand for low-end PCs indicates that customers may
have realized that even the most basic PC has all the capabilities they
need. If so, then this type of technology lead may no longer contribute
as much to a firm’s power in the industry. 

Microsoft provides the other critical technology resource. The OS is
the technological link between the rest of the actors in the ecosystem.
Its power lies in both its position on the value chain, and the fact that
it owns a proprietary standard, and therefore the power to license … or
not. Microsoft’s power is also a function of industry factors – while it is
a monopoly, the other segments on the value chain are competitive
markets. So, even if those segments provide critical resources to
Microsoft, their fragmented markets do not allow them to use their
leverage against it. 

In its relations with ISVs, Microsoft has both informal and latent
power. The informal power derives from their technological relation-
ship, and in particular, the fact that it owns the APIs required to make
the ISVs software work on Windows. Thus, Microsoft could use delay
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to good effect, treating cooperative firms better. The fear that competi-
tors would gain an advantage creates an incentive for ISVs to coop-
erate. Microsoft’s role as an applications developer enhances its
informal power. Its products compete with the ISVs’, and are a means
to retaliate against uncooperative firms. Moreover, the ISVs’ product
may be at a disadvantage: Microsoft’s applications are likely to work
better on Windows since the developers can access the source code and
they understand the OS’ idiosyncrasies.

ISVs provide the value-added to owning a PC; the PC market would
be much smaller if the only applications available were word-processing
and spreadsheet programmes, instead of everything from road atlases,
to education, to hobbies, to games. As a result, one of the resources it
provides is support for the Windows standard, since the sheer volume
of Windows-based applications help create an applications barrier to
entry for any competing OS. 

ISVs also provide the resources that allow OEMs to differentiate
themselves, although these tend not to be expensive applications
software such as office productivity packages, which are sold 
by retailers. This, however, may change – IBM distributes Lotus
SmartSuite (which it owns), Dell bundled Corel WordPerfect Office,
and Dell and Gateway bundled Office XP on some machines. As a
group, ISVs do not have significant power over the OEMs, since the
OEMs decide which features its customers would value. Individually,
some ISVs have more power; for example, if an OEM wants to 
pre-install a particularly popular application, the ISV may be able 
to negotiate a higher licensing fee.

Browser developers and ISPs provide critical service resources, as
features such as video players are becoming an expected part of a PC’s
functionality. For the ISPs, OEMs are critical because users are far more
likely to choose a provider that is pre-installed and prominent on the
desktop; Microsoft’s own research found that 60 per cent of users did
not download because it was too time-consuming.8 Moreover, paying
an OEM to pre-install its software is much less expensive and more
successful than alternative means of distribution, such as ‘carpet
bombing’ by distributing disks to every home. However, OEMs want
their customers to have a choice of ISPs, so are unlikely to give any one
exclusive rights. 

Despite a complex web of relationships, Microsoft remains the most
powerful actor in the OEMs’ alliances, with Intel holding second place.
Although the OEMs have technological relationships with ISVs, ISPs,
and ICPs, which require them to integrate their software onto their
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PCs, there is no asset specificity. Nor is the technology critical; the core
of their relationships is a contractual agreement to distribute product.
On the other hand, all the software, content, and processor providers
have a technological relationship with Microsoft, and depend on
Microsoft to provide APIs or to tailor the OS so that their products are
even usable. Latent power, however, is much more spread out.
Microsoft, Intel, and the OEMs tend to be larger than the ISVs, ISPs,
and ICPs, and thus possess the power to acquire or develop the
resources to compete. 

Interdependence

The complex web of technical and commercial relationships between
the various parts of the PC industry show how interdependent these
industries are in supporting innovation and growth. However, the
picture is very different at the firm level. Here, Microsoft is powerful
and independent, due to the OS’ critical function and to its financial
strength. 

Microsoft, Intel, the OEMs and ISVs are naturally interdependent
along several dimensions: technology, position on the value chain, and
in support of each other’s markets. In this set of relationships, Micro-
soft is less sensitive and vulnerable, and the relationships are asymmet-
rical in its favour. There is significant asset-specificity as applications
are written for an OS, which in turn needs to be tailored to specific
processors. From the OEM’s point of view, aside from Intel and
Microsoft, who provide mission-critical resources, the other partners’
role is to help them differentiate themselves, but with no expectation
of exclusivity. Partners are expected to contribute unique resources, so
that the OEMs do not waste finite storage space, or expend additional
resources to test features. 

Microsoft’s relationships
In the Microsoft-OEM relationship, both parties are sensitive to the
other’s actions. Defection, for example, has an immediate revenue
effect: Microsoft would lose the licensing revenue, and the OEM would
not be able to sell its PCs without Windows. The impact would depend
on whether the OEM had other sources of revenue, and the percentage
of sales the OEM accounted for. But the two differ significantly in
terms of their vulnerability, despite the fact that OEMs are Microsoft’s
primary distribution channel. Just as Intel successfully grabbed con-
sumer mindshare with its ‘Intel Inside’ campaign, the latest version of
Windows is what consumers look for. So, the OEM is vulnerable in that
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its customers would likely switch to competitors who have the relevant
Microsoft product. 

The relationship between Microsoft and the OEMs is heavily
weighted in Microsoft’s favour. In terms of firm-specific factors, the
resources Microsoft brings to each individual OEM is critical to their
ability to sell PCs, whereas no single OEM is critical to Microsoft’s
ability to achieve its goals. Microsoft is also the less dependent party
according to relationship-specific factors. While Microsoft’s relation-
ship with the OEMs is contractual, the OEM’s relationship is both con-
tractual and technological. However, many of the OEMs have other
activities which impact Microsoft’s ambitions to extend Windows to
both higher end computers and in Internet-enabled devices. These
firms may be able to tilt the balance of dependence a little bit in their
favour, since their decisions will affect whether Microsoft is able to set
standards in these other arenas.

The microprocessor developers have a direct relationship with
Microsoft since the OS needs to be tailored to each processor; this rela-
tionship is symbiotic since product improvements underlie the soft-
ware upgrade cycle. By continuously improving processing power, Intel
allows Microsoft and the ISVs to introduce greater functionality to
their applications. Without this additional power, software innova-
tions would simply degrade the PC’s performance, as anyone who has
upgraded an OS on an old PC has found. 

The ISVs’ relationships with Microsoft are primarily technical as they
depend on Microsoft’s APIs to make their programmes work on the
Windows platform. Thus, they are both sensitive and vulnerable; they
need to receive APIs in a timely manner, in order to release new ver-
sions of their products simultaneously with new Windows releases,
since old versions of their software will not work with the new OS. 

OEMs’ relationships
In the relationship between the OEMs and ISVs, the ISV is more sensi-
tive in that there is an immediate revenue effect if the OEM exits. The
magnitude of the impact, however, will depend on the percentage of
sales that OEM accounts for. For OEMs, the revenue effect is likely neg-
ligible, since customers are unlikely to make purchasing decisions
based on a single feature. As a result, they are not vulnerable, but will
still have search and switching costs, such as testing to ensure that any
changes in features do not destabilize the system. Those ISVs who rely
on OEMs to be their distribution channel are vulnerable to the OEMs’
actions; if the OEM did not include its product, it may recoup some of
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the losses through retail sales, but if it has been replaced, then the 
size of its market has effectively been shrunk unless customers have a
compelling reason to buy its software.

The OEM is sensitive and vulnerable to the processor developer on
both firm- and relationship-specific factors. A processor supplier such
as Intel brings a vital and unique resource, so long as other chip-
makers have not matched its technology’s performance. Thus, not only
would Intel’s defection have an immediate revenue effect, in that the
OEM may not have an alternate chip immediately, it may suffer
further in terms of long-term competitive advantage if the substitute
cannot match its performance. In addition, the OEMs’ PCs are de-
signed around a certain chip’s characteristics, and thus there is asset-
specificity on the OEM’s part which increases its switching costs. The
processor developer is sensitive to an OEM’s defection, but may not be
vulnerable. For Intel, if consumers base their purchasing decision on
whether it is ‘Intel Inside’, losses in revenues may be made up by its
other OEM partners. So long as it stays ahead of the competition and
thus capitalizes on temporary monopolies in a performance standard,
it retains its value to the OEMs. 

On the other hand, an ISP is more vulnerable to the OEM than vice
versa, particularly as OEMs may provide a choice of ISPs. Thus, an ISP
which has been dropped will be reaching a smaller potential market; its
vulnerability is a function of the OEM’s market share. 

Ultimately, however, except for the retailer, all of the firms in the 
PC ecosystem are vulnerable to Microsoft for firm- and relationship-
specific reasons. Windows is both unique and vital to each of these
parties’ ability to sell. Regardless of the firms’ internal capabilities,
there is no substitute for Microsoft in the PC market. They are also 
vulnerable due to the nature of their technical relationships: the 
ISPs, ICPs, and ISVs, for example, need Microsoft’s APIs, and many 
use Microsoft’s developer tools to help them write software more
efficiently. But, since intellectual property restrictions on these tools
limit their ability to re-use chunks of software to port an application to
other platforms, resource-limited ISVs do not bother, reinforcing their
dependence on the Windows environment.

Behaviours

Microsoft’s constellation of relationships in the PC and related indus-
tries are inherently competitive. But, given the preponderance of
power on Microsoft’s part, there is not much room for OEMs or ISVs to
behave opportunistically or defect. In fact, the opposite may be true:
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Compaq became a Frontline Partner, which gave it a lower licensing fee
for the OS and more support from Microsoft, and hopefully, a compet-
itive edge. On the other hand, IBM tried to break Microsoft’s hold over
PC OSs with its rival OS/2. This attempt failed miserably, despite hun-
dreds of millions of dollars in development and marketing.9 Such was
Windows’ importance that IBM could not risk selling PCs with only
OS/2; instead, it gave the customer a choice, installing both OS/2 and
Windows.10 No other OEM has tried to defect from the Windows stan-
dard, though some are behaving opportunistically by supporting open
source Linux systems.

Microsoft has behaved opportunistically toward its partners to
protect Windows’ dominant position. IBM testified that Microsoft
offered to lower its licensing fees on Windows 95 by some $8 per copy
if it would ‘reduce, drop or eliminate OS/2’, which would have saved it
about $48M,11 and that after it refused, Microsoft did not return tele-
phone calls, and stalled the negotiations on the new Windows 95
license. IBM received its license minutes before the product launch,
and missed out on the critical back-to-school sales season. 

The antitrust trial also shattered some myths about Microsoft’s rela-
tionship with Intel, which had been viewed as a cooperative venture to
profit at the OEMs’ expenses.12 Intel’s software unit had developed
Native Signal Processing (NSP) software, which could be embedded in
its chips to enhance the PC’s multimedia capabilities. This would allow
it to bypass Microsoft and establish a direct relationship with the soft-
ware community, since ISVs could write software to the NSP. Intel
executive, Steve McGeady, testified that the two firms clashed over NSP
and Intel’s support for Netscape and Sun Microsystem’s Java language.
Bill Gates pushed Intel to halt the NSP initiative, asserting that ‘“we are
the software company here and we will not have any kind of equal
relationship with Intel on software”’,13 and questioned why Intel had a
software group whose work was detrimental to Microsoft. Microsoft
threatened not to support Intel’s next-generation Merced processor,
and announced that it would work with DEC on its rival Alpha chip.
Ultimately, Intel stopped work on NSP and shut down the offending
business unit. Perhaps more significantly, Microsoft succeeded in pres-
suring OEMs to withdraw support from NSP, showing clearly that its
relative position is strong enough that it can force OEMs to choose
between two critical resource providers.14

Microsoft was also able to impel OEMs to take actions contrary to
their own financial interests. It introduced provisions in licensing
agreements prohibiting OEMs from modifying the start-up sequence,15
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arguing that all users should have a uniform Windows experience. As a
result, Microsoft could guarantee that its products, such as IE and the
MSN service, would be seen by the end user, and that competing pro-
ducts would be hidden. This provision took away the OEMs’ ability to
differentiate themselves, or to make the PC more user-friendly. For
example, after HP reverted to the standard Windows 95 boot-up
sequence, its service calls increased by 10 per cent, one-third of which
were Windows issues. HP concluded that if it had a choice, it would
not use Microsoft’s OS.16 IBM faced similar problems when a revised
Windows contract prohibited it from displaying a welcome screen its
research had shown would help novice users.17 Compaq, a Frontline
Partner, had to withdraw a video orientation demonstrating the PC’s
features.18

Many ISVs have tried to reduce their dependence on Microsoft.
These include supporting efforts to reduce the OS’ centrality by intro-
ducing middleware or even alternative OSs, in the case of Linux.
However, these attempts have often proved futile; without critical
mass, they still need to produce Windows-based products, and thus
remain sensitive to Microsoft’s actions.

The Java technology/programming language presents one such chal-
lenge. It allows users to run Java-based applications on computers with
a ‘Java virtual machine’ (JVM), an intermediate layer that interacts
with the computer’s OS. The OS treats the JVM like a software applica-
tion; Java-based applications treat it like an OS.19 The Java challenge is
led by Sun Microsystems, a computer company focused on high-end
workstations and networked corporate systems; its focus on Java and
the goal to make software platform-independent is a pre-emptive strike
against Microsoft’s attempt to bring Windows into the higher-end
computing sphere, which would allow interoperability between hard-
ware platforms on Microsoft’s terms. It was supported by IBM,
Compaq, Oracle, and Cisco, amongst others, which contributed some
$100M to a Java Fund to help start-up firms that wanted to adopt
Java.20

The Netscape challenge

Microsoft’s ability to use power to overcome strategic errors is most
evident in its response to Netscape and the rise of the Internet.
Microsoft used its financial resources to acquire a necessary techno-
logy and destroy Netscape’s revenue stream by offering its IE web
browser for free, forcing Netscape to give away its Navigator as well,
then use its informal and formal power over OEMs, ISVs, and ICPs to
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recover from its second-mover disadvantage. This case focuses on 
the consumer business, and ignores corporate intranets, servers, 
web-authoring tools, or tools to build Web storefronts21 since these
products’ sales are corelated with the browser’s success.

Netscape was a special category of ISV; the Navigator browser is mid-
dleware, both an application and a platform from which other applica-
tions can be launched.22 Netscape also embraced open standards,
adopting those set by vendor-neutral bodies,23 albeit embedding pro-
prietary elements into their products. Therefore, Navigator challenged
Windows’ hold over the PC industry, since applications launched from
the browser would be OS-neutral. The rise of web-based computing
that Netscape embodied challenged the foundation of Microsoft’s busi-
ness model, which was based on establishing a proprietary standard in
a linchpin technology, capturing the bulk of the value, and reaping the
benefits of being able to set the pace of technological change. 

If browser makers were to displace Windows, they needed to domin-
ate the market in order to set new standards. To do so, they needed a
network of distributors and complementary products. As Netscape
founder Marc Andreesen observed, Microsoft taught that, ‘“If you get
ubiquity, you have a lot of options…. You can get paid by the product
that you are ubiquitous on… [and] on products that benefit as a
result…. market share now equals revenue later….”’24 The most
efficient means of achieving this was to pre-install the product on a
PC, preferably as the default browser. 

Thus, Navigator and IE sit at the centre of a constellation of partners
with whom their relationships are primarily distributional, although
there is also a technical element through their use of authoring tools.
There is no overarching alliance-specific goal, except a desire on 
the Netscape coalition’s part to prevent Microsoft from setting proprie-
tary standards for the Internet.25 Netscape and Microsoft sought to
maximize their distributors in order to gain market share.

Power

Although the browser developer provides technology, in the race to set
new standards, power resides in those who bring market share.

The browser developer brings a critical technological contribution 
its partners. OEMs, for example, needed to introduce Internet-ready
products. It was also a critical resource for ISPs and ICPs, whose busi-
nesses are Internet-based. Online services such as AOL, Compuserve,
and even Microsoft’s MSN, recognized that proprietary networks no
longer sufficed, and became ISPs instead. For them, a browser is part of
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the package they need in order to deliver their services. For ICPs, the
browser is the platform on which their technology or services are
based, and the developer supplies the tools they need to create content
and applications that work with the browser, although open standards
made this less of a challenge. But, the browser is not limited to provid-
ing a technological resource: the developer’s website also acts as a
marketing/distribution channel. 

The OEMs, ISVs, ISPs and ICPs’ contributions lie primarily in distrib-
ution and marketing: including the software on a disk; adding the
browser to an application’s installation; providing a link through
‘download now’ buttons; making it a default browser which loads
when the user connects to the Internet; or pre-installing it on a PC
with its icon on the desktop. In addition, ICPs could push users toward
certain browsers if their websites have features that are only available
for these. A partner’s value to the browser developer, therefore, varies
according to its market share: for example, the top 15 ISPs in the US
accounted for 91 per cent of all subscribers, and AOL alone accounted
for nearly 50 per cent.26 When AOL switched to IE, it took market
share directly from Navigator’s installed base, and may have blocked it
from setting a standard.

OSs developers also play a role, since the browser connects through
APIs, like other software. Netscape’s browser development proceeded
on three parallel tracks: UNIX, Macintosh and Windows platforms.
Microsoft’s IE was originally developed for Windows 95, and later
ported to Macintosh, UNIX and Windows NT.

Thus, Netscape’s unique and valuable contribution to its partners, in
conjunction with Sun’s Java technologies, was an opportunity to break
free from the need to port applications to different platforms. More-
over, Netscape offered them the potential of a software environment
based on open standards, issuing an Open Standards Guarantee (June
1997),27 and publishing its innovations and extensions to existing
standards. However, Netscape’s challenge was blunted by the fact that
it had a technical relationship with Microsoft. Moreover, despite treat-
ing the browser as a separate business, Microsoft’s presence as an OS
provider cannot be ignored since the browser’s partners also depended
on Microsoft’s APIs. 

Interdependence

The ISPs, ISVs, ICPs, OEMs and the OSs are interdependent because
they provide resources which enhance each others’ competitiveness.
While the use of open standards theoretically eliminates asset
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specificity, it has not prevented browser developers from building-
in proprietary elements, since they also sell software tools to build 
websites or develop applications. Thus, at some level, there is asset
specificity if web pages or plug-ins are optimized for a specific browser.
In the background, however, there is a second layer of relationships,
technical dependencies between the ISPs, ISVs, OEMs and Microsoft in
their non-Internet applications. 

Because Netscape and Microsoft provide technology resources, on
paper, they should be less dependent. But, in a two-party competition
for market share, their partners have an alternative. So, partners with
market share, an efficient distribution model, and access to the end
user are more valuable. Moreover, if we look beyond the browser,
Netscape and Microsoft can leverage their position in the browser
market into their other lines of business, making them even more
dependent on their partners. This was critical for Netscape, whose
other businesses were all web-dependent, and revenue-generating.
However, it is also extremely important for Microsoft, as IE became the
tool through which it protected its core asset, Windows.

Browser developers are sensitive and vulnerable to their partners’
actions; in a winner-take-all industry, defections may tip the market
toward their competitor. Although the browser was free for the end
user, the inter-firm relationships have revenue implications, arising
from licensing, or renting out prominent positions on the desktop.
Sensitivity is a function of both the type of distribution (i.e. the
method’s efficacy) and the partner’s market share. They are more sensi-
tive to partners who guarantee additional users, such as ISPs which set
a default browser.

An ISV or ISP may be sensitive to a browser developer’s actions if
they have developed a closer technical relationship, as AOL did with
IE, which created asset specificity. Finally, there may also be revenue-
based relationships between browsers and ICPs and ISPs, which link
their homepages to the content or service providers’ websites.

Although sensitivity interdependence may not be significant, it is
fair to say that there is a greater degree of vulnerability, particularly for
the browser developers whose non-browser revenues are a function of
their market share. For example, Netscape’s Netcenter and other ICPs
link users to affiliated retailers, search engines, and information
sources, generating revenues from ‘click throughs’. In this advertising
model, the greater the viewership, the more the channel provider can
charge for its space. Moreover, the browser’s success or failure affects
other parts of its business, such as the web server and corporate
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intranet markets, and its ability to set standards. For example, when
Netscape was the only choice, it could introduce extensions to existing
standards which the other firms would adapt. However, with the rise of
IE, and Microsoft’s challenge to Sun’s Java language, other firms have
been faced with the dilemma of choosing which browser to optimize
their web pages for.

ICPs can become dependent on the browser providers. For example,
Intuit wanted Microsoft and Netscape to develop customized versions
of their browsers for its Quicken software.28 There is also some asset
specificity on the ISVs, ICPs and ISPs’ parts where they have invested
in learning to use the developer tools. Additionally, as the browser
becomes the platform for web-based applications, they depend on the
browser developers (and other ISVs) to build in greater functionality.
However, the extent of dependence is not nearly as great as in their
comparable relationship with the OS. 

Behaviour

If we compare Navigator and IE’s positions, we find that they faced the
same challenges. But, looking beyond the browser’s partners, we find a
key difference deriving from Microsoft’s latent power, which comes from
three sources. The first is financial resources. Once Bill Gates set his sights
on the Internet, Microsoft established an Internet Platform and Tools
division with 2,500 staff, and caught up to Netscape within months.
Microsoft could afford to give away IE and the web server, and granted
royalty-free distribution rights to IE.29 AOL executive David Colburn
testified that Microsoft had ‘no limitations on what it could spend to
gain market share for Internet Explorer’.30 In contrast, Netscape’s web
servers and browsers were supposed to be sources of revenue. 

Microsoft’s latent power also comes from the technical and commer-
cial relationship that OEMS, ISVs, and ISPs have with its OS business.
Microsoft could exert pressure on firms in the browser market, particu-
larly as the OEMs must have an OS to sell PCs, and ISVs also needed its
APIs. Microsoft could assert ownership over the desktop to block 
the OEMs’ relationships with Netscape. Moreover, even Netscape
depended on Microsoft to provide APIs so that Navigator would work
on Windows platforms. Indeed, the DoJ alleged that Microsoft with-
held Windows 95 APIs from Netscape for three months in an attempt
to coerce it into dividing the market.31

If the most efficient means of distributing any software is pre-
installation, then the most direct route is through the OS, instead of
negotiating with OEMs, ISVs, ICPs or ISPs. Thus, Microsoft has a built-
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in advantage; Netscape had to adopt more expensive and inefficient
distribution methods. In addition, distribution is a two-way street:
once Microsoft asserted ownership over the desktop’s ‘look and feel’, 
it could offer to be the distribution channel for the ISVs, ISPs, and
ICPs, a valuable commodity that no other firm in the industry could
provide.32 It blocked OEMs from disadvantaging IE’s position on the
desktop through licensing restrictions. Moreover, it added features
which disadvantaged Navigator. For example, the Active Desktop let
users access the Internet directly, or link to a website from the Desktop
without opening the browser separately. Microsoft promoted its part-
ners by placing their icons onto a channel bar, which had categories
such as news, technology, and entertainment, leaving one sub-channel
for the OEMs’ customer service links.

Therefore, Microsoft’s latent power derives from size, its position
on the value chain, and the nature of its OS business’ relationship
with the browser partners, all resources Netscape did not possess.
This latent power changed the measures of power and interdepen-
dence between IE and the other parties in Microsoft’s favour because
it could use the OS as leverage. Moreover, it still had the ability to
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punish and to acquire, and more significantly, impel its partners 
to behave opportunistically or defect on third parties.

• Compaq Computers.33 The DoJ investigation was sparked when
Netscape’s President & Chief Executive Officer (CEO), Jim Barksdale,
alleged that Microsoft threatened to cancel Compaq’s Windows 95
license over its use of Netscape. Compaq had pre-existing agreements
with Netscape and AOL which generated millions in revenues: it
placed Netscape’s icon on the desktop and removed IE, and pro-
moted AOL, removing MSN from the desktop. In 1996, Microsoft
threatened to cancel Compaq’s Windows 95 license unless it restored
the MSN and IE icons within 30 days. Despite concerns within
Compaq that compliance would violate the other contracts, it acqui-
esced, partly since Microsoft started placing greater emphasis on its
relationships with HP and DEC, and downplaying its Frontline part-
nership with Compaq. 

• Intuit.34 In 1996, Intuit replaced Navigator with IE. Although Microsoft
claimed that this was because it developed a customized browser for
Intuit’s Quicken product, Intuit’s President & CEO testified that they
preferred Netscape, who did not produce competing products
(Microsoft had Microsoft Money). Intuit adopted IE because Microsoft
would place its Internet-based products on the Windows Active
Desktop, and distribute 1 MB of code for its software products. These
terms were conditioned on Intuit foregoing business relationships with
Netscape, and abrogating its pre-existing promotion and distribution
agreement. Intuit agreed so as to keep up with competing financial
websites. The Active Desktop Agreement prohibited Intuit from promot-
ing Netscape on its own website, from allowing its web site customers
to access Netscape’s products or services, and from distributing any
other browser. Moreover, Intuit had to use Microsoft’s proprietary web
tools, which developed content that could only be viewed with IE.
Microsoft waived some these exclusivity provisions in April 1998, due
in part to the DoJ’s investigation. 

• AOL.35 AOL’s case clearly illustrates how ownership of Windows
became a weapon in the battle over Internet technologies. As an ISP,
AOL developed Internet connection software for both the Windows
and Macintosh platforms and needed a cross-platform browser. 
AOL determined that its internal browser development efforts were
not economically feasible, and signed an agreement with Netscape
in 1996 for it to develop a componentized browser that would 
be integrated into AOL’s software.
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One day later, AOL signed a browser agreement with Microsoft,
making IE its default browser. Microsoft would distribute AOL’s soft-
ware with Windows 95, placing it in a new Online Services folder on the
desktop. This folder placed Microsoft’s MSN service’s competitors
within its customers’ reach, sacrificing its advantage. AOL won this
concession because its share of the ISP market gave it the potential to
hinder IE’s growth. 

AOL allowed itself to be bound because it believed that it needed to
be on the desktop to compete with MSN. AOL agreed that: it would
not ship any other browser; IE had to represent at least 85 per cent of
the browsers distributed; and AOL would not distribute, promote or
advertise Netscape, even after Netscape became a distributor for AOL’s
instant messenger service.36 Under a second agreement, Microsoft paid
AOL $0.25 for every customer converted to IE, along with a $600,000
bonus if a certain percentage were switched by an agreed date. In
1997, AOL agreed to further restrictions on its ability to promote or
distribute other browsers in return for a place on Microsoft’s new
Channel Bar, which devalued the Online Services folder. Microsoft
later added an Internet Connection Wizard, a feature which would
launch until the user chose an ISP from Microsoft’s Internet Referral
Server.37 As this feature devalued the Online Services folder further,
AOL signed up again so as not to be left behind. AOL abided by the
exclusivity provisions even after the 1996 agreement expired to guar-
antee its place on the Windows desktop. As a result, IE became so
entrenched that AOL continued to distribute IE even after it acquired
Netscape in 1998. 
• Apple.38 Apple and Microsoft have been long-time rivals, with Apple

pioneering many of the innovations found in Windows, such as the
graphical user interface and mouse. Unlike the other firms in this
analysis, Apple is not tied to Windows. In order to co-opt it in its
Internet battle, Microsoft used another source of latent power: own-
ership of the most popular Mac-based productivity application, 
the Mac Office Suite, and the fact that Microsoft was the largest soft-
ware applications developer for the Mac environment. In 1996,
Apple shipped its Mac OS with IE, but Navigator was the default
browser. In MacOS 8.0, IE’s position was upgraded; both IE and
Navigator were placed in a folder on the desktop, although
Navigator was the default browser. Apple testified that Gates was
angry that IE was not the default browser, and in May 1997,
Microsoft threatened to stop developing Mac Office 97, even though
a beta version had already been completed, unless the browser
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dispute was resolved to its satisfaction. As Apple was in not in a
strong financial position, losing its major productivity application
would have had dire consequences. Apple agreed to bundle IE on all
Macintosh computers and the Mac OS’s for five years, and make IE
the default browser; other browsers could only be put in a folder,
not the desktop. In return, Microsoft promised to support Mac
Office, provide a royalty-free browser for five years, and work with
Apple on Java technologies.

• ICPs.39 Microsoft recognized that ICPs could provide key resources
in the battle to set Internet standards if they supported proprietary
technologies such as ActiveX , instead of Java, and that, as the
premier distribution channel, the Windows desktop was a source of
leverage. Microsoft populated its Channel Bar, which OEMs could
not remove, with several categories of partners: Top Tier partners
were placed on the channel bar, and their icons linked users to their
websites, while Platinum partners were placed under categories such
as News & Technology, Business, or Sports. Microsoft promoted
channel partners through the Internet link, in its public relations
materials, at computer industry events, on its web site, and in some
cases, allowed the ICP to include introductory material. The ICPs
did not pay Microsoft for this marketing support, but had to distrib-
ute only IE, promote IE as their browser of choice, remove any links
to Netscape’s sites, and could not enter into agreements with rival
browser developers where they paid money or other compensation
to the developer to promote its content. The ICPs were also required
to use Microsoft’s Dynamic hyper-text mark-up language (HTML)
and ActiveX technologies to build their websites, which hampered
the industry’s attempts to develop open standards. In some cases,
they had to create differentiated content that could only be viewed
with IE. Given the importance of being on the channel bar, when
Microsoft demanded that Disney remove its brand from Netscape’s
user interface, Disney acceded even though it believed that this was
beyond the scope of its agreement.

The analysis shows that the difference between IE and Navigator’s pos-
itions lay in Microsoft’s latent power. Although financial strength
allowed Microsoft to recover from ignoring the Internet, this capability
is not unique to it. What is unique is its other source of latent power: 
a proprietary OS standard that serves as the foundation for the hard-
ware and software industries, and which allows Microsoft to reward
firms that cooperate and punish those that do not. Partners placed on
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the desktop reaped significant savings on marketing and distribution,
giving them an advantage over their competitors. Microsoft could also
alter the OS’ licensing terms to help its other businesses. Thus, the OS
gave Microsoft a tool to compel its partners to take actions which
benefited it, and a weapon to deter them from defecting. 

In Microsoft’s threats not to give IBM a license for Windows 95, to
revoke Compaq’s Windows license, and to cancel Mac Office 97, the
negotiating environments were akin to a game of chicken between
vastly uneven parties. But, in these cases, Microsoft was operating in an
environment it dominated. As the Internet extends to communications
and other new media technology, these other firms are not dependent
on Microsoft’s OS. Although it has financial resources at its disposal,
the size differential between Microsoft and some of its new partners is
much reduced. Moreover, its new partners learned lessons from the PC
industry, and are determined not to let Microsoft develop the same
position in their markets. 

Microsoft and technology convergence: the limits of 
power 

Once Microsoft recognized the Internet’s potential impact on its busi-
ness model, it acted to steer the direction of the change, but more
importantly, looked beyond to embrace the next paradigm shift. It
had a new mission statement, ‘“Empower people through great soft-
ware, any place, any time, and on any device,”’40 and a new goal: to
be anywhere a user connects to the Internet. Gates’ vision is make
Windows the platform for these technologies, becoming the interface
between different types of hardware, and, potentially, the channel
through which consumers conduct online transactions. Microsoft
introduced a .NET Platform of programming tools to create, deploy,
manage and aggregate extensible markup language (XML)-based41 web
services. 

The .NET strategy encompasses a wide range of technologies used to
access the Internet, some of which could become the basis for net-
worked homes. To pursue this strategy, Microsoft had to move beyond
its traditional partners, and reach out to the communications, con-
sumer product, entertainment and media, and even automobile indus-
tries, establishing alliances in a number of key markets. It has also
invested in several key areas: video games, enhanced television, and
wireless devices and services. Part of this strategy is defensive. If tech-
nologies such as Java could threaten Windows in a PC environment,
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then they are a bigger threat in the development of connected, cross-
platform technologies where Microsoft does not have a presence.
However, these devices need standards to be interoperable. Microsoft,
with its push into higher-end computing with Windows NT and server
technologies, and on the other end, into hand-held devices, could
bring all these strands together under its umbrella.

Microsoft’s alliances in these new areas are traditional resource-based
alliances, entailing risk-sharing to develop novel products or services, or
finding new ways to achieve existing goals. In many cases, Microsoft is
partnering with firms who may compete with it post-commercialization,
or who are already competitors. In fact, some partners may become
strategic threats as networked products spread beyond communications
and IT to other consumer goods. Microsoft has recognized that there is
little natural interdependence with these firms, and has constructed
interdependence through formal alliances, and the use of equity. 

Games

Microsoft’s highest profile new product is the Xbox video-game
console, its challenge to Sony’s PlayStation and Nintendo’s Gamecube
in the $14B video-game market.42 Xbox is essentially a powerful graph-
ics-focussed computer with online capability, broadband capability for
Internet gaming, and a hard drive so that users can download upgrades
to existing games, and ultimately purchase new games. 

However, the real significance of such systems are their potential to
be a platform for smart appliances in networked homes. Since 2001,
Microsoft has invested billions to develop Xbox. Such is the impor-
tance of this market, that Microsoft is willing to absorb significant
short-term losses; its 2003 Annual Report indicated that the Home &
Entertainment divisions (which also includes consumer software and
hardware, PC games, and its TV platform), lost almost $1.8B over 
two years. Losses from Xbox are estimated to be some $2.4B over two
years.43 Microsoft is not the only firm to recognize the console’s poten-
tial. Sony, which had established a partnership with Microsoft to
develop hardware and software for multimedia devices, rebuffed its
offer to develop the OS for PlayStation. Instead, it partnered with 
AOL, RealNetworks, and Macromedia for e-mail and other online ser-
vices, and with Cisco Systems, Sun Microsystems and IBM to set open
standards for Internet gaming.44

Although the Xbox has three times the processing power as the
PlayStation 2 or GameCube, content is the determining factor in this
market, giving established players with significant games catalogues
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and established games franchises an advantage. Microsoft also faces 
the problems of economies of scale in games development, given its
smaller user base. Just as ISVs are reluctant to write software for non-
Windows environments, it will be more costly for developers to
produce Xbox games unless it develops a large market very quickly.

Although Microsoft develops games internally, it also relies on part-
ners in the entertainment and gaming industries. These include a joint
venture with film-studio DreamWorks SKG to develop interactive
games and other entertainment products, giving Microsoft exclusive
rights to some games. Other key partners include veteran games-maker,
Sega, which will develop games for it, and work with it on broadband
online gaming. Interestingly, gaming giant Electronic Arts refuses to
work with Microsoft on online games, due to Xbox Live’s licensing
model,45 although it does produce packaged games for it. Thus,
Microsoft’s primary contribution is the hardware and OS while its part-
ners bring valuable content. While a technologically advanced console
gives games developers more scope for their imaginations, Microsoft’s
resource is not unique, and could be matched by its competitors. But,
if the trend is toward connectivity, it may have an advantage over its
rivals, as it already has internal capabilities in online services, and mul-
timedia software for audio and video files downloaded off the Internet. 

In measuring power and interdependence, size is not a critical factor,
since creativity, along with a good sense of what the audience wants, is
the key. Microsoft is sensitive to its partners’ actions, since Xbox’s 
popularity depends on the availability of hit games and available 
titles, but not very vulnerable, because of its financial strength. Games-
developers are likely to be less dependent on Microsoft because many
of them are industry leaders whose products are in demand. Microsoft
can reduce its dependence on its partners only if it is able to develop a
stable of hits internally, and thereby rely on its partners to broaden its
portfolio instead of relying on them to provide the major pull. The
movie industry has demonstrated that even ‘sure hits’ fail at the box
office, affecting the popularity of related licensed products. Microsoft’s
sources of firm power are not as instrumental in the games industry.
Absent buying a major games developer, latent power cannot buy
market share. Gamers simply want cool products.

Interactive TV

Interactive TV is a much hyped technology that has yet to achieve its
commercial potential. Broadly defined, interactive TV lets viewers
‘influence, control, and communicate the form and content of their
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entertainment’, and access the Internet. Technologies include: digital
video records, integrated TVs, cable set-top TVs, retail set-top netTVs,
and satellite/direct broadcast satellite net TVs.46 Interactive TV encom-
passes a range of activities including: content; technologies to convert
data; a communications layer; and a device layer requiring hardware
and an OS. It is driven by two value chains: one for formatting content
and the broadcast infrastructure, including developer tools, middle-
ware, and server software; a second for consumer hardware and soft-
ware. Then, there is the content delivery channel, such as cable or
satellite TV providers. Given the number of industries involved in
delivering these capabilities, alliances are key.

As with video-game consoles, interactive TV set-top boxes could
become hubs for networked homes, particularly as TVs are ubiquitous.
Microsoft, therefore, embarked on two sets of complementary alliances
– in hardware, to promote a Windows platform, and in CATV, since
operators choose the set-top technology and features for their cus-
tomers and need server technologies to deliver and manage the
content. 

In this arena, Microsoft saw its primary contribution as the OS for
the box and server technologies for the network operators, as well as a
channel for these and other devices to interoperate. Hardware compa-
nies would take on the PC-makers’ role in systems-integration of the
set-top box, and cable firms would contribute the customers.

Set-top boxes

Microsoft partnered with a number of set-top box offerings. WebTV,
later bought by Microsoft, adopted Windows CE, using hardware ini-
tially manufactured by Sony and Philips. Microsoft also partnered with
Hughes’ DirecTV broadcast-satellite distribution system (partly-owned
by AOL), Thomson Multimedia and Sony to develop Ultimate TV, a set-
top box that could record two programmes simultaneously, and store
up to 35-hours of programming on its hard drive. Microsoft’s Ultimate
TV unit was dismantled less than year later, with the hardware taken
over by the Xbox and software by the MSN business units. Microsoft
also tried to use formal power to pursue its goals. It bought 7.5 per cent
of Thomson Multimedia in 1999 and established a joint venture to
develop Windows CE-based e-TVs. Thomson would sell WebTV boxes. 

In these set-top box and interactive TV partnerships, it is evident
that there were already potential conflicts of interest and tensions
between partners. Although Sony partnered with Microsoft on
Ultimate TV, and uses Windows in its PCs, Sony’s President believes
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that Microsoft is its biggest competitor, and that they are currently
engaged in a number of ‘regional wars’ in software for set-top boxes, 
e-commerce, Internet portals, and games.47 Moreover, Sony adopted
the PalmOS for its PDAs and rebuffed Microsoft on the PlayStation. 

In Microsoft’s alliances in these areas each party contributes a
resource needed to compete against other groups. Although Microsoft
tried to broaden its activities into hardware, it has since retreated to a
more traditional role. Its partners tend to supply the hardware, and the
means to reach the customer. Unlike the PC, where customers buy a
computer, then find an ISP or decide which browser to use, the cable 
or satellite TV service provider defines the hardware and software its
customers uses, in addition to the line-up of content. This gives the
cable companies significant power, since Microsoft cannot bypass them
to reach the end user. 

Cable

The second strand of Microsoft’s strategy focussed on content delivery.
Since interactive TV is an upgrade of current cable offerings, Micro-
soft’s position is similar to Ballard’s in that it must convince the firms
who own the customer to adopt its technology. Microsoft hoped that
formal power would provide it with leverage, and invested over $11B
in CATV providers in the US, Asia, Europe, Australia and South
America.48 For example, if the CATV operator adopted its server soft-
ware or interactive TV middleware, it would likely have its hardware
supplier adopt a Windows OS as well to achieve greater interoper-
ability. Microsoft found that it bought a seat at the table, but could not
translate its formal power into an effective voice. 

This was partly due to a strategic blunder. At a 1997 summit meeting
with leading CATV providers, Bill Gates announced that he envisioned
Windows as the sole OS on the set-top, with Microsoft being paid a
per-box fee for the software as well as a per-transaction fee for e-
commerce.49 This convinced an already wary cable industry that he
wanted to become the gatekeeper to their customer. Even John
Malone, a traditional ally, and part-owner of the Gemstar International
Group, which has a direct broadcast satellite service, refused to adopt
Windows for its digital cable box.50 Although Microsoft invested $5B in
AT&T to develop advanced interactive TV software, AT&T stated that it
would never allow Microsoft to become an exclusive vendor;51 when
Microsoft was late in delivering its set-top box software, AT&T tested
Liberate Technologies’ software instead, and later dropped Microsoft.
Similarly, UPC abandoned trials of Microsoft’s software and adopted
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Liberate Technologies’ in Austria, Norway, Sweden and the Nether-
lands. Liberate also won contracts to upgrade interactive TV services
for Telewest and NTL in the UK, firms that Microsoft held a stake in. As
the firms did not depend on Microsoft, they did not hesitate in defect-
ing. However, Microsoft may have reached a turning point. In Novem-
ber 2004, Comcast began deploying Microsoft software on its set-
top boxes to a million customers in Washington state, potentially
replacing the Gemstar software it currently uses.52

In contrast to the PC industry, Microsoft does not have significant
power in enhanced TV alliances. In terms of resource contribution,
Microsoft brings a key technology – developer tools, middleware and
server-software for the CATV operator’s server and broadcast infrastruc-
ture, and OS software for the set-top box. But, these resources are not
unique, as there are competing providers. Unlike software in a PC, set-
top boxes do not need to interoperate with each other, but with the
content distributor, and their Internet functionality is based on estab-
lished standards. Moreover, as the definitions of interactive TV and set-
top boxes evolve, Microsoft does not have a single point to apply
pressure on. 

Also, unlike the PC industry, where Microsoft and the OEMs devel-
oped a market together, some of the hardware makers are already
established in this arena, and have relations with other software sup-
pliers or have internal capabilities. More importantly, they may already
have relationships with the CATV operators. 

Microsoft is not sensitive to hardware providers’ actions, given its
financial strength. But, it is vulnerable because of the strategic implica-
tions, as enhanced TV is a key prong in Microsoft’s drive to introduce
proprietary standards to the Internet. Even though Microsoft had the
financial resources to invest in hardware makers, and even develop in-
house capabilities, it found the market unreceptive. The hardware
makers, on the other hand, were not concerned that Microsoft would
defect on them since it needed them to support its standard-setting
goals. 

Power and interdependence

The key resource contributor in this grouping is the cable and satellite
TV industry. The operators provide a distribution channel and own the
end users; in jurisdictions where cable firms are regulated monopolies,
the customer becomes a unique resource. Perhaps even more impor-
tantly, the operators determine what hardware its customers use, and
what services to provide, and therefore are the software and set-top box
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vendors’ primary customers. They also contribute important knowl-
edge of the market and can provide feedback on what content and ser-
vices customers want. The CATV operators’ prime position helps
explain why Microsoft’s relationships in this industry often had an
equity component – as an attempt to use formal power to substitute for
the lack of informal power. 

Microsoft possessed latent power, both in its financial resources and
in its potential to add value in the future because it owned web portals,
services, and content, and to set standards in a number of sectors in
the digital media sphere. However, the CATV providers may also aspire
to dominate these areas. Its latent power was also diminished since the
size differentials between it and its partners were narrower than in
some of the other markets it operates in. Moreover, it does not control
the technology’s OS, which is the foundation of its power in the PC
arena. Finally, Microsoft is not able to reach beyond the box to the end
customer, who is more concerned with the content than the software
running the box.

Microsoft appears to be both sensitive and vulnerable to CATV oper-
ators’ actions. Microsoft’s revenue stream is sensitive to a cable
company’s decision to use its software or not, although the impact on
its finances is likely to be minor. It is vulnerable because these partners
are key to its attempts to redefine Internet standards; since operators
are resisting it, its existing partners become even more important
because they are hard to replace. 

How dependent a cable provider is on Microsoft depends on whether
it is an established firm, or a new entrant in a liberalized market which
sees a partnership with Microsoft as a source of competitive advantage
or differentiation against an incumbent. Microsoft’s importance to the
firm overall will also depend on whether it is hedging its bets through
relationships with other technology providers. The operators are not
sensitive, because it is highly unlikely that Microsoft would defect, but
they could be vulnerable, for example, if Microsoft’s technology fails to
perform. Operators are also vulnerable if Microsoft succeeds in setting
the OS standard; then Microsoft would be in a position to behave
opportunistically and reduce cable providers to dumb bandwidth
providers, just as OEMs have become dumb PC hardware providers.

Microsoft’s foray into the cable business was not one of its wisest
investment decisions; not only has it not succeeded in setting 
standards in set-top boxes, it took significant write-downs in several
investments. For example, the $2.6B investment in Telewest Com-
munications was sold after three years for $5M.53 Today, it has taken a
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new approach, shifting away from interactive TV, which is heavily
Internet focussed, to ‘on-demand’ services, providing channel guides
based on ‘Microsoft TV Foundation Edition’ software for digital set-top
boxes.54

Mobile devices

Mobile handheld devices, which include mobile phones, PDAs, and
wireless communications devices are becoming alternate means to
access the Internet, and thus a key market for Microsoft’s goal to place
Windows at the heart of the Internet. In this multi-segmented market,
Microsoft is playing catch-up against incumbents, and new chal-
lengers. There is significant technology and market uncertainty as 
customer demands change. Since firms need to bundle technologies
and services from multiple market segments, competition in the
mobile arena is often between alliances. As with alliances in other con-
vergence markets, there is significant room for conflicts of interest and
therefore opportunistic behaviour and defection; partners in one
segment of the industry back different technologies or solutions in
another segment, and may compete with each other in a third. 

PDAs were originally electronic versions of organizer/address books,
with extra memory for memos, that could be backed up on a PC. The
devices became more sophisticated as hardware makers added hand-
writing recognition, mini productivity programmes, infrared com-
munications between devices, e-mail and wireless communications
capabilities. At the other end of the spectrum, mobile phone makers
and network operators added functionality to handsets, including 
calendars, reminders, games, and eventually, text messaging and
Internet access. Today, these industries are converging, as PDAs add
voice capabilities and smart phones have integrated many of the PDA’s
functions. At the same time, customer requirements are changing, 
and users will demand greater interoperability between PC applications
and the devices that they carry. 

PDA

The PDA market is comprised of hardware makers from both the 
consumer electronics industry and the computer industry, as well as
OSs suppliers, and in some cases, with network operators to provide
wireless services. With its beginnings in the consumer electronics, OS
providers often produce their own devices, or license. The market
leader is PalmSource, the software subsidiary of the Palm device maker,
which has licensed the PalmOS widely, primarily to PDA-makers, but
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also for smart-phones. The PalmOS allows users to view Microsoft
Office and Adobe Acrobat files. The firm with the most momentum,
and buzz, is Research in Motion, which produces the Blackberry family
of wireless communications devices on its proprietary OS, and is part-
nered with a number of wireless communications providers. Micro-
soft’s contribution to the field is the Windows Mobile platform, which
is tailored for PowerPC (PDA), PowerPC phone (PDAs with voice capa-
bilities) and Smartphone (mobile phones with data capabilities), and
includes mini versions the Office Suite, as well as IE and its Media
Player. For developers, it offers a .NET Compact Framework program-
ming infrastructure to create web-services software; the value of this
framework is that it allows developers to re-use code written for PCs or
servers.

Although PDAs using the same platform could communicate by
‘beaming’ data between devices, increasingly communications is via
wireless standards, and interoperability is between PC and device. This
has made the role of the OS provider even more important, and
benefits Microsoft, as it provides a clear rationale for device makers to
adopt Windows, since it can offer smoother interoperability between
devices. While the PalmOS has primarily been adopted by consumer
electronics firms, it is significant that Windows Mobile has been taken
up by Dell, HP, and Toshiba – all PC makers. This focus may be paying
off. According to Gartner, Microsoft’s Windows Mobile overtook Palm
OS in sales for the first time in the third quarter of 2004.55

Mobile phones

Alliance strategies are critical in the mobile phone arena: to deliver a
product to the consumer requires cooperation between handset
makers, OS and applications software providers, and network opera-
tors. The network operator is critical as it decides what types of services
to provide, which then determines what functionality the handset
needs. On the other hand, many handset makers have proprietary OSs,
and push new innovations for the network operators to adopt. This
dynamic is particularly important for Microsoft, which does not
produce handsets, and does not have historical relationships with
service providers. As in the other areas, Microsoft’s goal is to use
Windows to drive the technology.

Although industry giant, Nokia, has a leading position in handsets,
the market for smart-phones, which allow users to connect to the In-
ternet and have PDA functions, is nascent, made possible by the tre-
mendous investments in 3G networks during the 1990s. As a result, the
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battle to bring greater functionality to the mobile phone has 
just begun. The leading smart-phone software offerings come from:
Symbian, owned by Nokia, Ericsson, Sony Ericsson, Panasonic,
Siemens, and Samsung; Microsoft’s Windows Mobile for Smart-phones;
and Palm, which is attacking via the PDA market. But, in addition,
handset makers have not stopped pursuing internal initiatives.

Microsoft has found that the major handset makers have been reluc-
tant to work with it, and those who do hedge their bets by also deve-
loping phones with the other software providers as well. It provides 
a resource that is not unique and which has not been tested in a
demanding telecommunications market, where reliability is critical,
and which the major handset makers also have skills in. More impor-
tantly, they do not want to give Microsoft room to replicate its success
in the PC industry, and grab all the value from new innovations. As a
result, Microsoft’s strategy has been to initially work with contract
handset manufacturers, and partner with network operators who could
be convinced to try new functionalities. By 2003, Microsoft had signed
22 network operators. But these are not exclusive relationships; the
operators maintained their links to their traditional partners, thereby
limiting Microsoft’s influence, and since Microsoft needed the access to
the operators’ customers, it was not in a position to demand stricter
terms.

Despite its multitude of relationships, Microsoft has yet to take a
significant toehold in the market; launches of its products with
Germany’s T-mobile and AT&T were delayed, and Orange, which
launched Microsoft’s SPV phone found that the OS was unstable and
often crashed, a problem compounded by the discovery of security
flaws. Microsoft has also suffered significant defections in relationships
with handset makers. In 2002, Sendo, one of its four handset suppliers,
ended a two-year relationship days before it was supposed to deliver
handsets to six network operators, announcing that it would adopt
Nokia’s Series 60 software, and later partnered with Symbian. Sendo
defected, despite the fact that Microsoft owned 5 per cent of it. It then
sued Microsoft, accusing it of passing Sendo’s intellectual property 
to its Taiwanese handset partner, and won. More damaging was
Samsung’s defection and criticism of the OS; the fourth-largest
handset-maker in the world, Samsung was Microsoft’s largest licensee.
Samsung subsequently took a 5 per cent stake in Symbian. 

However, in this fast-changing environment, the other partnerships
have also suffered defections. Motorola exited Symbian in 2003,
moving to work with Microsoft and AT&T instead. However, Motorola
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still pursues Linux/Java-based internal initiatives, and is also working
with Oracle. Even though Samsung joined Symbian, it produces 
handsets with Microsoft, Palm, and Linux technologies. And, despite
Ericsson’s stake in Symbian, it established a joint venture, Ericsson
Microsoft Mobile Ventures AB, to provide mobile e-mail solutions 
to operators. Microsoft would bring server platforms, and Ericsson
infrastructure and mobile Internet technologies.56

In the handheld computer device arena, the market may have
changed enough to give Microsoft a stronger position since using
Windows-based platforms will allow users to move between PCs and
handheld devices more smoothly than PDAs with a competing OS. As
PC OEMs enter this market, Microsoft can leverage off their depen-
dence on it in the PC market, whereas competing OS providers do not
have these ties. On the other hand, its power over device makers will
not be as strong as in the PC arena because there are alternatives; these
OS providers are building functionalities to translate Microsoft applica-
tions, and Microsoft will be vulnerable to defections as it seeks to set a
new standard. 

Conclusions 

In the PC-related industries, Microsoft is powerful and independent. Its
power comes from owning a proprietary standard that anchors the
value chain. Because the rest of the industry’s technologies depended
on it, it did not need to form alliances. As a result, a resource which
conferred power in a specific context became the catalyst for a much
more instrumental source of power, financial strength. This latent
power insulates Microsoft from its partners’ actions, and allows it to
recover from strategic blunders.

In the non-PC world, the power differentials between Microsoft and
its partners vary significantly, and in some cases, are relatively evenly
balanced. Microsoft is interdependent, and in some instances, even
dependent on its partners. As a result, Microsoft suffered a number of
setbacks and open defections. Microsoft also needed to construct inter-
dependence through formal alliances and through the use of formal
power. However, even equity could not bind its partners because they
did not depend on its resources. 

In these new markets, Microsoft is not in a position to demand that
partners use its technology. Even though the firms in these new
markets may agree that a single standard would ease the interaction
between PCs, internet appliances, handheld computing devices and
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communications technologies, the preference is for open standards,
rather than interoperability based on a Microsoft standard.

Setting the standard for the range of devices which access the
Internet will not be easy. Unlike the beginnings of the PC era, where
Microsoft and the OEMs grew the market together, these new markets
are already populated with incumbents who have pre-existing relation-
ships with other firms. While technological and market uncertainty
still exists, this is a process of upgrading existing customers and exist-
ing networks. Instead of targeting individual customers, it is targeting
the firms who determine which products their customers choose from,
such as network operators. But, these firms own critical resources that
allow them to balance Microsoft’s latent power, and since Microsoft
does not control a bottleneck technology, it does not have significant
leverage.
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5
Ballard Power: Shifting
Dependence, Changing Structures1

The multi-billion dollar commercial potential of fuel cell technology
has generated much excitement in the investment community over
the past decade, an enthusiasm shared by those in energy and environ-
ment circles. Fuel cells have no moving parts, and generate electricity
from an electrochemical reaction between hydrogen and an oxidant,
such as oxygen: the only by-products are water and heat, making it the
ultimate clean technology. Although there are many potential markets,
from electric generation to power for mobile phones, the idea of fuel
cell vehicles has captured the public’s imagination. Its champions
speak of the dawning of a ‘hydrogen age’ and the beginning of the end
of the internal combustion engine (ICE).

Surprisingly, fuel cells are an old technology. They provided onboard
electricity for the Gemini and Apollo space programmes, and water for
the crew. In fact, the scientific principle underlying fuel cells,2 reverse
electrolysis, was discovered by Sir William Grove in 1839. Although
this preceded the development of the petroleum-fuelled ICE by some
forty years,3 the technology’s adoption has been stymied by a comb-
ination of cost and technological challenges, particularly low power
densities compared to the ICE.4 Many of these challenges remain. 

Technologies and markets5

There are five major types of fuel cell technologies, based on the
electrolyte used. They have very different properties, particularly
with respect to operating temperatures, fuelling options, and cata-
lysts (ranging from platinum and gold to advanced ceramics). These
properties limit the types of applications each technology can be
used in, and have a significant impact on materials costs. They also
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raise technological challenges: some are zero emission only if they
are fed pure hydrogen. If hydrogen is derived from other products,
such as petroleum, methanol, ethanol, diesel, or natural gas, this
process will require energy and generates pollutants. Additionally,
since hydrogen is combustible, storage is an issue, particularly in
automotive applications.

The general consensus is that the Proton Exchange Membrane Fuel
Cell (PEMFC), developed by General Electric in the 1950s, is the most
appropriate technology for automotive applications.6 Uniquely, its
electrolyte is a layer of solid polymer which acts as a membrane that
allows protons to move through. Commercialization has been held
back by cost and technical considerations: PEMFCs use expensive and
easily contaminated platinum catalysts, which degrade performance
unless they are replaced. As a result, they work best when fed pure
hydrogen.

Markets and drivers

Fuel cells can be used in a wide range of applications in three major
markets: small-, medium-, or large-scale stationary power generation;
transportation, including buses, commercial vehicles, and passenger
vehicles; and portable applications, ranging from generators for camp-
sites to mini fuel cells for personal electronics. As a result, the competi-
tive dynamic is not only between traditional technologies, fuel cells
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Table 5.1 Major Types of Fuel Cell

Type Operating Fuel Application
Temperature

Alkaline 70–100 °C H2 space, military
Proton Exchange 50–100 °C H2/reformed H2 stationary, transport
Membrane (or Solid 
Polymer)
Phosphoric Acid 160–210 °C H2 reformed from mid-large scale 

natural gas stationary, rail
Molten Carbonate 650 °C H2, CO – reforms stationary power &

natural/coal gas vapour, utility
internally

Solid Oxide 800–1000 °C H2, CO – reforms large/very large 
natural/coal gas stationary
internally

Direct Methanol 80–200 °C methanol transport



and other alternative energy sources, but in some market segments,
amongst different types of fuel cells. 

Stationary

The market for fuel cell-based stationary power plants is driven by
deregulation, increased energy requirements, the need for ‘quality’
power with a stable voltage, and ‘not-in-my-backyard’ attitudes which
have prevented new capacity from being built near populated areas. 
In California, for example, competition and environmental health 
and safety concerns has resulted in no large power plant being built in
over a decade; instead, it has adopted a distributed generation model,
locating small plants closer to the customer.

In the stationary market, fuel cells compete with existing diesel and
natural gas ICE technology, as well as new smaller gas turbines. How-
ever, supporters argue that the trend toward micropower favours fuel
cells because they are more efficient at smaller sizes than thermal,
nuclear or hydro-electric generators,7 and thus have lower economies
of scale.

Transportation

Motor vehicles are a major source of pollution, and various govern-
ments, notably the State of California, have mandated more strin-
gent emissions standards, such as a requirement to sell a certain
percentage of ZEVs by a given date. California is important because
it is the largest component of the world’s largest automotive market,
and technologies developed to meet its requirements would diffuse
to other developed markets as automakers seek economies of scale.
Despite significant phase-in periods, now 2007 in California’s case,
the intent is clear: to transition from ICE vehicles to LEVs and, ulti-
mately, ZEVs.8 Although the passenger market is the most high
profile, there is also a significant market in transit buses and fleet
vehicles, which do not face the same technological challenges and
fuelling considerations. 

Thus, stringent environmental regulations have sparked intensive
research in alternative propulsion technologies, including cleaner
diesel, electric cars, and hybrid vehicles, which combine an ICE with
battery power. Today, a number of automakers, including Toyota,
Honda, and Ford, offer hybrid vehicles. However, if governments stand
by the ZEV standard, the only possible technologies are fuel cells and
electric (battery-powered) vehicles, which are not practical for general
use due to their limited range and lengthy recharging times.9
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While conventional wisdom says that environmental regulation is
the catalyst for research in transportation applications, another view
is that the automotive industry is pursuing alternative propulsion
because they are finding it increasingly difficult to differentiate them-
selves in terms of scale, range of products, or geographic markets.10

Technology is one of the few areas where a firm can gain a competi-
tive advantage. The ICE can be improved, but it is a mature tech-
nology with decreasing returns on investment, whether defined as
technological improvement or cost savings potential. On the other
hand, significant improvements in design, performance and cost can
be gained from the same investment in disruptive technologies.
Given the steepness of the learning curve, the first mover could gain
significant cost and performance advantages. GM’s Hy-Wire prototype
is the most revolutionary fuel cell vehicle to date; instead of just
replacing the ICE with a fuel cell under the hood, GM has completely
redesigned the vehicle so that the fuel cell engine is encased in an 
11-inch thick chassis, on top of which different types of bodies can
rest. By completely reconceptualizing the vehicle, GM has likely
changed the cost allocation amongst the various subsystems and
vehicles types, which may compensate for higher fuel cell engine
costs.11

These two drivers have implications for the extent to which
automakers’ and fuel cell developers’ interests are aligned. If environ-
mental regulation is the driver, then automakers are being pulled into
adopting the technology by government and fuel cell makers, and
would be expected to try to delay implementation as long as possible.
But, if the automakers see PEMFC vehicles as a strategic advantage,
they will work with the fuel cell developers to bring this technology to
the market first. 

Regardless of the rationale, fuel cell companies want to push 
the technology. With some 55 million vehicles produced annually, the
market opportunity for the fuel cell industry is estimated to be around
$190B, based on current engine costs of about $3,500 per unit.12 As 
a result, fuel cell makers are competing to set the technological stan-
dard for the rest of the market. As with Intel, whose success rested on
developing faster processors than its competitors, in fuel cells, the race
is about developing the most powerful fuel cell with the smallest foot-
print at the lowest cost, and becoming the supplier of choice. However,
the race is not only between fuel cell developers, but between alliances
of fuel cell developers and automakers, and between fuel cell makers
and automakers’ internal development programmes. 
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Portable ‘Off-Grid’ and other applications

Portable generation and marine applications have had a relatively low
profile. In the portable market, fuel cells compete against traditional
small ICE generators, new ICE technologies transferred from the auto-
mobile industry, batteries, and advanced battery technologies. Poten-
tial markets include emergency residential power, construction, leisure,
and auxiliary power for recreational vehicles and boats,13 as well as
miniature fuel cells for use in portable electronics such as mobile
phones or laptop computers. The defence establishment, which origi-
nally funded fuel cell research, continues to do so: the National Aero-
nautics and Space Administration uses alkaline fuel cells, and a number
of firms are testing fuel cells to power surface naval vessels and
submarines. 

Commercializing fuel cell vehicles

Despite tremendous technological advances over the last decade, fuel
cell vehicles are not expected to be commercialized prior to 2010, and
ICE vehicles will likely remain in service for another generation. Even
for today’s fuel cell industry leaders, there are still tremendous market
and technology risks: the market is populated by a wide range of firms,
from start-ups to subsidiaries of some of the largest industrial firms in
the world. As a result, there are significant differences in the resources
that they can devote to R&D.

In automotive applications, fuel cell developers face formidable
challenges in introducing a disruptive technology. Incumbent tech-
nologies have economies of scale and cost advantages on their side,
as well as an established fuel infrastructure. Fuel cell makers cannot
bring the technology directly to the end user since they provide a
component in one of an automobile’s major subsystems, and must
work with automakers, most of whom are also conducting research
on fuel cells or alternative technologies, in order to commercialize
their products. This brings even greater uncertainty to the market.
For individual fuel cell firms, success is a function of both technology
and partnership strategies. 

There is also a question of technical complexity. A fuel cell engine
has multiple subsystems, combining the fuel cell stack with fuel, air
supply, cooling, and control sub-systems, which is then incorporated
with the automobile’s drive train and peripheral systems. It may also
require an inverter, and/or power conditioner to convert the direct
current the PEMFC produces to an alternating current for electrical
equipment and transmission systems.
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Then, there is the issue of complementary resources, such as fuel and
the fuel infrastructure. Fuel choice is critical.14 Hydrogen and its alter-
natives vary on a number of properties, including emissions, storage
density, impact on human health, safety (particularly combustibility).
Using fuels other than hydrogen add to the system’s technical com-
plexity and cost. Fuel cell vehicles are also limited by network effects –
how long will it take to convert all filling stations? And, how much
will it cost? Since incumbents have already made significant invest-
ments in the existing infrastructure, they would prefer fuelling options
that have the lowest switching costs for them, for example, by deriving
hydrogen from petroleum-based products. 

The marketplace question is as challenging as the technological con-
siderations, since fuel cell technology development is being driven as
much by environmental regulation as by strategic considerations. Fuel
cell vehicles must be cost-competitive. How much more would con-
sumers pay to be environmentally-friendly? Despite rising gasoline
prices and growing environmental awareness, JD Power and Associates
show that trucks (including Sport Utility Vehicles (SUVs)) still account
for over 50 per cent of the US market.15 Moreover, regulation adds an
additional layer of uncertainty as to which technologies are appropriate
and under what time frame.

Thus, fuel cell developers must create an ecosystem conducive to the
mass commercialization of fuel cell vehicles. Fuel cell firms need to ally
with automakers, who provide the vehicle (figuratively and literally)
which brings their product to market. But, they also need to work with
their competitors, automakers, and fuel-providers, whether these 
are traditional oil and gas players or new entrants, industry associa-
tions, environmental groups, academia, government agencies and 
regulatory organizations to develop the supporting infrastructure, such
as the California Fuel Cell Partnership, and the Fuelling a Cleaner Canada
initiative, amongst others.

This web of relationships creates a number of potential conflicts of
interest. Fuel cell firms cooperate in order to create a market, but
compete to provide the most powerful technologies to automotive
partners, and to be first to market. At another level, although fuel cell
firms and automakers work together, the automakers have invested 
billions of dollars in the ICE and it is in their own interests to prolong
its use, particularly if they do not have advanced alternative pro-
pulsion capabilities. In December 2004, 11 automakers (Toyota, GM,
Ford, Daimler, BMW, Mazda, Mitsubishi, Porsche, Volkswagen,
Honda, and Nissan) launched a suit against the State of California to
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try to block its new greenhouse gas regulations which limit vehicle
emissions.16

If the fuel cell is the technology of the future, the automakers will
not want to cede power over a core system, the engine, to a supplier.
Thus, many automakers are also pursuing internal R&D and non-fuel
cell LEV options. These conflicts of interest are also present at the infra-
structural level, in debates over whether there should be a hydrogen
infrastructure or reform other fuels. Here, governments and non-
governmental organizations are likely to focus on environmental
effects, while the oil and gas industry and even automakers are likely to
favour less stringent environmental standards, and allow the use of
carbon-based fuels. The less stringent the standards, the more likely
that the ICE’s main beneficiaries can meet these without ceding value
to a new industry. 

Even if fuel cell vehicles are commercialized, fuel cell firms face
significant challenges ensuring that they retain a substantial role and
capture a large share of the value. Just as consumers today do not tell
automakers whose components to put into a vehicle, tomorrow’s con-
sumers are unlikely to determine which fuel cell the automakers use.
The fuel cell firm cannot access the large transportation market
without the support of an automaker, or more likely, automakers, as
economies of scale will determine if its product can be built at an
acceptable cost. There is also a question of lock-in; once an automaker
has chosen a supplier and designed its vehicles around a certain 
fuel cell’s characteristics, asset specificity may mean that competing
fuel cells are locked out until a class of vehicles or their engines are
redesigned. Currently, there are a number of joint efforts amongst fuel
cell developers and automakers: Renault-Peugeot Citroen-Fiat-Nuvera,
United Technologies Corporation with Hyundai, Nissan, and BMW,
respectively, and Ballard-Daimler-Ford. However, if fuel cell vehicles
are not commercialized soon, memberships may change.

Influences on fuel cell vehicle alliances

Two of the most important influences on fuel cell vehicle alliances are
regulation and technology. Governments set emissions standards and
the dates when these targets must be met, as well as fund research ini-
tiatives in energy efficiency or pollution control, which indirectly
determines which technologies can be adopted. Fuel choice and 
the supporting infrastructure also influence which technologies are 
feasible, and government plays a role in these decisions, as well. 
For fuel cell vehicles, if emissions regulations are more stringent or if
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non-PEMFC technologies are unreliable, then automakers have greater
incentives to cooperate. But if governments allow LEVs instead of
adhering to a zero emission standard, or PEMFCs cannot meet required
performance criteria, then its partners would want to manage their risk
by investigating other technology options. 

In technology-based alliances, technological innovation plays a key
role in an alliance’s desirability. For example, the introduction of
hybrid vehicle may further delay the commercialization of fuel cell
vehicles, by taking some of the pressure off the need to achieve 
zero-emissions. Additionally, the auto OEMs also want time to reap a
return on their investments. Even within fuel-cell technology, there is
no guarantee that any firm can retain a technology lead. 

At the inter-alliance level, a major factor which influences a partner’s
desired action is how successfully the alliance competes against other
PEMFC vehicle developers, and sometimes versus an OEM’s internal
R&D efforts. Fuel cell firms cannot be sure of non-equity partners;
many automakers test fuel cells from multiple providers, while con-
ducting independent R&D, and can still switch partners relatively 
costlessly at this point in time. Honda is a case in point; it is working
with Ballard, but also developed a fuel cell which it claims is smaller,
more efficient and less costly than current offerings.17

At the alliance level, the partners’ positional interests are not
aligned, resulting in a tension between the group- and firm-level goals.
This tension may be ameliorated through contractual terms, or by
structuring an alliance so that different firms control different elements
important to the group’s success. Despite these types of structures, and
even if the partners agree on the ultimate goal, they may still disagree
over the technology’s design, the materials or the inputs used, and
commercialization strategies. The extent of co-specialization of tech-
nologies also plays a key role determining whether the partners are
able or likely to cooperate or defect. The more complex the final
product and the greater the co-specialization within the system, the
harder it is for the firms to defect and switch to alternative providers. 

Ballard Power Systems

Ballard Power Systems was founded in 1979 by physicist Geoffrey
Ballard as a contract research house focussing on high energy lithium
batteries. In 1983, Canada’s Department of National Defence and
National Research Council contracted it to develop a low-cost PEMFC
that would use less platinum, and find an alternative to DuPont’s
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patented Nafion membrane. Their progress exceeded expectations,
leading to two subsequent contracts. 

In 1989, Ballard decided to bet its future on the fuel cell, bringing in
a professional management team and raising millions in venture
capital funding. It also delivered its first fuel cell to Daimler for testing.
Since then, Ballard has become one of the most respected names in
PEMFC development. On the technology front, it has reduced the use
of platinum, increased the power of the fuel cell stack, increased the
cell’s power density, reduced the stack’s footprint, and found more
cost effective membranes and catalysts. One of its biggest early break-
throughs was a prototype transit bus; this was a vital marketing boost,
helping outsiders understand the company’s ultimate purpose. It led
to funding for more advanced test vehicles, resulting in commercial
demonstration projects for the transit authorities in Vancouver and
Chicago by 1998. Ballard has continued to demonstrate its technol-
ogy, building prototype generators, and delivering stacks to major
automakers, including Daimler, Ford, GM, Honda, and Nissan, for
testing and feedback. Currently, it has more test vehicles on the road
than other fuel cell firms. Ballard also matured as a company, going
public on the Toronto Stock Exchange in 1993, and listing on
NASDAQ in 1995. 

Although its focus is on automotive applications, Ballard has tar-
geted all three market segments: stationary generators; transit buses
and passenger cars; and generators for portable/emergency applica-
tions. Ballard’s goal is to become the partner of choice to developers of
PEMFC systems, OEMs, and their customers by developing brand
awareness. It would focuses on R&D in components, systems, and
manufacturing processes. On the operations side, Ballard wants to 
simplify product design, and lower costs through economies of scale
and by developing long-term supply relationships, such as its agree-
ment with Johnson Matthey to develop catalysts. Ballard allies with
leading firms to gain market knowledge and distribution channels,
access complementary technology, develop manufacturing skills, and
to access capital.18

In the stationary market, Ballard’s first alliance was between its 
subsidiary, Ballard Generation Systems (BGS), and GPU International
(GPUI – now FirstEnergy), the international power generation and
distribution arm of New Jersey-based GPU, in 1996. GPUI invested
$14.9M for part-ownership in BGS. In 1997, BGS added ALSTOM of
France as a partner and shareholder. BGS’ geographical coverage was
extended further in 1998, with the addition of EBARA of Japan as a
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partner and shareholder. Except in the case of GPUI, these alliances
also established joint-venture subsidiaries to pursue specific market seg-
ments. In 2000, Ballard added its first partner in the portable market,
Coleman Powermate, to develop co-branded PEMFC portable and
standby power units, and leverage off Coleman’s network of retailers
and distributors. Additionally, Ballard and Tokyo Gas began develop-
ing a 1-kW natural gas-powered fuel cell power generator for Japan’s
residential market.

On the automotive side, in 1992, Ballard deepened its relationship
Daimler into a collaborative (non-equity) partnership to jointly
develop fuel cells. This evolved into a formal alliance in 1997, and
expanded a year later when the Ford Motor Company joined. 

Ballard’s vehicular alliance

Since its establishment in 1997, Ballard’s vehicular alliance has
undergone several structural changes, which attest to the robustness
of the relationships and the partners’ recognition that flexibility is a
key ingredient in alliance success. The alliance’s restructuring reflect
changes in power relationships, shifts in responsibilities, and varia-
tions in the extent of interdependence. It also demonstrates both
natural and constructed interdependence, and shows how con-
structed interdependence in technology relationships can evolve
into natural interdependence. 

Ballard lay the foundation for its vehicular alliance by deepening its
eight-year relationship with Daimler, which invested C$202M for 
25 per cent of Ballard Power and two seats on its eight-member Board;
they established two joint ventures, dbb fuel cell engines (later renamed
XCELLSIS)19 to develop and commercialize PEMFC systems for automo-
tive applications,20 and Ballard Automotive, their sales agent. XCELLSIS
became the proxy through which Daimler contributed to the alliance,
and Daimler was the majority owner. Daimler’s share in Ballard was
diluted when Ford joined alliance, investing C$302.7M in cash for 
15 per cent of Ballard and 22 per cent of XCELLSIS. They formed a
third company, Ecostar, which was the vehicle through which Ford, 
the majority owner, made its contribution; Ecostar develops electric
vehicle drive systems, including electric motors and electronic control
systems. Ecostar then acquired 1/3 interest in Ballard Automotive.
Structurally, Ballard anchored the alliance; Ford and Daimler do not
have direct working relationships with it, only indirect ones through
their investments, their commitments to purchase, and through their
proxy companies.

Ballard Power: Shifting Dependence, Changing Structures 95



96

DaimlerChrysler DaimlerChryslerFord Ford

1998 2001 2004

DaimlerChrysler Ford

Ballard Power Systems

51.5%

20%

21.78%
26.72%

1/3XCELLSIS

1/31/3

20.94%

16.94%

62.12%

15% 22.8%

Ballard Power Systems

Ballard Power System AG
(ex XCELLSIS)

Ballard Power System Corp
(ex Ecostar)

18.5%

50% 50%

Ballard Power Systems

Ballard Material Products
(from Textron)

Ballard Power System Corp
(ex Ecostar)

Systems Group
(ex- XCELLSIS)

Ecostar

Ballard Automotive

18.8% 13.9%

Figure 5.1 Ballard–Daimler–Ford: Alliance Evolution 



As Ballard broadened its range of products, for example, purchasing
the carbon products division of Textron, it reorganized and stream-
lined its corporate structure. EBARA’s and GPUI’s, and later
ALSTOM’s, investments in Ballard were shifted to the company level
instead of in BGS. The bigger change came with the Third Vehicular
Alliance Agreement in October 2001. Ballard acquired XCELLSIS and
Ecostar (renaming them Ballard Power Systems AG and Ballard Power
Systems Corporation) with shares, raising Daimler’s and Ford’s owner-
ship stakes to 24 per cent and 20 per cent, respectively. Daimler 
and Ford agreed to invest another C$110M through a private place-
ment, half at the closing of the transaction, and the other half within
three years if Ballard undertook any secondary offerings in that time,
and were prohibited from selling their stakes for six years. Daimler 
and Ford would purchase PEMFC engines exclusively from Ballard and
could not develop or sell PEMFC engines. Daimler and Ford could not
license Ballard’s PEMFC technology for at least six years, but would be
given privileged information about pre-commercial technologies six-
to-nine months ahead of their competitors. 

The acquisitions brought skills in PEMFC engines, electric drive
trains, capability to integrate these, and power electronics for station-
ary applications. Ballard would become a fuel cell systems provider,
with capabilities in several segments of the automobile value chain,
and be responsible for all R&D efforts. Technologically, it left Daimler
and Ford more dependent on Ballard’s ability to deliver of PEMFCs and
their peripheral systems. But, they also had greater control since they
owned almost 45 per cent of the company, and could act together to
block corporate actions requiring 2/3 votes. They could also remove
officers and had veto power over some decisions. 

The alliance was restructured again in July 2004, in a move intended
to reverse some of the changes made in 2001. In the proposed changes,
Daimler and Ford would repurchase the former XCELLSIS, reducing
their stakes in Ballard to 18.8 per cent and 13.9 per cent respectively.
Part of the rationale may be that the ‘balance of plant’ is key to the
automakers’ competitive advantage, and engine system development is
not Ballard’s core competence. Moreover, given the importance of this
subsystem, third-party automakers were not likely to purchase one
partly-owned by their competitors. In return, Ballard would be released
from provisions giving Ford and Daimler lead time before a technology
could be sold to other automakers, and has the right of first-refusal 
to work on electric drive-trains for Daimler, mirroring an existing
agreement with Ford. 
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The three partners share a goal of developing fuel cell vehicles at a
price consumers accept, and staying ahead of competitors in their
respective industries, but beyond these, they have divergent inter-
ests. Ballard, for example, envisions a future as the Intel of the fuel
cell industry, stating that it wants to be the fuel cell and fuel cell
systems supplier of choice for the auto industry, although the latter
goal appears to have been stymied by its partners. It retains the right
to sell to Ford and Daimler’s competitors, although it cannot estab-
lish other vehicular alliances; accordingly, it would prefer that the
fuel cells and systems set standards, so that automakers can easily
switch to its technology, rather than seeing fuel cell developers build
according to the automakers’ specifications. Ballard bears the most
risk if this disruptive technology does not succeed; having identified
transportation applications as its major market, Ballard’s raison d’être
may come into question if the PEMFC automobile market does not
materialize. While Ford and Daimler operate in the automobile or
low-emissions vehicle markets, Ballard is confined to the market for
PEMFC vehicles.

Ford’s and Daimler’s primary businesses are designing, manufac-
turing and marketing cars, and they want to be at the forefront of
the automotive market regardless of the engine technology. In
PEMFC vehicles, Ford and Daimler have bet that Ballard gives them
the best chance to commercialize this technology and gain a com-
petitive edge. The alliance is also a means for them to share risk and
reduce their own R&D costs – as a public company, Ballard’s other
investors have made significant contributions to the group’s efforts.
While they want to advance Ballard’s technology, this does not
mean that they want other firms to benefit from their input – which
led to the restrictions on Ballard’s ability to sell new products to
other automakers. It is in their interests to make Ballard’s fuel cell
systems more asset specific, so that they perform best with their
vehicles, or to ensure that a vehicle’s performance depends less on
the fuel cell’s characteristics than on proprietary technologies in
other segments of the value chain, such as XCELLSIS’ engine
systems. If PEMFC vehicles fail, or if emissions standards are lax
enough to support other technologies, they may not remain com-
mitted to the alliance. Although Daimler and Ford have made 
large investments in the Ballard alliance and in PEMFC vehicle
development, these are small compared to their annual revenues 
of over $150B each. While Daimler-Ford-Ballard are trying to create 
a market for fuel cell powered vehicles, their alliance does not 
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preclude Daimler or Ford from conducting independent research on
PEMFC technology, or developing and commercializing competing
technologies. 

Thus, Ballard’s vehicular alliance illustrates the potential conflicts of
interest between the different stakeholders along the PEMFC vehicle
value chain. In addition to the tensions which arise due to their pos-
itional interests, two of the three partners are direct competitors. The
structure of the alliance and its subsidiary companies, as well as each
party’s commitments and limitations on their actions illustrate that
the members recognize the tensions inherent in their working relation-
ship, and are attempting to mitigate them by constructing interdepen-
dence. Moreover, encouraging the sale of fuel cells, and electric drive
trains outside of the alliance tempers Daimler’s and Ford’s interest in
increasing asset specificity.

Behaviours

In this alliance, Ford and Daimler’s relationship is inherently competi-
tive, and became more so after Daimler acquired Chrysler. Initially,
they cooperated indirectly through XCELLSIS and Ecostar, and only to
develop fuel cell vehicles, but will be co-owners of the Systems Group,
formerly XCELLSIS. Once fuel cell vehicles are commercialized, Ford
and Daimler will also compete in the PEMFC markets. Ballard also
competes with Ford and Daimler, albeit indirectly, since its fuel cells
may power other automakers’ vehicles. Currently, Ford also appears to
compete with the alliance through sales of hybrid vehicles, such as 
the Prodigy and the Escape SUV. While hybrids may be an intermedi-
ate step to eliminating ICE-vehicles, they are potentially a compromise
technology which satisfies regulators enough to delay fuel cell vehicles
further.

Despite the competitive dynamic, Ballard-Daimler-Ford have
managed their relationship successfully, achieving numerous tech-
nology breakthroughs and bringing the technology to the cusp of
commercialization. The alliance’s success, particularly in the ability
to restructure their roles, implies that cooperation has dominated
the relationship thus far. Without their respective resource contribu-
tions, they cannot meet their goal to commercialize PEMFC vehicles:
Ballard cannot reach the automotive market except through automo-
bile OEMs; Daimler and Ford need Ballard’s skills in fuel cell deve-
lopment. Thus, Ballard is a vehicle through which they can learn,
stay ahead of their competitors, reduce their technology risk, and
save on R&D. They also limit intra-alliance competition through
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non-compete agreements to Ballard, and the subsidiaries, and com-
mitments to purchase. However, these promises may be largely 
symbolic. For example, the commitments to purchase expire at
roughly the same period that mass commercialization is expected to
take off.21

Although the three firms share an overall goal, this does not mean
that they would not be tempted to benefit at the expense of their part-
ners, for example, by engaging in a learning race to reduce their depen-
dence. Ballard, for example, would welcome more automotive partners.
The automakers could also work against Ballard’s interests by delaying
the introduction of fuel cell vehicles, by introducing LEVs or by lobby-
ing for looser environmental standards. These actions, if successful,
would have a significant impact on Ballard’s cash flow and potentially,
on market confidence. Introducing LEVs can hurt partners who do not
have LEV capabilities. Additionally, neither Daimler nor Ford are pro-
hibited from conducting independent research in PEMFC technologies
and vehicular systems; although they are obliged to share their
research, tacit knowledge, for example, in production processes, is not
easily transferred.

Ford and Daimler could defect on the alliance or their partners, for
example, by selling their stakes in Ballard and exiting to pursue other
technologies or develop PEMFC vehicles on their own, or acquire
Ballard to change the balance of power in the alliance. Either sce-
nario is unlikely prior to commercialization, since the alliance allows
them to share market and technological risk. Ballard has limited
ability to defect, since it can only reach the end user via an auto
OEM, but, it could dissolve the alliance to focus on non-vehicular
markets. In that case, Ballard may not need to buy back Daimler’s
and Ford’s stakes, but if it wishes to partner with different automak-
ers, it will be a necessity. 

Although this alliance has shown resilience in managing several
structural changes, the 2001 and 2004 realignments can be interpreted
as attempts to change the balance of power within the group. The 2001
restructuring brought all of the technologies under Ballard’s umbrella,
including the engine systems which allow automakers to differentiate
their products. In doing so, Ballard would control a greater percentage
of the value of a fuel cell vehicle than by being a stack provider.22

Industry observers believe that the 2004 restructuring was instigated by
the automakers, as a means of regaining control over a core element,
and potentially, reducing fuel cell developers to the role of a major
components supplier. 
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Power and interdependence

What constitutes power in this alliance? In technology-based alliances,
a firm’s resource, its substitutability, appropriability, and how vital it 
is to the group’s success, rather than size, are key. However, fuel cell
vehicle alliances’ goal is to introduce a disruptive technology that
changes the way several vital internal systems operate. Since fuel cell
makers cannot access the market if an automaker does not design-in
their technology, this gives the owners of the host technology leverage
in negotiations, particularly if they also have the ability to develop 
the technology themselves and if they are large enough to help achieve
economies of scale. 

In the race to develop fuel cell powered vehicles, a number of firm-
specific factors contribute to a firm’s weight or power within an
alliance, the most important being technology. The fuel cell developer
who produces the greatest power density, reliably, at the lowest cost 
is going to be the most attractive partner. The firm’s leverage, however,
is also dependent on how far ahead of the competition its technologies
and processes are, and its ability to protect its intellectual property. At
the same time, technological competence and experience in innova-
tion are important attributes in the automaker; the fuel cell firm
depends on it to maximize the vehicle’s performance. If PEMFC vehi-
cles do not meet consumers’ expectations, they will have difficulty
being accepted in the market, and may leave the door open for other
technologies. A second key contribution is reputation, to help legit-
imize the fuel cell maker and its technology. A third consideration is
related to firm size, namely market share, since the fuel cell firm’s
revenue and its ability to achieve economies of scale is directly related
to the number of vehicles its partners manufacture. Given the number
of high-technology start-ups, management expertise is also an impor-
tant contribution, particularly experience in manufacturing processes,
sales and marketing, as well as distribution channels. Finally, size, in
terms of market capitalization and revenue base, may also be impor-
tant, as this gives the larger firms the potential to coerce, and options
to try to reduce their dependence. 

The relationship-specific factors which contribute to a firm’s power
and interdependence in an alliance focus on issues such as the nature
of the relationship, the respective firms’ commitments, the scope of
the relationship, and the extent of co-specialization and integration
required. In this alliance, the equity relationships are one-way and
confer formal power to Daimler and Ford. The contract terms and the
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firms’ respective commitments also add to our assessment; these
include commitments to license, to purchase, to not compete, and the
exclusivity of these arrangements. The scope of the relationship looks
to how much of a partner’s operations are affected by the alliance
activity, and how important the alliance is to the firm’s overall opera-
tions. Ballard, for example, has bet its future on fuel cell vehicles. For
Daimler, automobiles are one aspect of its operations, albeit an ex-
tremely important one. The firms’ positions on the value chain can
also give one leverage over another as resources can be contributed
sequentially. The extent of technological or operational integration
also impacts the respective firms’ power and interdependence. The
greater the degree of integration, the less able the alliance members are
to extricate themselves from the group without incurring significant
exit costs. 

Contribution to the Alliance

Ballard

In the beginning, Ballard’s contribution to the alliance was solely tech-
nology, and one of uncertain commercial potential. Over time, it could
lend its name and credibility to its partners’ efforts since its technology
is considered to be amongst the most advanced in its field. As the
alliance evolved, Ballard’s technology contribution also broadened.
After the acquisitions in 2001, Ballard contributed: PEMFCs, fuel pro-
cessors, balance-of-plant elements which integrate fuel cells into an
automobile’s systems, and electric drive trains. Ballard and its associ-
ated companies have been awarded over 1,700 patents. 

The principles which underlie fuel cell technology are taught in high
school science classes; where Ballard adds value is in making the fuel
cell more powerful, finding substitutes for costly materials, and engi-
neering the interaction between the fuel cells in a stack, and between
the stack and the systems it powers. Ballard’s R&D has focussed on
developing cheaper polymers for its membranes, reducing its depen-
dence on suppliers, and on reducing the amount of platinum required
in the membrane electrode assembly. This is critical to lowering com-
ponent costs. At the same time, Ballard has increased the electrodes’
tolerance to contaminants, prolonging their useful life, and which is
vital if fuelling options lead to reforming hydrogen from impure fuels.
Ballard also conducts R&D into the interactions between the fuel cells
within a stack, since its architecture and the materials used define the
system’s efficiency, power density, and cost. Aside from its automotive
partners, it is collaborating with materials suppliers, such as Johnson
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Matthey and UCAR International Inc. to find lower cost inputs.
However, Ballard’s most important work today may be in developing
lean manufacturing processes.

Daimler

Daimler’s commitment to developing fuel cell vehicles has been reiter-
ated at the highest levels. For example, even when announcing a quar-
terly loss of over $1B in a February 2001 conference call with analysts,
Chairman Jürgen Schrempp spoke of its investment in Ballard as a
strategic initiative.23

Ballard and Daimler’s association stretches back to 1989. Although
the early relationship was primarily transactional, it has deepened 
into knowledge-sharing, and has allowed Ballard to hone its skills in
automotive applications. Daimler provided Ballard with early insight
into the auto industry’s requirements, as well as credibility as it began 
to target the auto market. Even better, since Daimler produces transit
buses, it provided Ballard with testbeds that had less stringent size and
weight constraints than autos. According to Ballard, its learnings from
early field trials allowed them to reduce the next generation engine’s
weight by some 50 per cent. 

Daimler brought a number of assets to the alliance. The equity
investment was a much needed cash injection, and was seen as a sign
of confidence in Ballard’s technologies and strategy. It also assured
Ballard of a customer, and strengthened PEMFC vehicles’ chances of
entering the market against hybrids and improved ICE vehicles.
Daimler also brought its experience in designing and operating 
manufacturing systems, since Ballard had been an R&D house. Lastly,
Daimler also brought together several more segments of the fuel cell
vehicle’s value chain, including marketing, distribution and service
functions, and balance of plant technology. 

Daimler’s contributions, via XCELLSIS, focussed on integrating
Ballard’s fuel cell stack and systems with fuel processors (if necessary),
and within the larger electric-engine systems. XCELLSIS was also
responsible for R&D, commercialization, manufacturing, marketing,
and sales and service of PEMFC systems for automotive applications.
Another key role is to integrate the engine system with the drive train.
Although Daimler sold XCELLSIS to Ballard in 2001, it and Ford
bought Ballard out in 2004.

While Daimler made a significant contribution to the goal of com-
mercializing PEMFC vehicles, it could not guarantee the alliance’s
success against other automakers or other technologies. The one
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resource that it could not provide was a significant market share and
thus the ability to help Ballard achieve economies of scale and scope
and hopefully set a standard. Daimler is one of the oldest and most
respected names in the automobile industry, but a niche player
focussed on the luxury vehicle market. Even after its merger with
Chrysler in 1998, the new company still only accounts for some 
5.2 per cent of global production.24

Ford

Ford entered the vehicular alliance in 1998, bringing additional capital,
and adding credibility to its goal of commercializing PEMFC vehicles.
Ford provided Ballard with an second channel to the market, instead of
having to rely solely on Daimler. Ford contributes to many of Ballard’s
and the alliance’s goals due to its sheer size and weight in the automo-
bile industry. It produces around 12 per cent of the world’s cars, and
has a global presence; more significantly, Ford and its subsidiary
marques account for some 21 per cent of new car sales in the US, the
key market.25 Ford’s participation would potentially allow Ballard to
achieve the economies of scale needed to bring PEMFC costs in line 
to compete with ICE technology. As with Daimler, Ford also brought its
expertise in designing and operating manufacturing systems and
processes, and engineering skills, along with a sales and marketing orga-
nization, a network of distributors, an automotive finance operation,
and a service and parts organization. 

On the technology side, Ford, through its majority-owned subsidiary,
Ecostar, was originally responsible for developing the electric drive train
components and systems. At the same time, its technology has broader
application than just the PEMFC vehicle market; electric drive systems
can be used in hybrid and battery-powered vehicles, and have station-
ary generation applications as well, and is therefore less dependent on
the success or failure the alliance’s PEMFC vehicle development. Since
this unit has now been absorbed into Ballard’s operations, Ford’s 
primarily role is a conduit to the automotive market. 

Weight of contribution to alliance

In Ballard’s vehicular alliance, the question of which party is the most
powerful centres around the relative importance of Ballard’s technol-
ogy, and Ford and Daimler’s contributions of capital, their roles as a
conduit to the automotive market, and their work in adapting existing
systems to work with a new power source. Ballard’s contribution is
arguably the most important piece of the puzzle. If Ballard fails to
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develop fuel cells with adequate power and a small enough footprint to
fit inside a passenger car, and at a reasonable cost, Daimler’s and Ford’s
efforts in engine and drive train technology will not produce a vehicle
which meets consumer expectations. The automakers’ importance to
Ballard lies in providing an experimental platform, complementary
technology, and ultimately, a conduit to the consumer.
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Table 5.2 Contribution to the Alliance

Ballard Daimler Ford

Type of Fuel cell stacks & Fuel cell engine Fuel cell engine 
Contribution systems systems systems (with 

Monitoring & Engineering, Daimler)
control design & operation Engineering, 
Power systems of manufacturing design & 
Patent portfolio systems & processes operation of 
Drive train Capital manufacturing 

Legitimacy systems & 
Distribution processes
Transit vehicle Capital
market Legitimacy

Distribution

Substitutability Not substitutable Other automobile No auto OEMs 
of Contribution as long as Ballard OEMs available … available with 

technology is ahead but few with the the same 
Some asset  same history of market share; 
specificity; fuel cells  working with fuel GM pursuing 
are not completely  cells internal 
‘plug and play’ Strong commitment development

to FC vehicles. Has 
been working with 
Ballard since 1989

Qualitative/ Provides access Ability to design Ability to 
Ability to add to new technology engine systems and design engine 
value in the developments. But, concept vehicles systems and 
future no guarantee that that maximize the concept 

Ballard can stay fuel cell’s potential vehicles that 
ahead indefinitely. and compensate for maximize the 
Ability to changing vehicle fuel cell’s 
manufacture at cost structure potential and 
reasonable cost key compensate for

changing 
vehicle cost 
structure



In terms of formal power, Daimler and Ford will own 34 per cent of
Ballard (once the restructuring has been approved), and hold seats on
its Board. They have informal power through their ownership of criti-
cal complementary technologies, and latent power, deriving from
their relative sizes. However, this is blunted by the alliance structure:
neither Ford nor Daimler could take over Ballard without the other’s
acquiescence. 

The three firms’ relative importance to the alliance will change; as
the technology moves toward commercialization, different skills and
resources will be required. At the alliance’s inception, Daimler and
Ford’s contribution of capital and legitimacy, and direct feedback in
implementing fuel cells in automobiles were critical to Ballard. Today,
these assets carry less weight since Ballard can fund the next stage of
development, and has the legitimacy to go directly to the market.
However, as it moves into the production phase, Daimler and Ford’s
experience in manufacturing become more vital. But, these skills are
more substitutable. Daimler’s and Ford’s importance will grow again in
the future; as launch customers, they will account for a significant per-
centage of Ballard’s revenues, and will be vital to Ballard’s ability to
achieve economies of scale, particularly if Ballard’s other customers,
such as Honda, pursue internal development. 

Interdependence

The relationships amongst Ballard, Daimler, Ford and their subsidiary
and joint venture companies are characterized by natural and con-
structed interdependence. Their natural interdependence is a func-
tion of their respective positions on the value chain, the nature of
the of their contributions, and the extent of asset-specificity. The
extent of interdependence is mitigated by the availability of substi-
tutes, their options outside of the alliance, and whether the automak-
ers regard the alliance as a real option, leaving Ballard to bear most of
the risk. 

However, Ballard, Daimler and Ford also introduced terms which
constructed interdependence where none existed according to firm-
specific variables, such as commitments to purchase PEMFCs and
electric drive train components from Ballard, and PEMFC systems
from XCELLSIS. Although the commitments are neither symmetrical
nor unlimited, they increase interdependence. These linkages be-
come exit barriers over time, as they increase asset specificity and 
co-specialization, creating natural interdependence, and because
they involve joint ownership of intellectual property. Moreover, as
the alliance evolves, it becomes increasingly difficult to bring in
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additional automotive partners, beyond an arms-length relationship,
because of the complex commitments involved. 

Ballard and Daimler

The relationship between Ballard and Daimler has evolved significantly
since 1989. At the outset Ballard was an unknown research house, and
Daimler was one of the most respected automakers in the world.
Today, Ballard is generally believed to be the leader in PEMFC techno-
logy. The balance of power in their relationship has shifted, and they
have become increasingly interdependent as they move toward com-
mercialization. However, given the fact that Ballard was dependent on
Daimler, why did it construct interdependence when the alliance was
formed? Daimler likely recognized that Ballard needed another auto-
motive partner, and therefore, equity became the tool that guaranteed
that it would have a voice over who that future partner would be. 

Ballard is both sensitive and vulnerable to Daimler’s actions. From a
financial perspective, it is sensitive to Daimler’s funding for R&D, and
its purchase of fuel cells and engineering services, even though Daimler
is one of a number of automotive and stationary power customers
testing its products. However, its sensitivity will increase at commer-
cialization, since Daimler will be one of two major customers for 
its fuel cells and electric drive trains, unless it can attract more auto
customers. Should Daimler defect, Ballard would see an immediate and
large impact on its revenues. 

Ballard is vulnerable to Daimler on both technological and market
grounds. Ballard depends on Daimler’s integration of its fuel cells in the
balance of plant to demonstrate the technology’s viability. It is also vul-
nerable to Daimler’s continued purchase of its fuel cells and drive train
technology. Should Daimler defect, it would have a financial impact,
but even more importantly, would be seen as a no-confidence vote in
Ballard’s technology. Additionally, since Ballard had to forgo opportu-
nities to work closely with other automakers, it will find it difficult to
develop the same type of relationship with other automakers, assuming
that there are any who still lack a PEMFC partner. 

Daimler is less sensitive to Ballard, who only represents one, albeit
important, input in its product, but it is vulnerable since power cannot
protect it from technology risk. Though its commitment to purchase
exclusively from Ballard is limited by the technology’s performance,
this may still entail significant search and switching costs. For ex-
ample, there are few fuel cell firms not allied to automakers, who
would likely constrain the fuel cell firm from giving third parties their
most advanced technologies, as Daimler did with Ballard.
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Table 5.3 Ballard–Daimler Relationship

Effect on Ballard More Effect on 
dependent Daimler

Sensitivity Defection would B Today, Ballard has no  
have immediate immediate revenue 
impact on revenues, effects on Daimler.
stock price. Daimler will be 

more sensitive post-
commercialization.

Vulnerability Skills in engine systems = Vulnerable to PEMFC’s 
Firm-Specific development critical, performance.

and not unique. But, Ballard’s resource is
increasingly hard to critical, but not unique. 
replace as fuel cell But, hard to replace if 
vehicles get closer to it is the technology 
commercialization. leader and if other FC 
Daimler makes developers are 
significant contributions constrained by their 
to R&D; may be hard to automotive partners. 
replace if an exit signals Daimler large enough 
no-confidence. to absorb financial 

costs of switching 
providers, but may 
impact strategic 
positioning  
especially closer to 
commercialization.

Relationship- Not much asset specificity D Some asset specificity 
Specific or operational integration as engine system and 

on Ballard’s part. vehicle is designed 
around the Ballard 
stack’s footprint/
performance
Will have some 
operational 
dependencies at 
commercialization.

Symmetry Automakers are Ballard’s B Fuel cells potentially 
only route to the market. affect a large portion 
Daimler is an owner and of Daimler’s 
has control over some operations, if 
strategic decisions. technologies can be 
Ballard’s entire operations leveraged into their 
affected by vehicular other businesses.
alliance. 



Ballard represents a key resource which is unique so long as its 
technology is more advanced than others’. Daimler’s vulnerability to
Ballard has increased over time due to relationship-specific factors: in
the beginning, Daimler could easily switch fuel cell providers, but
today, there is greater technological and operational integration. The
XCELLSIS engine systems are designed around the Ballard stack’s char-
acteristics, which in turn, impacts its manufacturing operations. Thus,
unless Daimler can replicate Ballard’s stack internally, replacing Ballard
could result in a not insignificant re-design of its propulsion and drive
train systems. Moreover, if the fuel cell is key to the vehicle’s perfor-
mance, then Daimler is vulnerable to the performance of Ballard’s
technology, as its reliability has an affect on its vehicles’ reputations.
Daimler’s vulnerability is also greater than Ford’s since it had foregone
hybrid vehicles, and is now trying to catch up to the industry leaders
in this area.

The relationship is asymmetrical in Daimler’s favour based on rela-
tionship-specific factors. Daimler owns over 18 per cent of Ballard and
has two seats on its Board. Ballard cannot establish alliances with other
automakers or explore marine applications without giving Daimler an
opportunity to participate. The scope of the relationship is also much
wider for Ballard. Far more of its operations and revenue streams are
tied to the success or failure of this alliance than Daimler’s. If fuel cell
vehicles are not commercialized, or commercialized with another
firm’s technology, Ballard will not have a viable business. On the other
hand, if the alliance fails, Daimler will still produce cars, and it has
other revenue streams in aerospace and power generation. Ultimately,
Daimler’s contribution is more important to Ballard’s ability to achieve
its goals than vice versa. 

Ballard and Ford

Ballard and Ford’s relationship provides a counterweight to the Ballard-
Daimler axis. Ford owns some 14 per cent of Ballard and has two seats
on the Board. However, Ford’s electric drive train contribution, which
has been transferred to Ballard, was farther removed from fuel cell and
engine system development, and is not specific to PEMFC vehicles.
Unlike Daimler, which has placed its bet on the fuel cell vehicle, Ford
has hedged, taking a more evolutionary approach and introducing
hybrid vehicles. 

Ballard is sensitive and vulnerable to Ford, although less vulnerable
from technology risk than with Daimler. Ballard is sensitive to Ford’s
commitment to continued funding, and purchase of engineering serv-
ices for the next two generations of fuel cells. Post-commercialization,
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Table 5.4 Ballard–Ford Relationship

Effect on Ballard More Effect on Ford
dependent

Sensitivity Defection would have B Today, Ballard has no 
immediate impact on immediate revenue 
revenues, stock price. effects on Ford.

Ford will be more 
sensitive post-
commercialization.

Vulnerability Ford’s manufacturing B Vulnerable to PEMFC’s 
Firm-Specific skills not unique. performance.

Ford’s purchase of fuel Ballard’s resource is 
cells may be critical to critical, but not unique. 
Ballard’s ability to But, hard to replace if it 
manufacture is the technology leader 
cost-effectively. and if other FC 
Drive-train technology developers are 
has been transferred constrained by their 
to Ballard. automotive partners. 
Ford makes significant Ford large enough to 
contributions to R&D; absorb financial costs of 
may be hard to replace switching providers, but 
if an exit signals positioning especially 
no-confidence. closer to 

commercialization.

Relationship- Not much asset F Some asset specificity as 
Specific specificity or engine system and 

operational vehicle is designed 
integration on around the Ballard 
Ballard’s part. stack’s footprint/

performance.
Will have some 
operational 
dependencies at 
commercialization.

Symmetry Automakers are B Ford has options in 
Ballard’s only route hybrid vehicles.
to the market.
Ford is an owner and 
has control over some 
strategic decisions.
Ballard’s entire 
operations affected  
by vehicular alliance. 



Ballard will become even more sensitive to Ford; given its commitment
to purchase Ballard’s PEMFCs, non-cooperation would have an imme-
diate and large impact on Ballard’s revenues. Ford’s participation likely
allows Ballard to achieve economies of scale in production, and poten-
tially economies of scope across a range of vehicle sizes, so losing Ford
will have an impact on its production cost. 

Currently, Ford is not sensitive to Ballard’s actions, but it may be
more sensitive and vulnerable in the future. Ford’s sensitivity would
increase if Ballard were its sole supplier of PEMFCs and drive trains, but
would still be a limited by how widespread its production of PEMFC
vehicles is. Ford is also more sensitive than Daimler in that it is a pure
play automaker. 

Ford is also more vulnerable on the technology front, particularly as
it has transferred its electric drive train technology to Ballard. In terms
of firm-specific resources, Ballard provides the anchor technology in a
PEMFC vehicle, and Ford designs the vehicle around Ballard’s and
XCELLSIS’ technologies. This raises the switching costs for Ford, both
in terms of redesigning its vehicles and manufacturing platforms if it
chooses to exit. However, Ford’s vulnerability is limited insofar as its
size gives it more leeway to absorb switching costs. Given that Ford’s
strategy is to use hybrids as an intermediate step to PEMFC vehicles, 
it is also less vulnerable than Ballard and Daimler if the market is 
not defined as zero emissions. In this case, Ballard’s resource is not 
as unique and can be substituted by technologies that Ford already
owns. If Ballard defects, or if its technologies fail, Ford is still a viable
company. However, Ballard would find it much more difficult to
replace Ford, and is far more vulnerable.

Given the structure of the vehicular alliance, the relationship is
asymmetric in Ford’s favour. Ford has formal power over Ballard, and
can influence its strategic direction and is privy to its management’s
decisions, making it harder for Ballard to engage in opportunistic
behaviour. Additionally, Ford can prevent Ballard from working closely
with other automakers. The scope of the relationship is narrower for
Ford; fuel cell vehicles are a tiny element in Ford’s operations, and the
prospect of Ford’s entire automobile production being affected by
Ballard’s actions is not in the immediate future. 

The relative importance of the firm’s resource contributions may
favour Ballard. Ford’s primary contribution today is market access 
and know-how in engineering, design and manufacturing processes.
Ballard, on the other hand, allows Ford to stay ahead of the competition,
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and also takes most of the risk if fuel cell vehicles fail. Given that the
bulk of the work on fuel cells and systems is being done by Ballard and
Daimler (despite the fact that Ford now plays a much larger role in
XCELLSIS); this frees up resources that Ford can use to strengthen its
position in hybrid vehicles. 

In terms of how important the partner’s contribution is to the firm’s
ability to achieve its goals, Ford’s contribution is more critical to
Ballard than vice versa. Ballard needs Ford to be one of its customers
when fuel cell vehicles are commercialized given its importance as a
leading automaker. This is particularly important if other automakers
are closed off to it – the only comparable target is GM, which has
chosen internal development. If Ford’s goal is to develop a PEMFC
vehicle, Ballard currently provides it with the most advanced techno-
logy; but if Ballard loses this position, other fuel cell makers would
covet a relationship with it.

Daimler and Ford

While Daimler and Ford work with Ballard and through the former
XCELLSIS to develop PEMFC vehicles, their relationship is in-
herently competitive. At the inception of the alliance, Ford and
Daimler competed in a limited number of market segments, but
since Daimler’s acquisition of Chrysler, the two firms compete in vir-
tually every segment of the automobile market. Their stakes in
Ballard are also large enough that they can ensure that Ballard’s
actions will not benefit the other disproportionately. Within the
alliance, Daimler and Ford interact as members of Ballard’s Board of
Directors. They are also indirectly related through commitments to
purchase PEMFC systems and electric drive train components and
systems from the subsidiary companies. 

With their joint ownership of the former XCELLSIS, Ford and
Daimler have become more sensitive to the others’ actions and vul-
nerable to their joint venture’s ability to deliver the balance-of-plant
system on time and on cost, since these play a large role in determin-
ing the vehicle’s performance, and therefore account for a significant
element of the vehicle’s competitive advantage. Additionally, as
PEMFC vehicles are designed around the performance characteristics
of these assets, there are significant switching costs, assuming that
there are alternatives available. Ford is more vulnerable to defection,
since its original contribution to the alliance, the electric drive train
technology, is less directly related to the vehicle’s performance. It is
unclear how much capability it has in engine system technology,
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since XCELLSIS was originally part of Daimler. However, Daimler is
more vulnerable than Ford at the strategic level: if Ford decides to
pursue hybrid vehicles as its technological solution to environmental
regulations, this would change the environment in which Daimler
launches fuel cell vehicles, and may delay introduction.

How symmetrical is Daimler’s and Ford’s relationship in fuel cell
vehicles? In terms of firm-specific factors, Ford is more dependent on
Daimler’s contributions based on how closely related to fuel cells their
technologies are. At a higher level, however, Daimler, like Ballard,
depends on Ford’s weight in the industry to create a PEMFC vehicle
market. From a relationship-based perspective, much of Ford and
Daimler’s interdependence is constructed from the equity investments
in, commitments to purchase from, and non-compete provisions 
with, the subsidiary companies. Ford, for example, is obliged to buy
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Table 5.5 Daimler–Ford Relationship

Effect on More Effect on Ford
Daimler dependent

Sensitivity No revenue effects. = No revenue effects. But,
But, Ford’s defection Daimler’s defection 
may lead to Ballard may lead to Ballard 
requiring more funds requiring more funds 
from Daimler. from Ford.

Vulnerability Indirect impact; Ford’s F Partnered in former 
Firm-Specific defection will impact XCELLSIS, but 

the Ballard stack’s technology 
unit costs. contribution came 

from Daimler. 
May not be able to 
match its skills in FC 
engine systems. 

Relationship- Some asset specificity = Some asset specificity 
Specific as vehicle is designed as vehicle is designed 

around the former around the former 
XCELLSIS’ systems. XCELLSIS’ systems.

Symmetry Daimler is focussed D Ford has more 
on fuel cell vehicles. flexibility to deal  

with regulatory 
environment; already 
has hybrid vehicles.



XCELLSIS engines so long as it owns shares in it. It is also obliged to
buy drive trains exclusively from Ecostar. Daimler, on the other hand,
was obliged to purchase fuel cell systems from XCELLSIS so long as
Ballard and Ford own shares in the subsidiary, and up to five years after
it ceases to own shares. 

Summary 

As the analysis illustrates, measuring interdependence is complex, and
the extent of interdependence varies between partners and between
each firm and its alliance. Interdependence also varies according to the
parameters being set, for example, whether we define the relevant
market as PEMFC vehicles or LEVs. 

At the bilateral level, Ballard and Daimler have the most interde-
pendent relationship, as XCELLSIS and Ballard provide comple-
mentary technologies to enhance the fuel cell’s capabilities for
automotive applications. Each is affected by the other’s actions, even
if the effects are not symmetrical. Ballard’s relationship with Ford is
less close today because it is based on market access and manufactur-
ing processes, without a direct technology linkage. But, although
Ballard is likely to be more concerned by Daimler’s action in terms
of the impact on technology development, Ford’s actions have a
larger impact on its position in the PEMFC vehicle market. Despite
their co-ownership of XCELLSIS, Ford and Daimler have the least
interdependent relationship.

When we consider the alliance as a whole, Ballard is dependent on
both Ford and Daimler for strategic reasons. The two automakers act
as counterweights. Absent one, Ballard would be much more depen-
dent on the other, as it would provide the only channel to the
market. Ford and Daimler guarantee Ballard’s independence as a
company but not its freedom of action. At the alliance level, the two
automakers are also more dependent on each other than in their
bilateral relationship: their combined production requirements are
needed to ensure that Ballard and their subsidiary companies are able
to achieve the economies of scale necessary to make fuel cell vehicles
cost-competitive. 

Constructing interdependence

To date, non-cooperation has been constrained by a number of
factors, the key one being the fact that Ballard appears to have main-
tained its R&D lead in PEMFCs. Additionally, since the market is still
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a decade away from mass commercialization, the competitive ten-
sions between the auto OEMs have yet to come to the fore, and the
automakers may still consider the alliance a real option, a means of
managing risk in the face of uncertainty. Moreover, the partners
have built interdependence into the structure of the alliance, includ-
ing a complex framework of equity exchanges, and commitments to
purchase, and to license. However, the latest restructuring of the
alliance has kicked away some of these measures, and it remains to
be seen whether non-cooperation could enter into the equation
absent these constraints. 

The alliance’s structure, particularly the division of labour along 
the fuel cell vehicle system value chain, increases interdependence, 
as some technologies become co-specialized over time. And, although
Ecostar was initially a separate unit that focussed on electric drive
trains, Ford has become more tied now that this subsidiary has been
absorbed by Ballard. Additionally, although Ford was largely isolated
from the active research on PEMFC and system technology, it has 
now been brought in on engine development, which increases the
knowledge transfer from its participation.

Early on, the alliance’s complex ownership structure played an
important role in increasing the interdependence. Daimler and Ford
hold significant equity stakes in Ballard and have seats on its Board,
giving them a unique perspective on its operations and strategic
goals. The subsidiary companies were also jointly-owned, but each
dominated by one party, allowing the automakers to direct the com-
mercialization of technologies vital to them. To ensure that the firms
did not provide second-tier technology to the joint companies, the
firms also made commitments to purchase that remained in place so
long as the other partners co-owned the subsidiaries. The cross-
shareholdings made the subsidiaries’ and Ballard’s activities more
transparent. 

The alliance also created interdependence by including commit-
ments to purchase from Ballard, XCELLSIS and Ecostar, subject to
certain limitations, particularly post-commercialization. These discour-
aged the partners from duplicating R&D in these areas. It also created
interdependence as offtake provisions, particularly where the buyer is a
launch customer, account for a large percentage of the seller’s sales. In
addition to the commitments to purchase, Ford and Daimler’s depen-
dence on Ballard increased because they were prohibited from compet-
ing in the development, production, distribution, sale or service of
PEMFCs. 
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Constraining defection

As the alliance evolved, the firms have built in a number of provi-
sions to constrain defection, either through the takeover of Ballard
by one of the auto companies, by Ballard allowing itself to be taken
over by a third party, or by Ford or Daimler exiting the alliance and
disposing of Ballard’s shares. These included commitments not to
dispose of shares before a certain date, to grant the others the right of
first refusal before disposing of shares. Exits were also complicated by
the fact that ramifications could include unwinding activities in the
subsidiary companies. For example, if Daimler disposed of its Ballard
shares, the other two could have forced Daimler to buy out their
stakes in XCELLSIS. This response to exits also takes place at the sub-
sidiary level. One of the reasons for the tit-for-tat approach is that
many of the commitments to purchase fuel cells, fuel cell systems,
and electric drive trains were contingent on ownership in Ballard or
the subsidiary companies.

The alliance agreements also raised the cost of acquiring Ballard. If
Ford were the acquirer, Daimler could force the others to divest their
interests in XCELLSIS. Arguably, constructed interdependence gave
each firm a competitive advantage in an important component of 
the value chain, thus reducing the value of pursuing PEMFC vehicles
independently. If Ballard defects by allowing itself to be taken over by
a third party, Ford and Daimler are less vulnerable because they own
the engine systems, and could replace Ballard, even if it is costly. But,
Ballard would have the right to licence XCELLSIS’ vehicular fuel cell
systems technology and Ford’s fuel tank system technology. 

Constraining opportunistic behaviour

The vehicular alliance agreement incorporated a number of measures
to limit the partners’ ability to behave opportunistically. In Ballard’s
case, anti-dilution measures give Daimler and Ford the right to pur-
chase shares to maintain their ownership stake at certain levels. Ballard
and the subsidiaries were also shielded from opportunistic behaviour
through non-compete measures, and requirements to share R&D. 

On the flip side, the alliance also makes room for competition in
PEMFC technology, perhaps as a concession in order to bring the
parties together in the alliance, but this also gives the other parties 
the tools to retaliate against opportunistic behaviour. For example,
Daimler, Ford and Ballard are allowed to compete with XCELLSIS on
fuel cell systems technology and with the former Ecostar in drive train
technology.
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There are also provisions giving the partners the right to license each
other’s technologies on a non-exclusive, non-transferable and royalty-
bearing basis. This right protects the other parties from opportunistic
behaviour by the technology holder. In a sense, it also protects the
other parties by giving them the ability to punish the technology
holder by manufacturing their own components. The automakers may
license Ballard’s PEMFC technology, and future improvements for their
own branded cars, buses and trucks. 

Conclusions

To date, the story of Ballard’s vehicular alliance has been one of
non-defection, although it is difficult to determine whether the part-
ners have behaved opportunistically given the lack of transparency
in technology-based alliances. Non-defection may be explained by
two different sets of factors. The first revolves around the fact that
the environment-level, alliance competitive, intra-alliance, and firm-
level factors, have all favoured cooperation. Even when Daimler’s
financial stresses could have cast doubt on its commitment, senior
management has remained publicly committed to fuel cell vehicles. 

The second set of factors focuses on power and interdependence, and
the constraining role it would play even if one of the parties wanted to
exit. In contrast to most of the other alliances in this book, it is clear
that power is relatively evenly distributed in this alliance. Ford and
Daimler’s formal power and context-specific sources of power are bal-
anced by Ballard’s technology, which is its source of power. However,
it also shows the limitations of context-specific sources of power; if the
market were defined as low-emissions vehicles instead, then Ballard
would clearly be less powerful than its two partners. Additionally, the
partners are interdependent based on resources contributed to the
overall goal, and on their respective positions on the value chain –
they deliberately constructed interdependence via contractual terms to
bind each other further.

Measures of power and interdependence are just snapshots in time,
and the temporal element must be brought back into play. Not only
does alliance restructuring shift the parties’ relative dependence, inter-
dependence changes because where there are no viable substitutes
today, there may be in the future. What happens post-commercializa-
tion, after a number of the conditions of constructed interdependence
expire? Additionally, all three of the parties will be competing explic-
itly in the automobile market, particularly via Ballard’s sales of fuel cell
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stacks to other automakers. In that case, will the alliance’s cross-
shareholdings and the penalties associated with exiting be enough to
hold a partner in? 

Much also depends on whether Ballard can maintain its technology
lead, and whether the value-added in PEMFC vehicles comes from pro-
viding the most powerful stack, or in the OEMs’ implementations of
the technology. Given that the automakers have taken this function
back, we may surmise that the engine system is the critical element.
The answer to this question could be the difference in whether Ballard
is the Intel of the automotive industry, or whether it becomes a 
producer of PEMFCs according to an OEMs’ specifications.
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6
Global Airline Alliances:
Constructing Interdependence

The rise of strategic alliances has been associated with technology
industries, but aviation has been a leader in adopting cooperative 
competition, and continues to pioneer new approaches to alliance
structure and governance. Although passenger alliances are the most
high profile, airlines cooperate on a range of activities along the value
chain, and many partners in one venture compete in another. Airline
alliances also have a significant history of non-cooperation, and im-
portantly for this book, non-cooperation is relatively transparent 
compared to other industries. 

Airline alliances provide a counterpoint to the technology-based
cases elsewhere in this book because the nature of the resources con-
tributed is very different. Technology firms generally bring firm-specific
knowledge or capabilities that derive from their innate innovativeness.
Airlines’ firm-specific resources include competencies in IT, reputation,
sales networks and capital, but many of the most important resources
are granted or inherited: geographic location, route authorities, slots 
at airports, customer base. Airline alliances are less about breaking 
new ground than improving competitiveness through service enhance-
ments, although efficiency and cost-savings are becoming increasingly
important, and require changes in the way the firms cooperate.
Structurally, airline alliances are horizontal; members are tied together
through a base level of reciprocal commitments, although some 
partners have closer bilateral ties. 

The characteristic which most differentiates international aviation 
is the shadow of regulation. In spite of increasing liberalization, the
industry sits on the nexus of international (traffic) and economic 
(competition law) regulation. Regulation has created an environment
conducive to alliances, but often defines the type of resources the firms
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can contribute and the extent of operational integration allowed.
These determinations can destabilize alliances as carriers seek partners
with whom they can derive greater value, dropping those with whom
they face regulatory constraints. Thus, a carrier’s most vital resource,
antitrust immunity, which permits it to coordinate schedules, fares,
and pool revenues and costs, is a government-specific resource, and as
BA and American have found to their detriment, one that can be held
hostage to larger political considerations. 

Industry environment

Regulation 

International civil aviation is a ‘global industry, but one served by
national firms.’1 Beginning with Britain’s claim to absolute sovereignty
over its airspace and right to non-national treatment of foreign air-
craft,2 to the establishment of government-owned – and subsidized –
flag carriers, aviation has been treated differently than other industries.
Even the US, which has no state-owned carriers, has not been able to
resist propping up bankrupt airlines, and establishing nationality
clauses to limit foreign ownership and control. 

The Convention on International Civil Aviation (Chicago Convention,
1944) established the rules and institutions governing international
aviation, and defined international traffic rights (Freedoms of the Air).3

But, the US and Britain’s failure to agree on commercial issues created a
regime where traffic rights would be negotiated bilaterally. 

Since the late 1970s, the US has pushed for greater liberalization
through bilateral Open Skies treaties. Their scope can vary signifi-
cantly, but generally lift restrictions on the numbers of carriers allowed
to fly between two countries, letting the market determine capacity
and pricing; competition law became the primary regulatory instru-
ment. However, foreign ownership restrictions remain in place. Open
Skies treaties are almost a precondition for antitrust immunity to be
granted to international alliances. The Netherlands was one of the first
signatories; this agreement paved the way for Northwest Airlines and
KLM’s comprehensive alliance.

The EU has made the most radical changes, and has succeeded in
deregulating the intra-EU market: in 1973, Member States were
granted 5th and 7th freedom rights; in 1993, foreign ownership restric-
tions were eliminated;4 and cabotage was introduced in 1997. Today,
all intra-EU traffic is considered domestic. Until recently, the Chicago
regime still applied to traffic between Member and non-Member
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states, limiting the effect of scrapping foreign ownership restrictions.
It also meant that EU-rest of world traffic rights were still negotiated
bilaterally. However, a 2002 European Court of Justice decision deter-
mined that the Member States’ bilateral deals were in breach of laws
established to create a single European market. This has opened the
door for negotiations on a US-EU open skies agreement .

Economics

Since the September 11th terrorist attacks, the airline industry’s financ-
ial troubles have never been far from the news. Yet, the years of eco-
nomic crises, liquidations and bankruptcy protection filings that
followed were only the latest in a history of boom and bust. The airline
industry is extremely sensitive to its environment and financial volatil-
ity is endemic: losses in lean years outstrip the profits in good years,
and historically, the industry has failed to return the cost of capital.
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Table 6.1 Freedoms of the Air

Freedoms of the Air

1st Freedom The right of overflight. 

2nd Freedom The right to land for technical or non-traffic reasons, such 
as maintenance or to refuel, en route to a third country.

3rd Freedom The right to carry traffic from a carrier’s home country to 
another country.

4th Freedom The right to carry traffic from another country to a carrier’s 
home country. 

5th Freedom The right to carry traffic between two countries outside of 
the carrier’s home country, so long as the flight originates 
or terminates in its home country. E.g. Cathay Pacific Flight 
CX888 originates in Hong Kong, disembarks and takes on 
passengers in Vancouver, before terminating in New York 
City. 5th freedom rights are sometimes segmented further: 
intermediate-point; beyond-point; and behind-point.

Added Later

6th Freedom The right of an airline to carry traffic between two foreign 
states, with a stop in its home country. 

7th Freedom The right to operate stand-alone services between two 
foreign states. 

8th Freedom The right to operate within a foreign state’s domestic 
market (‘cabotage’).



The challenge for airline executives is how to maximize the
number of seats sold at the highest possible price while minimizing
costs. Revenue per seat varies significantly between classes of service,
but also within classes, according to when a ticket is bought, who
sold it, and how flexible it is. Product differentiation is largely based
on flying experience, such as levels of service and amenities that
make travel smoother, but even these are becoming commoditized
in coach class. More dangerous for traditional carriers is the low fare
carrier model, which originated in the US, and has spread to Europe
and Asia. These carriers have made customers even more price sensi-
tive, forced down yields across product classes, and have contributed
to breaking the traditional carrier’s business model. 

The industry is capital intensive with significant fixed and variable
costs, and is driven by economies of scale, scope and density5 so 
that size of airline and size of market play important roles in determin-
ing profitability. Capital investments in aircraft and infrastructure 
have long lead-times, often resulting in airlines investing during the
peaks of economic cycles, but taking delivery in the downturn.

Since demand for air travel is income-elastic, macroeconomic factors
such as recessions can have a large negative impact on load factors. It also
affects the types of tickets purchased: high-yield business customers may
downgrade their class of service or trade-off flexibility for lower prices,
and carriers may need steeper discounts to attract price-sensitive trav-
ellers. Then, there are political shocks. The Persian Gulf War (1990–1), for
example, led to the first ever decline in world air passenger traffic.6 The
September 11th attacks resulted in North American airspace being closed
for two days; in the aftermath, North American and European carriers
reduced their flights by up to 25 per cent, and laid off over 70,000 staff.7

Alliance rationales and activities

Cooperation has been part of the aviation industry since its inception.
Cooperative competition, however, is a relatively recent phenomenon.
Alliances are a means to circumvent foreign ownership rules and
restrictions on traffic rights. It is also a means to increase revenues,
achieve economies of scale and scope, access resources, enter new
markets cheaply, improve competitive positioning and share risk.
Partners bring new destinations, allowing allow carriers to develop a
global network faster and with less investment, and bring transfer
traffic to their domestic networks. Ideally, alliances enhance an
airline’s financial position in good economic times and act as a
cushion during downturns. 
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Alliances can improve a carrier’s position vis-à-vis domestic com-
petitors, providing ‘“market share gain without balance sheet pain.”’8

Allied carriers increase market share at the expense of non-aligned 
carriers, affecting their high-yield traffic disproportionately, because 
of customer-service-oriented advantages, including more flexible
schedules and flight frequencies, wider accrual and redemption oppor-
tunities for loyalty programmes, and lower fares for transfers onto part-
ners’ flights. As a result, there is a multiplier effect beyond the routes
that carriers cooperate on, enhancing system-wide total factor produc-
tivity, and improving a carrier’s performance across a number of eco-
nomic measures, including pricing, profitability, and share price.9 The
caveat, however, is that these benefits depend on the scope of the part-
nership and degree of integration. To date, code-share agreements have
provided most of the substance in airline alliances.10

Even if the incremental revenue a partnership brings is not sign-
ificant in terms of an airline’s overall operations, it can mean the dif-
ference between profit and loss on a route. This is crucial because
carriers’ flight frequencies provide a competitive advantage: if A has 
65 per cent of the daily flights and B has 35 per cent, B’s market share
will be less than 35 per cent since customers will prefer A’s more robust
schedule. If B’s route becomes unprofitable and it reduces frequencies,
it will be even less uncompetitive and may be forced to exit the
market.

The industry magazine, Airline Business’ annual alliance surveys
highlight several trends. First, only a limited number of carriers
adopted alliances in the 1980s, but alliances have spread rapidly since
the mid-1990s, in terms of alliances per carrier, and the number of car-
riers in alliances. Second, the use of equity is falling as a proportion of
alliances. Third, there has been a significant amount of turbulence, as
carriers drop partners from regions where there is insufficient traffic or
as they search for stronger partners in various markets. However,
perhaps the most salient point is the change in alliance structure, from
bilateral relationships to global alliances. 

Airline alliances can be segmented according to the scope of activities
covered.11 Focussed alliances cover specific activities, for example, route-
specific code-share agreements, established for tactical reasons, such as
increasing feed from key markets. For example, prior to joining Star
Alliance, bmi British Midland (bmi) took a ‘promiscuous’ approach,12

partnering with a number of direct competitors, including American,
United and Continental in the US and Austrian, Lufthansa, and Air
France in Western Europe. 
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Comprehensive alliances often widen the scope of code-sharing across
the networks, and include activities which require greater operational
integration, such as ground handling services and facilities, loyalty pro-
grammes, schedule coordination, crew exchanges, joint development 
of systems or systems software, joint marketing, joint maintenance, and
joint purchasing. One of the longest-standing comprehensive alliances is
Northwest-KLM, which includes revenue and cost pooling in parts of
their networks. 

Comprehensive alliances differ as to the level of integration, as the
joint activities often become difficult to reverse over time. For example,
if one party provides IT support, or they develop joint IT systems, these
can create significant exit barriers. Austrian Airlines claimed that
switching from Qualiflyer to Star cost about 600M schillings ($42M), of
which 40 per cent could be attributed to IT, primarily because it had
relied on Swissair for these capabilities.13

Equity plays an ambiguous role. It is seen as a sign of commitment,
but it has neither prevented investors or recipients from defecting, 
nor stopped investors from competing with the recipient. For example,
BA owned almost 25 per cent of US Air when it announced a compre-
hensive alliance with American, and Austrian defected from Qualiflyer
to Star, despite the fact that Swissair held a significant stake in it. It has
also led to conflict, notably a court case between Northwest and KLM,
when it was feared that KLM was becoming too influential. Equity may
be an inadequate glue: while the recipient welcomes the investment 
at times of financial strain, once it has recovered, it seeks to reduce 
the investor’s role.14 Over the years, the number of equity alliances 
has remained relatively constant despite a dramatic increase in the
numbers of alliances. Swissair accounted for almost 20 per cent of
these, while other airlines, such as Cathay Pacific, have argued that
good partnerships should stand on their own, and not need equity to
cement the relationship.

Global airline alliances

There is a qualitative difference between bilateral and global alliances.
Arguably, bilateral relationships are not strategic, but tactical, focussing
on the economics of specific markets. The decision to join a global
alliance is strategic. In choosing an alliance, a carrier commits to a path
for future growth, particularly as the groups are becoming increasingly
structured and require greater operational integration. The decision to
join an alliance can also result in severing long-established relationships
that conflict with new partners’ interests. 
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Global alliances change the nature of the game, particularly on the
customer interface. The most obvious difference lies in branding: 
the carrier’s advertisements, livery, stationery, loyalty programme
cards, lounges carry the alliance’s and its own logos. They also widen
the benefits carriers can provide – easing transfers amongst member
carriers’ flights, making loyalty more valuable, increasing the number
of lounges available, and providing ticketing assistance regardless of
which partner issued the ticket. 

Global alliances are also strategic in that they dictate the carrier’s set
of partners. Although carriers had developed bilateral networks in the
past, there was little or no expectation of exclusive dealing since these
relationships were mainly tactical. A global alliance creates the expec-
tation that a carrier would work with ‘family members’ first. However,
this expectation is not always realized. 

Today’s global alliances operate on two levels of commitments:
alliance and partner. All members promise reciprocity on a number of
customer-service issues, such as loyalty programmes, lounge access, or
through check-in, although compensation is negotiated on a bilateral
basis. The list of reciprocal commitments may grow as the groups
evolve and have a larger impact on operations. Passenger Name Record
servicing, which SkyTeam advertises, allows passengers to change
tickets with any SkyTeam carrier’s agents; this requires a greater degree
of access and interoperability with each others’ IT systems. Star
Alliance has gone farther, announcing plans to develop a common 
IT platform which increases the level of commitment needed at the
alliance-level. 

Much of the alliance’s value, however, resides at the bilateral level,
specifically, in flight operations. Within an alliance, most carriers only
have significant ties to a few partners, focussing on specific markets;
the other partners’ markets are simply inconsequential. Equity invest-
ments, or sales, maintenance or revenue-management support relation-
ships, are also largely a bilateral concern. Thus, there is significant
variation in the carriers’ interdependence. 

The ramifications of exiting from a global alliance are more sign-
ificant than exiting bilateral relationships, which only impacts a seg-
ment of a carrier’s customer base. Exiting an alliance affects a large
percentage of customers who fly internationally, as well the carrier’s
domestic operations because of transfer traffic. In addition, global
alliances often have significant switching costs where alliance-wide
projects create operational linkages amongst partners. In contrast, 
a constellation of bilateral alliances allows carriers to isolate their
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relationships and to exit one without affecting another. They can
also replace a partner with its rival. In a global alliance, even if an
airline ends a bilateral relationship, it cannot renege on its base level
commitments. Additionally, it may be constrained from replacing
that bilateral relationship because of the alliance’s exclusivity rules,
or because the potential partners are in competing alliances. 

Influences on the firm’s attitude

The conventional wisdom is that there is little downside to airline
alliances – at worst, they are revenue neutral. However, defections have
been rife.15 What then, influences a carrier’s desire to stay or go? 

Environment

Regulation is the defining characteristic of international civil avia-
tion, a catalyst for alliance formation; alliances are often viewed as
substitutes for the mergers and acquisitions which take place in
other industries. This implies that alliances are temporary structures,
and airlines will be committed so long as regulations bar industry
consolidation. The KLM-Air France merger in 2004, the first between
two major flag carriers, may be a first step in breaking the group-
vs-group dynamic.

Regulation also impacts an alliance’s competitiveness and may lead
partners to defect, if competition law requirements hamper meaningful
cooperation. For example, the US DoJ and the European Commission’s
refusal to grant American and BA antitrust immunity, absent concessions
neither will accept, prevents them from competing on a level playing
field against SkyTeam and Star, who have trans-Atlantic antitrust immu-
nity. This has led American and BA to explore alternatives, threatening
Oneworld’s stability. 

Industry structure impacts a firm’s choice of behaviour; in avia-
tion, the momentum has clearly been toward global alliances. This
created a bandwagon effect, as non-aligned carriers sought to join 
an alliance quickly, for fear of being locked out. Today, the industry
has reached strategic gridlock, since all of the major US carriers have
chosen sides, and the major carriers who remain outside choose 
to do so. So, airlines unhappy with their alliances may be forced 
to stay because there is nowhere to go, or because the cost of being
non-aligned outweighs the downside in its current alliance. But, if a
major carrier collapses, this could open the door for an industry-
wide re-alignment.

126 Non-Cooperation – The Dark Side of Strategic Alliances



Alliance-competitive environment

At the alliance-competitive level, all things being equal, the more 
successful the alliance, the more likely it is able to forestall non-
cooperation. According to United Airlines, during the late 1990s, Star’s
traffic growth stretched its members’ ability to keep up with demand16

– if the absolute gains are large and returns exceed the firm’s expecta-
tions, it is unlikely to be as concerned with relative gains. The opposite
is true if the alliance is failing to meet expectations.

With group-based competition, alliance-level metrics become impor-
tant, as the ‘more destinations, lounges, flights’ message is simple to
convey to customers and members. So, alliances compete for members
to cover gaps in their networks and try to poach desirable carriers from
other groups. The Star Alliance has stressed alliance-level metrics,
living up to its motto, ‘the airline network for earth’ in a relentless
membership drive. On the other hand, Oneworld stresses the ‘quality’
of its membership,17 and SkyTeam carriers have indicated that there
should be limits to alliance size.18 The reality, however, is that what
defines success is not clear-cut if alliances are a tool of strategy, rather
than a strategy. It is not a pure large numbers game, but a question of
coverage in the world’s most lucrative markets, and members’ financial
performance.

Intra-alliance environment

The intra-alliance factors influencing firm behaviour focus on the
conflicts that can arise between the carrier and its alliance, or with
partners over an alliance’s direction, the nature of alliance initiatives
pursued, and the group’s composition. 

Global airline alliances have a distinct corporate identity, and there-
fore alliance philosophy can become a source of tension – does it
compete on a reputation for customer service or network coverage? 
Do they want a Star, Oneworld or SkyTeam entity or ‘one partner
serving all alliance customers’ – a question of alliance versus carrier
pre-eminence? Star and Oneworld have alliance organizations staffed
by secondees and independent hires, creating a risk that these organi-
zations will develop independent views, even if they are accountable to
the members. 

Alliance expansion can be a source of conflict, as members may
want to bring in third parties with whom they have historical ties,
but which conflict with other partners’ favoured carriers. Add-
itionally, although new members strengthen the group’s competi-
tiveness, they may compete with an incumbent, and the larger the
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alliance, the greater the risk of conflict. Each expansion impacts 
an airline’s returns and its influence within the group. For example,
under an alliance’s exclusivity rules, new entrants may force incum-
bents to sever existing relationships which compete with it. Even if
the new entrant serves the same market, the incumbent may not
reap the same benefits due to their networks’ fit, customer bases or
reputation.19

The question of exclusivity also affects non-cooperation. The more
stringent the rule, the more likely it is that the alliance cannot meet
some of its members’ idiosyncratic needs, and the more likely it is that
new entrants will disrupt the incumbents’ existing bilateral relation-
ships. But, a relaxed approach increases the possibility that a member’s
bilateral partners conflict with its alliance partners. Some alliances are
more pragmatic, recognizing that their members have strategic inter-
ests and that there are questions of fit between partners; however, they
agree that a carrier can only be in one global alliance, and that ideally,
members would phase out relationships with airlines in competing
groups. 

A carrier’s decision to cooperate or defect may also depend on the
structure of its bilateral ties in the alliance, which may result in tightly
woven subgroups. For example, BA’s joint operations with Qantas
allows them to dominate the ‘Kangaroo Route’ between Australia and
the UK, and allowed BA to divert three 747s to other parts of its
network, making this relationship more valuable to BA than the rest of
Oneworld.20 If the reverse were also true, this dynamic implies that if
one member exited, others may follow. If entire subgroups defect,
these could trigger alliance collapses. 

Since naturally-occurring interdependence may not be strong
enough to bind members, alliances have constructed formal and infor-
mal exit barriers. For example, Star has introduced financial penalties
for exit.21 Less formal measures include exclusivity provisions, which
raise the cost of rebuilding a network. Capital intensive alliance-wide
projects become exit barriers if members are reluctant to walk away
from investments. Likewise, joint operations, such as using a partner’s
staff for sales, ticketing, and check-in at international destinations, also
increase switching costs.

An alliance’s skill at managing conflict can play an important role in
ameliorating non-cooperative behaviour. The general consensus is that
Thai was sidelined as Star’s Southeast Asian hub after Singapore’s entry.
To forestall a defection, Star has tried to find ways for Thai to derive
greater benefits from its participation. 
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Firm internal

An airline’s product is not fungible, so it has an incentive to sell the
space, even at a deep discount, if only to cover its fixed costs. Absent
shared costs and revenues, partners will compete for the very price-
sensitive customer with special classes of fares and last-minute deals.
They may be even more tempted to compete in the case of block-space
agreements, where the code-share partner pays for a certain number of
seats, regardless of whether they are sold. 

There is also a question of whether the alliance provides all the
resources that the airline needs, such as the right customer mix, part-
ners with strong brands, or other assets necessary for it to compete
effectively in its domestic market. If not, can the missing pieces be
brought in through a bilateral partnership, or is there another alliance
which meets the firm’s needs more closely? Moreover, domestic con-
siderations may hold a carrier back from signing on to some alliance-
level customer service initiatives: a carrier in a very competitive market
would want to provide its customers with more service enhancements,
whereas a monopolist has little reason to be generous. 

Today, after global economic downturn, vigorous new competitors,
and decline in traffic after terrorism, war, and disease, airlines are in the
midst of a financial crisis and face a dilemma. Most have reduced flight
frequencies or eliminated destinations, relying on their alliance partners
to help fill these gaps. But given the huge financial losses many are
facing, they will be more tempted to behave opportunistically, in order
to improve their own bottom lines.

Behaviours

Competition

In airline alliances, cooperation is a façade over operational realities; it
takes place primarily in customer service, since this is easiest to achieve
and relatively easy to exit from, and in more integrated alliances, in some
back office functions and joint purchasing. Unlike technology partner-
ships, competition is an integral part of the alliance environment. The
majority of the airline executives interviewed expect their partners to
compete on price, flight frequencies, available connections, and on
quality of service and flying experience. But, having these expectations
does not mean that competition does not strain relationships.

With the exception of routes where they pool all revenues and
costs, carriers compete for traffic on other routes and to third-country
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destinations, even on code-shared flights. Alliance partners have sepa-
rate seat sales and special offers, and to date, most still have individual
sales forces. They also compete by purchasing unused routes or airport
slots from other airlines, even where these compete directly with a
partner’s spheres of influence or key markets, as United did with Pan
American’s German routes or American’s purchase of Eastern’s Latin
American routes. These purchases also serve to reduce their depen-
dence on their partners. For example, United’s and BA’s relationship
ended when United began its own service to London.

Interestingly, United’s executives have claimed that it does not
compete with Lufthansa, the other large carrier in the Star Alliance,
arguing that they draw customers from the hinterlands (behind-point)
of their own hubs, Chicago and Frankfurt, rather than target their part-
ners’ core customers. But, industry observers have disputed this benign
view, arguing that during the Asian financial crisis (1997–8), United
moved aircraft from trans-Pacific to trans-Atlantic routes, a move
Lufthansa matched flight-for-flight.22 United has also offered Boston-
Frankfurt return, for about one-fifth Lufthansa’s price, even though
one journey would be operated by its partner;23 Lufthansa later
matched United’s prices. 

Opportunistic behaviour

The extent of competition in airline alliances narrows the scope for
opportunistic behaviour. Since there are no standard alliance agree-
ments, few categories of behaviour can be labelled opportunistic. Each
group permits a greater or lesser degree of competition and has differ-
ent expectations of exclusivity. Nevertheless, opportunistic behaviour
does occur at both strategic and operational levels. 

For example, if partners expect that future expansions into each
other’s market would be done in cooperation, it would be considered
opportunistic if the partner cooperated with a third partner instead.
Opportunism also takes place at the alliance level, on the issue of
membership, since new entrants who strengthen the group’s position
can hurt incumbents.

Operationally, as alliances expand their cooperative activities, this
opens the door to greater opportunism. Even if firms agree on a goal,
members have competing interests since many airline groups also have
maintenance, IT, ground handling, or catering subsidiaries that they
want to protect. Members could also compel others to support their
vision of how a project proceeds, which may not be the best or the most
cost-effective solution, through delay or by hurting its partners’ interests
in other areas. 
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Defection

Exits are the most easily observed behaviour in airline alliances. The
275 exits (as of 2001) in a database created from a subset of the Airline
Business alliance surveys identifies seven categories.24 The simplest is
when parties end a relationship which is not replaced. In these cases,
the alliance may have been a tool to test the market, followed by the
carrier’s entry or withdrawal. Defections occur when a partner is
replaced by its competitor, such as BA’s game of musical chairs with
different US partners before settling for American. Exits may result
from changes in strategy, such as joining a global alliance. In a few
cases, a carrier moved from one multiparty alliance to another. Just as
rare, and counterintuitive, are exits from multiparty relationships 
to bilateral ones, such as Mexicana’s exit from Star in late 2003.
However, this supports the contention that if most carriers are tied 
primarily to one or two partners in a alliance, it could replicate most 
of the value with a small number of new partners and no alliance-
overhead cost. Finally, there are involuntary exits, where a carrier has
become insolvent or has been acquired by another. 

Power and interdependence

Power in global airline alliances comes from owning or controlling
resources, many of which are related to firm size. Although we can iden-
tify the generic sources of power, which resources are the most impor-
tant are also a function of the specific alliance, and its philosophy and
market focus. 

4.1 Power

In airline alliances, a firm’s power is a function of firm-specific resources,
the size of alliance and size distribution of membership, and any addi-
tional rights conferred by the group’s governance rules. All things being
equal, the larger the airline, the bigger the network, the larger percentage
of traffic carried, the greater its power in the alliance. Objective measures
of power such as market capitalization and financial strength are less
important since financial stability is not a hallmark of the industry, and
because regulatory constraints limit their usefulness. Thus, a carrier’s
informal power comes from the size of its customer base and the quality
of its revenues, its contribution to the network, and its market’s im-
portance, and can be enhanced by resources conferred by regulators,
including route authorities, landing slots at congested hub airports, and
most importantly, the prospect of antitrust immunity. These regulation-
based resources, such as bmi’s ownership of valuable slots at London’s
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Heathrow airport, can give smaller carriers more power than they would
otherwise merit. 

The alliance’s governance structure may change the power distribu-
tion. Majority voting allows smaller carriers to gang up on larger ones,
while consensus gives each party veto power, and weighted voting
reinforces the power of the larger carriers. However, these formal 
measures may not reflect how the alliance actually operates. 

Interdependence

In the airline industry, natural interdependence is generally not
sufficient to bind partners, particularly as many partnerships exist only
because of artificial barriers created by regulators. There is little natural
interdependence at the group level. As a result, carriers have had to
construct interdependence, in some cases by establishing a formal
alliance infrastructure.

Carrier and alliance

How sensitive is a carrier to its alliance and vice versa? A carrier’s sens-
itivity is a function of the value of transfer traffic, and other partner
revenue from loyalty programmes and lounge access. But, while they
are equally sensitive in terms of the immediacy of the impact of an
alliance’s actions, the magnitude varies. Major US carriers such as
American and United derive about 70 per cent of their revenues from
domestic traffic, and while alliance traffic is important, it remains
incremental to the domestic activities.25

The alliance and carriers are vulnerable to each other’s actions. An
airline’s vulnerability depends on how critical an alliance is to its busi-
ness strategy, the importance of international traffic to its revenue
base, the alliance’s contribution to its global reach, the value of trans-
fer traffic from its partners, and its options outside of the alliance. In
the past, a strong carrier from the US, Asia and Europe would have
options as it is a desirable partner, but given strategic gridlock, even
these carriers will have difficulty finding alternatives. 

Vulnerability is also a function of temporal factors; carriers have 
bargaining power when negotiating their entry but lose it as they
adjust their schedules, discard conflicting bilateral relationships, and as
options outside of the alliance disappear. Members become more
dependent as other carriers join alliances, and if its alliance has strong
exclusivity rules. Operational integration also increases as alliances
pursue more initiatives together, which raises exit costs, particularly for
smaller members, as they may have outsourced key functions to the
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group. In other words, alliance rules which construct interdependence
create relationships that may evolve into natural interdependence. 

The extent of a carrier’s dependence on the alliance is also a function
of network density (the numbers of linkages between partners), such as
extensive code-share or operational support agreements, or multiple
cross-shareholdings amongst the partners. This effectively closes off a
small carrier’s threat of exit: the smaller the airline, the less able it will
be to afford the switching costs, and, the smaller its geographic
network, the less it is able to handle the volume of international traffic
without an alliance.

The alliance’s vulnerability depends how unique and important 
a member’s resources are: the carrier’s reputation, the importance of a
carrier’s market, how much high-yield traffic is generated to/from it, as
well as the value of its domestic destinations. The anchor carriers from
Europe, Asia, but especially the US, are critical to the alliance’s func-
tioning, but even the loss of a smaller carrier would impact the group’s
high-yield traffic from the region. The Swissair case in this chapter
shows that alliances are vulnerable to the financial stability of its most
important members. Today, if one of the US anchor carriers were liqui-
dated, their respective alliance’s value to its members would decrease
significantly, and would potentially cause it to implode. 

Beyond the anchor carriers, the alliance is not vulnerable to its
members’ actions. Since there are fewer viable global alliances than
available carriers, non-core members can be substituted by others in
their regions. Moreover, these carriers contribute only a fraction of the
alliance’s competitive resources, and become even less significant as
the membership grows. 

As the industry structure solidifies into three alliances, asymmetries
in dependence will tilt further in the alliance’s favour. In the major
international markets, an alliance is a critical resource – not being in
one is a competitive disadvantage. An alliance is not easily substituted,
given the array of resources it brings, and the scope of the carrier’s
operations affected. Aside from Japan Airlines, few major international
carriers from the three anchor regions have remained outside an
alliance. 

Between alliance partners

The significant commitments occur between individual carriers.
These ties create de facto subgroups, such as SkyTeam’s Northwest-
Continental-Delta or Star’s Lufthansa-Austrian-LOT Polish Airlines
(LOT)-bmi-Scandinavian Airlines (SAS), which often derive greater
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value from each other than the rest of the alliance. These present a
more credible threat to the alliance’s survival, as a mass exodus
could result in the alliance’s collapse.

A firm is sensitive to its partners’ actions with respect to the impact
on its revenues or cash flow, the magnitude of the effect, and its affect
on its ability to deliver its products. In an airline alliance, this depends
on whether cooperation is in flight operations or operations support.
Since contractual obligations mean that exits lag the announcement,
often by several months, there is no immediate impact on revenues.
And, where two carriers have no bilateral ties, for example, Star’s
Singapore and LOT, if one exited, the impact will be negligible, coming
primarily from the loyalty programme, and transfer traffic. 

Airlines, however, are very sensitive to disruptions to operations.
This was clearly demonstrated in the post-September 11th shutdown 
of North American airspace: it took the better part of a week to get 
passengers to their final destinations, move aircraft from one point to
another, and normalize operations. Where there is significant opera-
tional integration, such as code-sharing, coordinating flight schedules
to maximize connections, handling each other’s ticketing, or baggage
handling and ground support, then purely internal issues, such as
labour strife, have knock-on effects throughout the alliance. 

Vulnerability asks how well a firm is able to cope with its partner’s
actions. Losing a partner affects a carrier’s competitiveness in the
foreign market, since allied airlines are able to offer their customers
lower fares for connecting traffic beyond the international gateway,
and the partner helps sell the carrier’s inventory in its market. It is also
more vulnerable to those partners with which it has established deeper
relationships, such as code-shares, or operations and IT support. The
effect is not only a matter of lost revenues, but also the cost to replace
the resource. For example, if a code-share breaks up, the parties must
exit the route or invest in services; in Qantas and Canadian Airlines’
case, each flew one leg of the Vancouver-Hawaii-Sydney route. After
Canadian was acquired by Air Canada, Qantas had to extend its service
all the way to Vancouver, an effort Air Canada had to match. The
effects are magnified in a comprehensive alliance. 

What does a partner bring? How important is this resource to the
carrier? How much will it cost to replace it? Some resources, such as
traffic rights or slots at an overcrowded airport, are unique, and cannot
be replaced. Carriers are also vulnerable in that there is a relatively
limited pool of appropriate partners per relevant market, given the
monopolistic history of the industry. For example, Oneworld cannot
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replace Canadian, since Star’s Air Canada is the only major Canadian
carrier left. 

Vulnerability interdependence also increases with operational inte-
gration or co-specialization. For example, antitrust immunity allows
KLM-Northwest to coordinate schedules, and pool revenues and costs
across the Atlantic. Since neither carrier has sales and ticketing func-
tions in the foreign market, the cost of rebuilding this infrastructure
would be high, particularly with respect to market knowledge. Where
one partner provides the other’s yield management system and 
services, as American did for Canadian, then the relationship can
become very dependent. On the other hand, although Austrian was
dependent on Swissair’s IT capability, and was part-owned by Swissair,
it defected to join Star, illustrating that dependence is not an infallible
means of predicting cooperation. But, it is fair to say that in Austrian’s
case, extenuating circumstances, namely Swissair’s attempted hostile
takeover, made high switching costs acceptable. 

Symmetry focuses on the partners’ relative importance to each other,
taking into account strategic level issues. The key question is how
important is the partner’s market, the carrier’s own operations in that
market, and whether the partner’s resource can be substituted.
Symmetry is also a function of each carrier’s relative size; the larger the
carrier the smaller the impact.

According to airline executives, bilateral alliances between large and
small carriers benefit the smaller disproportionately. The larger carrier,
with a bigger customer base, feeds more traffic to the smaller on both
an absolute and percentage basis. To illustrate, in the Canadian-BA
relationship, BA flew to all the largest Canadian business markets. Even
though it brought high-yield traffic, Canadian could not add signifi-
cant value to BA’s Canadian interests. On the other hand, Canadian’s
customers gained access to BA’s global network, and it benefited from
BA’s transfer traffic.26 This gives the larger carrier bargaining power 
as they negotiate the division of the benefits: it is in the smaller
carrier’s interests to split the incremental revenue in a manner that rec-
ognizes that the larger partner’s contribution, so it is unlikely to gain
its theoretical maximum.

Historical alliances: Swissair27

Swissair was the first carrier to pursue a multiparty alliance strategy.
These alliances had their own brand identity, but were less sophisti-
cated in terms of standardising base levels of commitment than
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today’s. Swissair pursued a complex two-alliance strategy – one group
of long-haul or transcontinental carriers for global reach, and a second
group of regional carriers from the European market. However, each of
its alliances collapsed after repeated defections. As a result, Swissair
overcompensated when structuring its last alliance, Qualiflyer.

Power, interdependence and behaviour in Swissair’s early 
alliances

Throughout the 1990s, Swissair pursued a dual alliance strategy – one
to access the Asian and US markets, and a European one for regional
traffic feed. Swissair’s early alliances varied in terms of the parties’ 
contributions and the scope of cooperation, generally focussing on 
customer service. Attempts to pursue deeper integration failed. 

In Global Excellence (1989–97), Swissair, Delta and Singapore made
symbolic equity exchanges. Delta was the most powerful, based on
resource contributions, accounting for the largest share of traffic,
revenues, destinations, market and able to transfer more traffic to its
partners than vice versa. However, after eight years, the carriers 
did not pursue enough initiatives to generate value from the rela-
tionship or to form natural exit barriers, leading Singapore to exit
for a relationship with Lufthansa. Absent an Asian partner, Swissair
formed Atlantic Excellence (1997–9), using equity to a greater extent.
Swissair owned half of Sabena, and 10 per cent of Austrian, giving it
more power over these carriers and a larger voice at the alliance
level. But, Delta was still by far the most powerful and least depen-
dent. Again, partners defected to relationships that could bring
greater value. 

Power differentials in the European Quality Alliance (1989–95) were 
far less significant. The group had two larger and two smaller carriers,
whose contributions largely complemented each other. Despite cross-
shareholdings, formal power was not significant. As the largest carrier,
Swissair was the most influential member, and appeared to be the
driving force, for example, pushing for greater integration. The anecdo-
tal evidence indicates that Swissair sought greater power, which it
could not achieve in its global group, but even so, interdependence
was not strong enough to hold its partners in. Finnair and SAS exited
because they were not tied to European Quality, but also because they
an exit option in Lufthansa. 

One of the recurring themes in Swissair’s early alliances is that they
collapsed after a series of defections. While the reasons behind the
exits vary, in all of the cases, it is evident that interdependence within
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the alliance was not strong enough to hold them in when alternative
options became available.

Qualiflyer: creating dependence 

In 1998, Swissair and a subset of the Atlantic Excellence members
founded yet another European alliance, Qualiflyer. For the first time,
Swissair did not have a complementary long-haul alliance, at a time when
other carriers were moving toward a global alliance model. Had Swissair
abandoned its global aspirations or was it waiting for an opportunity
where it could ‘punch above its weight’ in terms of influence? Austrian,
Sabena, AOM France, Crossair, Lauda Air, TAP Portugal, and THY Turkish
Airlines were joined in 1999 by Air Europe and LOT, and in 2000 by Air
Littoral, Portugalia and Volare Air. The small carriers brought a diverse
range of assets, including access to the Italian regional market, the French
domestic markets and overseas territories, as well as the Portuguese
market and connections to South America. The alliance level goal was to
code-share where possible and cooperate on IT, baggage handling, sales,
training, cargo, and maintenance and to establish a common loyalty 
programme. 
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Structurally, Qualiflyer differed from the earlier alliances in that it
was a constellation. As Figure 6.1 shows, Swissair anchored the group:
each member has a direct relationship with it, but generally, not with
each other. 

Since Swissair’s previous alliances had disintegrated after a series of
exits, it learned from experience to forestall defections by constructing
dependence or through the use of equity. Qualiflyer members had to
patronize Swissair Group-owned companies for aviation services, a
requirement driven in part by its business model: it was mainly a non-
passenger traffic business that needed a large captive market to feed 
the other units.28 Additionally, it used equity liberally. By May 2000,
the Swissair Group had taken or promised to take equity stakes of
between 30–50 per cent in all but one of its partners. It increased its
stake in Crossair to 70 per cent and agreed to increase its stake in
Sabena to 85 per cent.

Power and interdependence 

In Qualiflyer, Swissair created an alliance in which it was clearly the
most powerful partner on both informal and formal terms; it was by
far the largest, accounting for some 30 per cent of revenue passenger
traffic, and its revenues were over four times that of the second-largest
carrier, Sabena. Thus, it would be the most important conduit for
transfer traffic. It also contributed the most important resources, such
as IT, maintenance, operations support, and reputation. Swissair sup-
ported its informal power with formal power, by taking equity stakes
in its partners. 

On the other hand, Swissair’s attempts to construct interdependence
also gave its partners more leverage. They brought revenue to the
Group’s other businesses, and access to markets it did not have an
automatic right to enter since Switzerland was not an EU member. 
The partners, individually, were not powerful, since they only con-
tributed a fraction of the benefits Swissair derived from the alliance.
Swissair’s partners also detracted from it as the bevy of struggling
regional carriers took away from its premium image. 

Given the resources that it contributed, the Group ensured that its
partner airlines were dependent on it. In terms of firm-specific factors,
the dependence was almost entirely one-way. Swissair’s partners were
sensitive and vulnerable to its actions because the resources it provided
were mission critical and would have an immediate and widespread
revenue effect if Swissair ceased to provide them. The more cash-
strapped carriers were also sensitive because Swissair provided needed
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capital and its service contributions affected flight operations. Further-
more, since Swissair’s resources permeated its partners’ operations,
switching and exit costs would be relatively high. The extreme case is
Sabena, which was being managed by a Swissair-owned company in
addition to cooperating on sales, reservations, ground handling, IT,
cargo operations, and code-shares.

Conversely, Swissair was not dependent on a specific partner’s
resources. Swissair’s airline operations were only somewhat sensitive to
the smaller carriers in terms of revenues from transfer traffic, or code-
shares, since European traffic only accounted for half of its revenues
and Qualiflyer’s contributions a fraction of that. Its partners’ actions
could affect its other businesses, but again, Qualiflyer carriers were not
their primary customers. Given the scale and scope of the Group’s
operations, a single partner’s actions would not have a significant
impact on it. 

Given the nature of its resource contributions, and its partners com-
mitments to utilize its services, Swissair clearly had power over its part-
ners and they were clearly dependent on it. Swissair did not have to
take such large equity stakes. Aside from LOT, where Swissair outbid BA
and Lufthansa for its stake, it is not evident that the other European
carriers had many options outside of Qualiflyer.

In spite of the fact that Swissair was clearly the most powerful party,
and its partners depended on its resources, when it constructed inter-
dependence, it not only bound its partners, but also itself. Swissair’s
commitments to increase its equity holdings, guarantee its partners’
debts or serve as a lender of last resort, increased its exposure to its
partners’ financial performance. Swissair, therefore, weakened its own
position by creating a situation of mutual dependence: even though its
partners depended on Swissair for operational support, this was bal-
anced by their potential impact on Swissair’s profit and loss and cash
flow. Moreover, the structure of the alliance commitments meant that
Swissair faced significant exit costs.

The environment, the alliance, and the fall of Swissair 

Given the airline’s stellar reputation, the Swissair Group was assumed to
be a profitable operation. The reality was that although the Group’s
operations were profitable, financial management and investment
strategies brought losses – between 1989–2000, average net margins
were lower than average operating margins by almost 5.5%. Add-
itionally, between 1995–2000, data from Airline Business’ annual surveys
show that the Group’s operating margins underperformed the industry
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average every year, and underperformed on a net margins basis in all
but two years. This is in spite of the fact that the volatile passenger
transport business only accounted for about half of its operations, and
that it had diversified in order to smooth out its earnings. 

Although external factors, including a changing competitive envi-
ronment with the new global airline alliances, played a role in weaken-
ing its financial position, the majority of its problems are the direct
result of its use of equity to bind its partners. This was evident in 
the Group’s balance sheet and cash flow statements. From 1997–2000,
liabilities doubled due to bank loans, and provisions to cover expected
liabilities from its airline investments. The effects on cash flow were
just as severe: between 1997–2000, free cash flow was negative CHF
1347M. By 2000, Swissair was also propping up its French partners by
an estimated CHF 80M per month, while Sabena had to be restructured
and recapitalized. 

By 2000, the Group stated that it no longer had the ability to finance
its strategy, particularly as its associated companies were resisting calls
to restructure. Therefore, its only choice was to restructure the Group
itself: stem cash outflow by exiting loss-making investments and focus
on the airline business. Thus, while Swissair succeeded in preventing
its partners from defecting from the alliance, it now had to defect. But,
constructed interdependence raised its exit costs as some of its commit-
ments could not be abrogated without financial compensation. Sabena
proved to be the stickiest investment as it teetered on the brink of
bankruptcy in 2001. This required further capital injections from its
owners, Swissair and the Belgian government.

Extricating itself from its alliance commitments was just one element
of the restructuring plan; the Group began disposing of assets, includ-
ing core businesses, such as its Nuance retail stores, and stakes in
Swissport ground handling operations. Whether these measures could
stave off bankruptcy became moot after the terrorist attacks in the US
fundamentally altered the industry’s operating environment.

Ultimately, the Swissair Group’s bankruptcy was the result of failures in
partner choice and structuring its alliance. The resource-based analysis
showed that the relationships were asymmetrical in Swissair’s favour: it
contributed mission-critical resources which required operational integra-
tion on its partners’ parts, and which had high switching costs. It did not
need to use equity to hold its partners; equity, along with promises to
guarantee loans, or act as a lender of last resort made the Group sensitive,
and ultimately, vulnerable to its partners’ financial crises. Moreover, these
investments undermined its diversification strategy by increasing its
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exposure to the volatile airline business. Finally, its partner choice was
questionable – investing in weak carriers from the same geographic
region increased its exposure to the same macroeconomic environment.
In constructing a cage to prevent its partners from exiting, Swissair locked
itself in as well, weakening, rather than strengthening the Group. 

Modern era of global alliances29

The modern era of global alliances began in 1997, and has rapidly
changed the nature of competition in the industry. But, these new
institutions already face serious challenges. The alliances, established at
the peak of an economic cycle and on top of a stock market bubble,
sought to increase revenues by pursuing high-yield international busi-
ness travellers. But, political shocks, changes in the macroeconomic
environment, increasingly price-sensitive business travellers, and the
rise of aggressive new competitors have combined to break the tradi-
tional carriers’ business model. With yields falling, the ‘revenue up’
mentality has been replaced by ‘revenue retention’ and cost control.

What this means is that the alliances’ original raison d’être is being
undermined. In their original incarnation, the carriers’ promises to
each other were primarily customer-service oriented, and not very
sticky. While they still pursue revenues, increasingly sophisticated 
customer-service promises need to be supported by infrastructures,
requiring greater commitment. At the same time, alliances are trying to
remain relevant in the new environment by adding cost initiatives,
such as joint purchasing, or outsourcing within the group. But, from a
resource contribution perspective, is a pool of partners chosen to
increase revenue appropriate for these goals? Would a carrier achieve
more with other airlines, or with firms outside of the industry? And, 
if alliances are substitutes for mergers, does it want to pursue the level
of integration and commitment these initiatives represent? This
hybridization of the alliance’s purpose could lead to defections, and
perhaps more worrisome, continuous tension within a group as
members resist different aspects of proposed changes. 

The alliances have taken different approaches to constructing inter-
dependence, and in reacting to the changing environment. Star 
has been the most focussed on constructing interdependence at the
alliance-level, pursuing a wide range of initiatives on both the revenue
and cost sides. Oneworld’s carriers construct interdependence at 
the bilateral level, encouraging network density. It has retained its
focus on revenue generation, giving its members room to take radical
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approaches to restructuring their businesses. SkyTeam’s constructed
interdependence appears to be at a regional subgroup level, although
the ultimate direction remains unclear given its rapid growth. 

Star Alliance

The Star Alliance, founded by five airlines in 1997, is the first truly global
alliance, and has been the most successful at attracting new members.
Currently, its 15 members (Air Canada, Air New Zealand, All Nippon,
Asiana, Austrian Airlines, bmi, LOT, Lufthansa, SAS, Singapore, Spanair,
Thai, United, US Airways, Varig) serve over 770 destinations, and
accounted for 21 per cent of the world’s passenger traffic (by revenue
passenger kilometres) in 2003. 

From an alliance development perspective, Star has reached further
than the others in pursuing alliance-wide initiatives in revenue genera-
tion (for example the Star Alliance Enhanced Benefits Package joint loyalty
programme attack on BA in 2004), and in developing common infrastruc-
tures. Its members have shown loyalty, supporting Air Canada’s takeover
of Canadian Airlines. But, Star also has a history of opportunistic behav-
iour, particularly with respect to alliance growth, and it has the distinc-
tion of being the only group to have suffered a defection. Symptomatic of
the airline industry, few of its carriers are consistently profitable, but it
has more members facing financial crises. Since 2001, Ansett Australia
collapsed, Air New Zealand was re-nationalized, and until recently, Air
Canada, United, and US Airways were under bankruptcy protection.
Continued financial instability may threaten Star’s ability to deliver
alliance-level projects, from both a financial and personnel availability
perspective. 

Star has moved the furthest in terms of institutional development;
its Frankfurt-based headquarters has over 65 staff to pursue joint
efforts in IT, Sales and Network, Marketing and Loyalty, and Products
and Services. While this has allowed it to develop more alliance-level
initiatives than its competitors, a strong alliance bureaucracy does
raise questions of whether the institution reflects the interests of the
members, and may be a source of tension if the carriers view the
bureaucracy as telling them what to do, or if the management team is
not perceived to be impartial.

Power 

Given Star’s focus on network breadth, the most important resource 
contribution, and therefore source of influence, would appear to be the
carrier’s network size and passenger traffic. By these informal measures,
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the most powerful members of the group must be United and Lufthansa,
which were second and ninth largest in the world by passenger traffic in
2003, and have trans-Atlantic antitrust immunity. They are well placed
to exert influence, since they have bilateral relationships with 12 and 14
other members, respectively. Power accruing to size is reinforced by both
the number of members and the size distribution of its membership:
after United, six rank between 9–17, another five between 27–45, and
the rest between 92–112. Star’s pursuit of alliance-level projects also con-
spires to magnify the influence of the larger members, since smaller ones
may have neither the personnel nor expertise to participate fully. 

The value of other carriers’ resource contributions has been demon-
strated in other ways. Lufthansa and United invited Singapore
Airlines, one of the most reputable in its region, to join, even though
its rival Thai was one of Star’s founding members. Likewise, Air
Canada’s value was proven in its merger battle with Canadian
Airlines. United’s value is enhanced because it is one of two US carri-
ers permitted to fly to London Heathrow. By the same token, bmi’s
primary value to the alliance is its large share of slots at Heathrow,
which enhances Star’s position there.

The governance rules give the members formal power, and a voice
over the group’s direction on issues such as membership and alliance-
level projects. Theoretically, this gives incumbents a veto over new
entrants; but the reality is that other members may exercise their own
informal power and ‘lean on a holdout’.30 Equity does not play a large
role, with the exception of bmi, where Lufthansa and SAS own 30 per
cent and 20 per cent respectively, and Spanair, which is SAS’s wholly-
owned subsidiary. 

Interdependence 

More so than the other alliances, Star is attempting to construct
interdependence at the alliance level with sticky investments. 
A prime example is its recently-announced Common IT Platform
Project,31 which will allow all members to share software, databases
and technical platforms, and may make it difficult to link to non-
members. Star also places greater emphasis on a ‘master brand’,32

with Star level marketing initiatives that could take mindshare away
from its carriers. This may be positive for weaker carriers, by provid-
ing legitimacy, but it creates greater dependence on the alliance. In
addition to these alliance-level measures, the governance fosters
greater bilateral linkages through exclusivity rules, encouraging new
entrants to drop existing partners for Star carriers. Surprisingly, most
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members still have code-share relationships with outside carriers,
including those in competing alliances.

Although alliances are not sensitive to individual carriers in
general, Star may be both sensitive and vulnerable to its members’
financial instability because of the extent of alliance-level projects. If
customers are concerned about a carrier’s survivability, bookings will
fall, reducing traffic feed to the rest of the alliance. Anecdotal evi-
dence suggests that this is already happening to US Airways, and to a
lesser extent, United after it failed to win approval for a government
loan guarantee.33 In the worst-case scenario, the sudden loss of a
large carrier has a significant financial impact on the group, and will
threaten the viability of Star-level projects. 

Interdependence varies considerably at the bilateral level. Some 
carriers have deep bilateral ties: Lufthansa and United operate with a
trans-Atlantic revenue sharing agreement; United and Air Canada’s
code-share agreement covers both their networks; and SAS has an
extensive code-share, harmonized pricing, and sales and marketing
relationship with Lufthansa. More interesting, however, is Lufthansa’s
relationships with Austrian and LOT; both have subsumed their loyalty
programmes under Lufthansa’s Miles & More, giving up their primary
interface with their best customers, to depend on a partner-competitor
instead. In contrast, Swiss International Air Lines, the successor com-
pany to Swissair, withdrew its commitment to Oneworld after it report-
edly clashed with BA over loyalty programme issues.

Within these clusters, carriers become both more sensitive and 
vulnerable to their partners’ actions, since these tend to be regionally
focussed, and represent each other’s most important markets. They
also become more vulnerable over time as their operational integration
increases, particularly where one carrier maintains IT systems for the
other partner.

Behaviour 

United’s recent behaviour illustrates how a firm’s financial require-
ments may cause them to take actions not in their partners’ interests.
In October 2003, it sold two pairs of slots at London Heathrow to BA,
raising some $20M in cash, and making further savings by cutting 
loss-making routes.

While Star has been the most successful at bringing in new carriers,
growth has also been a vehicle for opportunism. While additional
members may be positive in terms of traffic and destinations, in a large
alliance, it increases the likelihood of network overlap, which can create
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tension amongst members, although it also provides opportunities to
reduce costs through code-sharing. This is already the case in Central
Europe. However, new members also bring diminishing returns, particu-
larly if a new member’s market is not important to the majority of the
incumbents. 

The first major instance of opportunism was against founding
member Thai. Lufthansa established an alliance with Singapore Air-
lines, making Singapore its primary hub in the region. This placed a
third party’s interests above a Star member’s. This act of opportunism
was compounded by the alliance when Singapore was welcomed into
Star. Singapore draws traffic away from Bangkok, and Thai claimed that
Lufthansa’s actions costs it some $16M per year;34 additionally,
Singapore’s entry reduced the weight of Thai’s contribution. Star has
responded to Thai’s reported disaffection by identifying ways to make
‘side payments’, for example, maintaining a small business centre in
Bangkok, and exploring the use of Thai-made airline service products.35

Thai’s marginalization clearly demonstrated its lack of power, although
it may have options outside of Star.

Austrian, whose primary focus is Central and Eastern Europe, faces a
similar situation with respect to new entrants in its regional markets,
although the carriers involved do not have the same brand recognition
as Singapore. Over the past several years, Star has brought in LOT, and
intends to add Croatia Airlines and Adria of Slovenia as regional car-
riers. More interestingly, while Star and Lufthansa had been non-
committal about whether they would consider a Swiss entry, Austrian
publicly declared its opposition.36 However, in March 2005, Lufthansa
appeared to settle the question by acquiring Swiss.

Star also has the distinction of being the only alliance today to have
suffered a defection, with Mexicana’s exit in 2003 over differences with
United. This has weakened Star’s competitive position further in Latin
America, particularly as Mexicana then teamed up with American. More
recently, a New Zealand High Court decision, which blocked Qantas’s
proposed alliance and investment in Air New Zealand, may have pre-
vented another carrier from being pulled from Star; however, this may
still happen as the Australian authorities have approved the partnership. 

Oneworld

The Oneworld alliance was established by American, BA, Canadian
Airlines, Cathay Pacific, and Qantas in 1998, as a formalization of 
a number of pre-existing bilateral relationships, and in response 
to the new approached triggered by Star. Since then, it has grown to
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include Finnair, Iberia, Aer Lingus and Lan (formerly LanChile), but
lost Canadian after it was acquired by Air Canada. It has also 
suffered other setbacks, most notably BA and American’s inability to
acquire antitrust immunity, and in the failed negotiations with
Swiss. Even so, it serves over 570 destinations and accounts for over
15 per cent of global passenger traffic. 

Oneworld was the first alliance to establish a formal infrastructure,
but its philosophy and approach is significantly different than Star’s.37

Unlike Star, which aggressively pursues alliance-wide projects, in-
cluding cost-savings initiatives,38 Oneworld appears to be more facilita-
tor and coordinator than initiator, and does not absorb significant
resources from its members. Additionally, the alliance has been deli-
berately low-key in the recent crisis-filled years, so as not to distract 
the carriers from focussing on restructuring their businesses, implicitly
acknowledging that the airlines can get a better and faster return 
on investment and human resource utilization with firm-specific 
initiatives than through alliance-wide initiatives.

In terms of alliance philosophy, Oneworld claims to be unconcerned
with falling behind in the race to capture new members,39 although
American, Iberia and Lan took advantage of Mexicana’s exit from 
Star to bring it closer to Oneworld’s sphere. Instead, its goal is to
develop a network of strong brands with sound management and
finances in a clearly defined market segment,40 and the group has
passed up applicants who have ended up in other alliances.41 It is also
clear that if there ever was a debate over Oneworld-vs-carrier branding,
the alliance has been relegated to a supporting role. This partner choice
philosophy appears to have paid off, both in the number of airline
industry awards won by Oneworld carriers, and in their financial 
performance: since the industry downturn, only American has faced
continued financial challenges.

However, focussing on quality does not mean that it can ignore
network breadth as a competitive factor against other alliances, par-
ticularly as ‘quality’ is an intangible. Moreover, having strong compe-
titors may make it more of a challenge to achieve things at the alliance
level, since these competitors rely on the alliance less, and have their
own ambitions.

Power

Even though Oneworld’s focus is on the quality of its membership, a
carrier’s network size and passenger traffic, and control of key airports
are still important components of firm power and influence in the
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alliance. By these informal measures, the most powerful members are
American and BA. However, given the small numbers of members, and
relatively narrow size differentials – five are in the top 19, and the
other three are between 58–72 – their dominance is not as pronounced
as in Star’s case, and even less so given the strong brands in the group.
Moreover, the membership is small enough that in spatial terms, each
member forms a vital link in a chain of connections around the globe:
duplication is minimal.

American and BA’s informal power is reinforced by the fact that they
were two of four carriers allowed to fly from the US to London
Heathrow, although Cathay has also recently received permission to fly
London–New York. Unfortunately, their strong position at Heathrow,
and resulting market share in the world’s richest business market, has
been the major obstacle to them being granted trans-Atlantic antitrust
immunity. 

There are also elements of formal power at both the alliance and carrier
levels. Decision-making is based on consensus, and carriers have exer-
cised their right to block initiatives.42 Equity primarily plays a symbolic
role within the alliance. Together, BA and American own 10 per cent of
Iberia, and in September 2004, BA sold its 18 per cent stake in Qantas
after it became clear that the Australian government was not going to lift
foreign ownership restrictions, and because their relationship had
matured to the point where equity was not needed to cement it. 

Interdependence

Oneworld’s membership and operational philosophy limits its abil-
ity to increase its members’ dependence on the alliance, although it
is exploring areas to jointly achieve greater cost-savings, for example
engine maintenance. The exception is in sales, where it has deve-
loped large portfolio of fare products that target clearly defined
market segments and third markets, and where the group can clearly
offer more customer benefits than any carrier on its own. Addition-
ally, this area provides an opportunity for the alliance to take the
lead in non-home markets. How dependent is Oneworld on its
members? Clearly with a smaller membership and less network
overlap than Star, each member plays a larger role in the group’s
competitiveness – for example when it lost Canadian airlines, it lost
most of its Canadian-origin high-yield traffic to Star, even though 
it still served the key business destinations; those members who
faced Star partners in their home markets also lost out since Star-Air
Canada could offer better connections and pricing.43

Global Airline Alliances: Constructing Interdependence 149



Interdependence rests at the carrier-to-carrier level through code-
share agreements, and carrier-initiated back-end projects, which may
be facilitated by Oneworld. As Figure 6.2 illustrated, Oneworld has a
dense network of bilateral linkages, one of the most important being
BA-Qantas, who are tied together by an extensive joint-venture code-
share agreement, reciprocal ground handling and catering, joint 
purchasing, shared airport lounges and sales offices, and cooperation
on freight transport worldwide. They are also the only carriers to have
antitrust immunity between Australia and Europe. American and
Qantas have also developed a strong relationship beyond their flying
operations; they initiated a 10-year agreement for joint purchasing,
including aircraft, and shared airport facilities. This relationship proved
its value in November 2001, when Qantas took up American’s aircraft
delivery when it was not able to.44

Behaviour

In contrast to Star, which has taken a harder line on exclusivity,
Oneworld does not have exclusivity provisions, beyond not belonging
to more than one global alliance.45 The members recognize that there
are tactical gaps in the network and therefore have to compromise 
on third-party relationships.46 This approach is more pragmatic,
acknowledging that despite cooperation, carriers must act in their own
shareholders’ best interests, and in some parts of the world, airlines
have interests that must be respected.47 For example, American is
unhappy with BA’s code-shares with America West on services to
Phoenix, Los Angeles and San Francisco, but accepts it because while it
has very little impact on its revenues and operations, it brings a large
benefit to BA.48 But then, it has a relationship with Swiss. This does not
mean that actions that harm a partner will not have consequences, but
the reaction may depend on whether the route or region are strategic
to your partner or the alliance. 

Although opportunism has implicitly been defined as working with
the competition, even instances of cooperation between two carriers in
the same alliance can hurt other members. For example American and
Finnair partnered on Helsinki-London, a route BA also flies – a good
deal for the partners, but not for BA.49

Bringing together a group of strong firms that can survive without the
alliance also increases the potential for competition within the group.
For example, despite a long-standing and profitable relationship, Qantas
took actions that would reduce its dependence on BA, outbidding it to
purchase two pairs of slots at Heathrow in January 2004. Additionally, it
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is inaugurating services to London via Asia that compete directly with
BA. Similarly, Cathay is taking advantage of new rights granted by the
UK government to fly between London Heathrow and New York,
putting it in direct competition with BA and American. Intra-alliance
competition is likely to grow, as American has increased capacity 
on international routes by 17.3 per cent in 2004 to try to escape the
overcapacity plaguing the US domestic market.50

Since its inception, one of the primary sources of potential instability
has been American and BA’s lack of antitrust immunity, which has led
them to explore alternative scenarios. BA’s options included purchas-
ing an immunized European carrier such as KLM, or changing its US
partner by joining SkyTeam. In turn, American established relation-
ships with Swissair and Sabena in 1999; when the three were granted
antitrust immunity, this raised the possibility that Zurich could chal-
lenge London’s importance as Oneworld’s inter-continental hub.51

However, this dynamic may no longer be in play – although American
and BA still do not have immunity, they have begun code-sharing
across the Atlantic. More significantly, with alliance consolidation,
there is nowhere for American to go … unless United or Delta become
insolvent. 

SkyTeam

SkyTeam, the late mover in the global alliance game, has shown the
most momentum, making significant gains in membership since Air
France, Delta, Aeromexico and Korean Air founded it in 2000, followed
shortly by Alitalia and CSA Czech Airlines (CSA). SkyTeam has taken a
‘big bang’ approach to growth, bringing in KLM, Northwest and
Continental in September 2004, to become the second largest alliance
in terms of global traffic share. It has also signed memorandums of
understanding with Aeroflot and with China Southern, the first to
capture a Chinese carrier. However, as with Oneworld, SkyTeam
members believe that there should be limits to growth, and Air France
unequivocally rejected the idea of Swiss joining the group.52 Uniquely
amongst the global alliances SkyTeam also has a cargo component,
which includes all but Northwest and Continental. 

If Star can be characterized as stressing the group, and Oneworld as
focussed on bilaterals, SkyTeam could be described as a transatlantic
linkage of two strong regional groups bound by extensive bilateral 
ties: the Northwest-Continental-Delta alliance in the US and Air
France-KLM in Europe. Uniquely, SkyTeam does not have a formal
infrastructure; Delta sees the group as a ‘self-governing’ organism.53
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This encourages direct communications amongst the members instead
of via a central body, and may allow it to be more nimble. While the
chief executives hold semi-annual meetings, the work is done through
a plethora of working groups. Air France has spoken against creating
bureaucracies,54 but it is questionable whether this non-structure is
tenable if the group continues to grow, and with Air France-KLM 
pre-occupied with post-merger integration, and Delta with financial
restructuring. 

However, despite the lack of a formal infrastructure, SkyTeam has
achieved considerable gains in cooperative activities, particularly on
the cargo side, where they have established a sales joint venture in the
US with integrated revenue management. In an innovative move,
SkyTeam established a marketing alliance with Coca Cola, arguably the
world’s most valuable brand, and its local bottlers. With antitrust
immunity, it has also moved further than the other alliances in terms
of the scope of joint-sales activities.

Power 

If power and influence accrue from a carrier’s network and passenger
contribution, SkyTeam has the most balanced composition: with the
new Air France-KLM, it will be the only one whose leading European
member is as large as the American one. SkyTeam has minimized size
differentials within the group: seven members are in the top 25,
Aeromexico is in the top 55, and only CSA sits outside of the top 100.
Over the past year, Delta’s power has been blunted: by Air France’s
expansion; from the entry of the new carriers, which dilutes its voice
in the larger group; and because of its focus on internal restructuring
efforts. The new US carriers increases SkyTeam’s coverage in the US
market, but more importantly, Northwest strengthens its position in
Asia, with a hub in the large Japanese market. Although Korean is the
group’s only Asian carrier, its contribution to the alliance’s resources
may be diluted because of reputational effects. Although Delta is
working with Korean to improve its safety record, Delta, and others
have had to suspend partnerships with it in the past.

With its merger, Air France-KLM has become a more powerful voice
within the group. Not only is it the leading European carrier, and a
source of transfer traffic, it brings a vital resource: airports with room
to grow. Amsterdam and Paris-Charles de Gaulle Airport (CDG) have
five and four runways, respectively – compared to Heathrow’s two, and
three in Frankfurt. Both Oneworld’s and Star’s primary European hubs
are already at capacity, whereas CDG already owns the undeveloped
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land around the airport. This could become a key competitive factor in
the future. 

Perhaps the most important resource brought to the table is antitrust
immunity, which allows for deep cooperation with significant revenue
and cost benefits. Air France, Alitalia, CSA and Delta have immunity
across the Atlantic, affecting 17 markets. This allows them to share rev-
enues, integrate flight schedules, coordinate aircraft utilization, and
harmonize pricing; this in turn results in ‘neutral’ sales, whereby there
is no price differential between different carrier options on the same
route. This group, plus Korean, also have immunity across the Pacific,
allowing Delta and Korean to coordinate sales. SkyTeam is the only
alliance with trans-Atlantic and trans-Pacific immunity, which allows it
to compete more effectively for corporate travel contracts. With the
entrance of KLM, Northwest and Continental, the number of markets
where SkyTeam can cooperate will increase, if regulatory approval is
granted.

Formal power, in terms of equity, does not play a role in SkyTeam.
Interestingly, it has adopted a weighted voting structure, based on 
a carrier’s size, which reinforces the power of the larger carriers.
However, like the other alliances, the preference is to come to a
negotiated consensus, rather than resort to voting. 

Interdependence 

SkyTeam has constructed group-level interdependence in a number of
areas, the most important being joint sales, which has been made possi-
ble by antitrust immunity. This makes the carriers more sensitive to their
partners’ actions, and the benefits generated raise exit barriers. This is
particularly true for the smaller carriers in the alliance, such as Alitalia
and CSA, which do not have the global reach of an Air France-KLM. If
these sales account for a large percentage of revenues, they could even
become vulnerable to the alliance. Even for Delta, which has a large
domestic base to draw from, SkyTeam activities account for some $600M
(almost 5 per cent) of annual revenue or 25 per cent of its international
revenues.55 SkyTeam is also trying to construct interdependence and reap
cost savings through maintenance ‘centres of excellence’. The host-
carrier for these operations would be chosen for its product expertise and
competitive pricing. Ideally, these centres would do all the work on
specific types of engines for the entire alliance, but currently, members
may choose to go outside of the alliance for these services. 

As with the other alliances, SkyTeam is vulnerable to its largest
members’ continued membership in the group, and in particular Air
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France-KLM, which will now carry 26 per cent of the group’s total
traffic, and for which there is no substitute without breaking up one of
the other two alliances. SkyTeam’s sensitivity and vulnerability to the
financially troubled Delta, which carries another 26 per cent of its total
traffic, has been ameliorated with Northwest and Continental’s entries.
But, SkyTeam, like Star, remains sensitive to the financial precarious-
ness of Delta, and in particular, Alitalia, which appears to have just
staved off liquidation.

Although SkyTeam has constructed alliance-level interdependence,
the core relationships are still based on strong bilateral ties. Similarly to
Oneworld, it has not adopted extensive exclusivity rules to increase
interdependence. Although there are exclusivity provisions, the goal is
to remain flexible.56

At the bilateral level, SkyTeam does not yet have the same depth of
inter-firm linkages as Star and Oneworld, but this is primarily due to
the fact that the new entrants have yet to fully exploit the opportuni-
ties available. In addition, its members still have extensive ties outside
of the alliance – on average 10.4 external partners, with Air France
leading with 25 external partners. Interestingly, both Air France and
CSA also have code-share relationships with Star and Oneworld car-
riers. As a result, the extent of interdependence amongst the members
varies considerably, although the three US carriers clearly form an
interdependent subgroup. But, perhaps the tightest bilateral relation-
ship centres around KLM-Northwest, who have been partnered for over
15 years; their commercial agreements cover code-sharing through
large parts of their respective networks, revenue sharing, joint market-
ing, and pilot training. Neither carrier has any sales or ticketing staff in
the other’s markets. 

Behaviour 

SkyTeam’s structure has closed the door to some areas for oppor-
tunism, but left it open in others. For example, achieving harmonized
pricing across the Pacific and Atlantic effectively forecloses competi-
tion and opportunistic behaviour in alliance-carrier home markets.
But, given the number of external partners, including those from com-
peting alliances, this leaves room for competition with partners and
opportunistic behaviour with respect to third markets. 

Aside from firm-specific reasons, Air France’s merger with KLM was
part of a strategy to increase its voice and vote in the alliance. Air
France has argued that European carriers need to consolidate in order
to balance (or more aptly, counter) their US partners’ influence in their
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alliances.57 Air France’s undisputed preeminence as SkyTeam’s Euro-
pean partner has led to Alitalia voicing discontent. It has been the
biggest loser in SkyTeam’s expansion, now ranking eighth out of nine
in size. Alitalia recently speculated that it would be better off partner-
ing with Lufthansa instead, as Air France seemed to want to keep it in a
subordinate role. Alitalia had aspired to be part of the Air France-KLM
merger, but was rebuffed.

Conclusions

The cases show that more powerful and less dependent carriers are
able to act in their own interests. In Star, this has led to some in-
cumbents having to co-exist with rivals. In SkyTeam, Air France
acted to re-balance an unbalanced distribution of power. At the same
time, Northwest and Continental’s entry turned the system into a
multipolar, rather than bipolar, one.

The cases also show that in the airline industry, there is not enough
natural interdependence to bind carriers to their alliances. As a result,
alliances have resorted to constructing interdependence through exclu-
sivity provisions, in flight operations, operations support, and in some
cases, with equity. The goal of operational integration is to change the
pattern of relationships, to raise exit costs, so that over time, the rela-
tionship may evolve into natural interdependence. However, as
Swissair clearly illustrated, equity must be used carefully.

The alliances also highlight contrasting approaches to construct-
ing interdependence. Star’s governance encourages greater interde-
pendence amongst its partners. In reality, this means that smaller
carriers become more dependent on the larger members, given the
large number of linkages. Furthermore, its exclusivity rule limits 
its member’s options outside of the alliance. Oneworld accepts that
its partners have distinct interests, and focuses on using bilateral ties
to construct interdependence. As a result, this dilutes the larger car-
riers’ power by increasing the voice option available to less powerful
members. 

There are significant implications for smaller carriers. Alliances are
vital because they do not have a global reach, and need the transfer
traffic their partners provide. While alliances leave room for self-
interested behaviour, the exit option may be sealed off since the
negative consequences of being outside of an alliance are likely to be
greater than accepting a sub-optimal return in the alliance. However,
given the uneven distribution of informal power within the existing
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alliances, smaller carriers are unlikely to have an effective voice on
decisions strategic to their larger partners.

Global alliances were formed during a period of economic expans-
ion, but face a radically different environment today. As a result, 
carriers need their partners more than ever in order to maintain
service while reducing capacity, but at the same time, their precari-
ous financial positions may focus their attention on maximising 
relative and absolute returns. This will likely intensify competition
between alliances, but also competition and opportunistic behaviour
within the group.
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7
Putting the Firm Back Into Alliance

The formal study of alliances has struggled to catch up with develop-
ments in the practice of alliance management. Even though com-
petition is almost solely between groups in some industries, we do
not fully understand how alliances compete, or how to measure
whether or not they are successful. In other areas, despite the fact
that increasing numbers of partnerships involve multiple firms, much
of the research focus remains on bilateral ties. But, because multi-
party alliances have more complex relationships, we cannot simply
extrapolate from the existing findings and apply it to the new setting.
Management research has yet to come to grips with the fact that mul-
tiparty alliances have evolved to the point of creating institutions
with permanent staff. The lessons of bureaucratic politics, from polit-
ical science, suggest that there is a danger that bureaucracies will end
up pursuing objectives which perpetuate the organization or lose
sight of the fact that the firm’s first loyalty is to its shareholders,
creating larger fissures between alliance- and firm-level interests.
These types of developments have ramifications for intra-alliance
dynamics, and may threaten the stability of some groups. 

The debate in management theory over whether or not firms should
enter into alliances was overtaken by events, spurring a wealth of
research into specific issues in alliance management and operations.
With the acceptance that alliances are not a fad, alliance research runs
the risk of focussing so much on the group that it loses sight of the firm.
Alliances challenge the traditional boundaries of the firm. Alliances 
are changing the structure of the competitive environment. Alliances are
critical to many firms’ ability to achieve their strategic objectives. But,
alliances are not profit and loss centres, and changed practices do not
mean that the rationale or the purpose of the firm has changed. 
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Despite its focus on the dark side of alliances, this book does not
dispute the value of the work in alliance-operations and management
and trust-building, but is meant to complement it and remind man-
agers that measures to promote cooperation and trust cannot eliminate
non-cooperative behaviour because of inherent differences in the
firms’ interests. At the same time, managers must remember that even
if a firm is in a position of power and even if its partners are dependent
on it, it does not follow that it will take advantage of its position. The
rationale behind the analysis of power and interdependence is to see
which partners could act opportunistically and not whether they would.
If the alliance has built cooperation and developed trust amongst its
members, this should temper inclinations to behave opportunistically
or defect. 

This book also reminds managers that alliances are a tool of a firm’s
strategy, and therefore should not be viewed as permanent fixtures. It is
perfectly rational for firms to enter into alliances in order to pursue their
interests. Strategies that use alliances do not signify that management
has eschewed competition in favour of cooperation. Alliances, therefore,
do not represent a paradigm shift in the nature of inter-firm relation-
ships: firms remain self-interested actors; firms are profit-maximizers;
and firms care about their strategic positioning.

If we accept that alliances are but a tool of strategy, and that alliances
have no intrinsic value, then, it is natural to put the focus on the firm and
the forces that shape its attitudes toward cooperation. These show that
while intra-alliance dynamics and alliance-competitiveness influence how
a firm views its alliance, external forces and firm-internal considerations
can also play a significant role. 

Lessons learned

The cases shed light on a number of questions: power and interde-
pendence’s relationship to firm behaviour, the nature of firm power,
and the implications for alliance structure and partner choice. How-
ever, given the idiosyncrasies in each of the industries represented –
Microsoft’s dominant position, and the shadow of regulation in the
automobile and aviation industries – the lessons learned are meant to
provide guidance rather than prescription. 

Power, interdependence and non-cooperation

What do the case studies tell us about non-cooperation and the role of
power and interdependence in a firm’s ability to act? The Microsoft
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160Table 7.1 Findings

Microsoft-PC Microsoft- Ballard Qualiflyer Star Oneworld SkyTeam
Non-PC

Power/ Powerful and Power more Power Large alliance Large alliance, Mid-size Mid-size
Influence independent. evenly  relatively dominated by wide power alliance, alliance with
in Alliance Informal power distributed; evenly Swissair. differentials. with large narrow power

(from technology) Microsoft’s distributed: Large power Governance power differentials,
enhanced by partners own size, formal differentials – structure differentials reinforced by
size and financial the key power both formal attempts to (but not as governance
strength. resources: balanced by and informal. balance wide as Star) rules.
Fragmented  content, technology. informal Governance 
and competitive customers. Balance in power. rules balance 
partners. Daimler and informal 

Ford’s favour power.
because of 
equity.

Interdependence Others dependent Firms Highly Partners obliged Little natural Little natural Little natural 
on Microsoft’s interdependent, interdependent to use Swissair interdependence; interdependence; interdepen-
technology. but many in fuel cell Group services. trying to trying to  dence; 
Also need substitutes. vehicle markets: Swissair construct at construct  constructing
Microsoft as a Microsoft needs technology, committed alliance level. through dense   interdepen-
ubiquitous and the others to asset specificity, financial Deeper bilateral dence with 
efficient reach the end design, end support. interdependence connections. alliance level 
distribution customer. product’s between specific Pragmatic projects. Deep 
channel. performance. carriers. approach to interdepen-

Ballard more Exclusivity exclusivity. dence
dependent rules. between 
because cannot regional 
reach market groups.
independently.
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Behaviour Microsoft can Partners have No defection; Swissair  Smaller partners’ American, BA Air France 
defect/behave behaved opportunistic reneged on interests sidelined sought using merger 
opportunistically opportun- behaviour  commitments; by large partners, alternatives with KLM to 
toward hardware, istically (if any) is not exit costs especially in absent antitrust balance 
software and and defected transparent too high. alliance immunity. Delta’s power. 
service providers. on Microsoft. to outsiders. expansion.
Also able to  
compel others 
to defect against 
their own 
partners.
Microsoft able 
to punish 
resistance.

Table 7.1 Findings –  continued

Microsoft-PC Microsoft- Ballard Qualiflyer Star Oneworld SkyTeam
Non-PC



and Star Alliance cases suggest that powerful and less dependent firms
can behave opportunistically or defect from their alliance. In other
cases, firms that are equally powerful, in terms of their resource contri-
butions, but not dependent on each other, are also able to be behave
opportunistically or defect. This was most evident in the relations
between BA and American Airlines. More surprisingly, firms that are
not powerful, but not dependent on the alliance – because there is
little operational integration, or because they have options outside of
the group – are able to exit from their alliances. Although this appears
counterintuitive, even firms which contribute the most important
resources to the alliance’s goal have less leverage over parties which are
not dependent on them. 

Microsoft, in the PC hardware and software industries, represents
one extreme of the power and interdependence spectrum. The firms
in the PC hardware and software industries are naturally dependent
on Microsoft. Not only does it own the most critical technology re-
source in the PC value chain, its resource is not substitutable. As a
result, Microsoft is both powerful and independent, and can exercise
power to protect its position. This was clearly demonstrated in its
ability to force changes to licensing terms on the PC makers, particu-
larly with respect to a ‘standardized’ user experience. In Intel’s case,
Microsoft punished non-cooperation by threatening not to support
future technology innovations. Microsoft was also in the rare position
of being able to force other firms to take actions contrary to their own
customers’ interests, or to defect from third parties. 

However, the Microsoft cases also illustrate the limits of power. In
the non-PC markets, Microsoft needs its partners’ resources, and
found that cash and formal power arising from equity investments
does not buy loyalty. The CATV and mobile phone operators recog-
nize that they hold the more vital resources, and are willing to take
Microsoft’s cash, but will act according to their own interests. Since
there is no natural interdependence with these parties, Microsoft
had to establish formal alliances, and use equity to try to bind its
partners. 

In contrast, the Ballard alliance is a prototypical technology deve-
lopment alliance between a start-up company and established firms. 
It provides the clearest illustration of how alliance partners’ relative
power and interdependence change over time. Daimler and Ford
brought legitimacy and cash to Ballard when it was still testing 
out its technology. Today, Ballard is a desirable partner because it
has proved its technology, and as fuel cell vehicles move toward
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commercialization, its contribution is becoming a more important
element in the automakers’ design and planning. 

The four airline alliances examined differ in terms of their distribu-
tions of power and in the extent of interdependence at the group 
level and between individual members. The airline cases present some
expected as well as some counterintuitive findings. They show that
firms which are not powerful in their alliance, and depend on their
partners’ resources, are unlikely to exit, as is the case with Thai
Airways. But, carriers that were not powerful also defected – so long as
they did not depend on the alliance, for example, Finnair and SAS in
the European Quality Alliance. Swissair’s early alliances clearly showed
that absent significant interdependence, through operational integra-
tion, for example, it is relatively easy for firms to leave, even from
long-standing relationships. But, Austrian Airlines’ split with Swissair
also highlighted the limits to interdependence; Austrian could go
because it had an option in Lufthansa, but also because it was willing
to pay the switching costs involved in dissolving a deep relationship. 

Swissair also reminds us why we need to better understand power
and interdependence between firms. Swissair did not recognize that its
Qualiflyer partners were already dependent on it, and bound them
further through service agreements with its subsidiaries. However,
Swissair bound itself by taking large and unnecessary equity stakes, by
making capital commitments, and by promising to be a lender of last
resort. These ties meant that Swissair’s own financial health became
dependent on its partners’, and ultimately led to its liquidation.

These cases suggest that interdependence is a more valuable indica-
tor than power on questions of exit versus no-exit, as it takes into
account external factors, and therefore the number of options available
to the firm, regardless of its size. On the other hand, the question of a
firm’s power within its alliance may be better indicator of an ability to
behave opportunistically. 

The nature of power and interdependence

The cases clearly illustrated that there are multiple potential sources of
power, and what constitutes a power resource is context-dependent,
and may be of limited benefit beyond the scope of the alliance, or if
the alliance’s goals change. Interestingly, even financial resources, 
the most fungible source of firm power, are of limited utility in some
environments, and may be constrained by regulation in others. 

While the type and importance of a technology resource is key to
determining a firm’s power in technology alliances, the cases highlighted
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subtle distinctions. Power may accrue to a technology holder because of
the technology’s performance, or because the technology sets a standard.
This is the difference between Ballard and Intel, and Microsoft: Ballard’s
and Intel’s sources of power come from their ability to stay ahead of the
competition. But, power that derives from superior performance may be
more ephemeral if competitors catch up, or if the market’s requirements
change the sources of competitive advantage. In contrast, Microsoft’s
power derives from owning a standard that sits on the key point in the
value chain, not from how well Windows performs. 

Power is relative. So, a firm’s power in an alliance is not a raw
measure of its resources, but also depends on who its partners are, the
number of firms in the alliance, and the governance rules that are put
in place. In Ballard’s case, the two counterweights, Daimler and Ford,
blunt each other’s ability to use their formal or latent power.

The question of interdependence brings together both alliance-
internal considerations and factors outside of the alliance. The cases
show that firms which rely on others to distribute their product or
which need their partners’ resources in order for their product to sell
are extremely sensitive to others’ actions. Just as Ballard needs Ford
and Daimler to integrate its fuel cell, AOL recognized that it could not
afford to be locked off the Windows desktop. All things being equal,
small or pure-play firms are more sensitive because the impact on them
is likely to be larger, and because cash flow is directly related to a firm’s
solvency. On the other hand, the airline industry is unique amongst
the cases studied in that both large and small carriers are sensitive to 
a partner’s actions on a route-specific basis, even if the overall effect on
a large carrier’s operations may be negligible. 

However, both large and small firms can be vulnerable to their 
partners’ actions given the impact on strategic-level considerations. 
A firm’s vulnerability is largely a function of the options available
outside of the alliance and how critical and unique a firm’s contribu-
tion is. For example, Daimler’s efforts in fuel cell vehicle development
would be vulnerable if Ballard’s technology failed, particularly as they
move toward commercialization.

Both types of interdependence weaken a firm’s position vis-à-vis
its partners, but sensitivity may be even more important than vulnera-
bility, particularly to smaller firms, as it affects working capital. Ulti-
mately, firms collapse even if they are profitable and even if they have
strategic options for the future, if they do not have cash.

Power and interdependence are not static, and any assessment only
provides a snapshot of a point in time. Relative power shifts, as unique

164 Non-Cooperation – The Dark Side of Strategic Alliances



assets become less so, as technologies and operations become more
integrated, and as firms relinquish other relationships to focus on
alliance partners. Moreover, depending on the alliance’s goal, relative
power may shift as different parties own key assets as the alliance
evolves. 

Structuring relationships

While this book began as a study of the role of power and interde-
pendence in allowing firms to act on non-cooperative impulses, the
findings led to a broader set of lessons on structuring the relation-
ships and tasks between firms in alliances. The cases suggest that
interdependence is the glue that binds the firms in an alliance, and
can be ‘natural’ or ‘constructed’. If interdependence is what binds
firms to their alliances, this may have ramifications for alliance size
and the tools used.

Putting the Firm Back Into Alliance 165

Table 7.2 Findings – Implications for Structure

Natural vs Constructed Interdependence

Microsoft – PC Natural dependence.
‘Structure’ based on contracts.

Microsoft – Non-PC Little natural interdependence.
Constructed interdependence with formal alliances, 
equity.

Ballard Natural interdependence.
Constructed interdependence in R&D sharing, 
guarantees to purchase etc… may evolve into natural 
interdependence with co-specialization.

Qualiflyer Little natural interdependence.
Constructed interdependence tying parties to Swissair.

Star Little natural interdependence.
Formal infrastructure with large bureaucracy.
Constructing interdependence at alliance level with 
group-based activities.

Oneworld Little natural interdependence.
Formal infrastructure clearly in supporting role.
Constructing interdependence through extensive and 
intensive bilateral ties. 

SkyTeam Little natural interdependence.
Constructed interdependence through alliance activities.



In the PC hardware and software industries, Microsoft’s partners are
bound to it by technology requirements. The need for the microproces-
sor and applications software to interoperate with Microsoft’s OS
created a naturally-dependent relationship. As a result, Microsoft did
not need to establish formal alliances with these firms. In contrast,
Microsoft needs formal alliances in the new non-PC industries it is
attempting to enter. It recognizes that it does not provide a unique
resource, and therefore, must construct interdependence, even going
so far as taking equity stakes in its partners. 

The Ballard-Daimler-Ford alliance utilized both natural and con-
structed interdependence. At the alliance’s inception, Ballard was
dependent on its partners, but the group constructed interdependence
by creating technology-based subsidiaries that specialized in different
segments of the value chain, and by establishing non-compete, tech-
nology sharing, and off-set agreements. This was in addition to the
investments Daimler and Ford made in Ballard. These measures tied
the two automakers more closely to each other, in addition to their
technology relationship with Ballard. Moreover, this alliance suggests
that constructed interdependence, such as through technology choice
or a division of labour, can evolve into natural interdependence over
time. 

Unlike technology development alliances, airlines have little natural
interdependence; much of their interdependence derives from the con-
straints placed on the industry by regulators. As a result, airline alliances
have gone farther than others in constructing interdependence –
although constructed interdependence should not be confused with
establishing infrastructures. The three global alliances have taken differ-
ent approaches: Star, the largest, focuses on identifying ways to bind
individual members to the group, since the membership is too dispersed
to develop both broad and deep bilateral links; Oneworld and SkyTeam,
on the other hand, are still small enough that their members can be
bound by the depth and breadth of their individual linkages. While con-
structed interdependence may have been necessary when the alliances
were formed, today, these ties may not be necessary given the strategic
gridlock in the industry. 

However, although constructed interdependence may allow firms to
tie their partners to the alliance, alliance managers need to decide
whether or not they want to pursue this course of action. Is it better to
have partners who willingly participate or to tie-in partners who want
to leave? Malcontents in an alliance can play the ‘spoiler’, hindering the
group’s ability to work efficiently or effectively. Moreover, depending

166 Non-Cooperation – The Dark Side of Strategic Alliances



on the tools used to bind its partners, a firm may have to bind itself as
well, and limit its management’s ability to pursue the firm’s interests.
There is also a practical element: the firms that need constructed inter-
dependence to bind their partners are likely to be the more dependent.
If the other firm recognizes the relative power distribution, it is in its
own interest to resist attempts to restrict its actions. 

Managerial implications

A primary goal in this work is to remind managers to take a realistic
view of alliances. Alliances can be an invaluable tool, but despite
shared goals, partners have divergent interests and cannot be expected
to put the alliance’s interests ahead of their own. Firms choose to ally
because it is the most appropriate tool under the circumstances at a
given time. Should those circumstances change, or the firm does not
achieve its expected returns, then it will be less inclined to continue
cooperating.

Managers therefore need to understand why firms choose to not
cooperate, and recognize the factors that influence their partners’ atti-
tudes toward cooperation so that they are not surprised by defections
or opportunistic behaviour. An early warning could provide the firm
with an opportunity to develop strategies to try to pre-empt a key
partner’s defection. The framework provides managers with a struc-
tured approach to examine the how in non-cooperation, and allows
them to identify which partners they need and evaluate whether those
partners rely on them in return. 

For those firms establishing partnerships, an analysis of power and
interdependence is particularly useful in the alliance formation process
as it sheds light on their bargaining power, and can be used to evaluate
potential partners. For example, all things being equal, a firm should
choose the firm which would be most dependent on it. Power and
interdependence can also frame the thinking about alliance size. Given
resource contributions, and the extent of natural interdependence, at
what point are the natural ties too weak to bind the firms? How should
firms structure relationships and tasks within the alliance to minimize
their partners’ ability to defect? And, since power and interdependence
change over time, how does this impact the type and duration of com-
mitments required? Will constructed interdependence evolve into
natural interdependence? 

However, while firms may try to structure an alliance to balance out
their relative dependence, this may not be possible given their bargaining
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positions at the time of alliance formation. The question therefore
becomes how each firm might be able to deter its partners from engaging
in non-cooperative behaviours. If the firm is unable to do so on its own,
is there the potential for coordinated action within the alliance? Could
sanctions be introduced in the alliance-governance? 

The book’s findings have significant implications for small firms.
Despite the fact that technology or knowledge, factors not related to
size, are a key contributor to power in resource-based alliances, it
appears that small firms will find it hard to escape from the inherent
advantages large firms have, such as their greater ability to recover
from mistakes or absorb the costs of opportunistic behaviour. Small
firms are more likely to be pure-play firms whose entire business is tied
to its alliance’s prospects, and thus non-cooperative behaviour will
have a much larger impact on them. Additionally, large firms have an
advantage in industries where there are few constraints on the use of
equity. They can punish non-cooperation by acquiring that partner, or
that partner’s competitor. Moreover, even where the small firm pro-
vides a unique resource, its power is muted vis-à-vis larger partners who
serve as distribution channels, unless it sets a proprietary standard that
all in the industry must adhere to. This is the difference between
Ballard and Microsoft’s positions, even before Microsoft became the
pre-eminent power in its industry. 

Going forward

This work is just a first step in understanding the implications of power
and interdependence as a means of analyzing alliance relations, the
drivers of non-cooperation in alliances, and the unique characteristics
of multiparty alliances. As such, for each question it begins to answer,
a host of others are raised. 

We set out to draw attention back on the firm in an alliance,
rather than on the alliance. The assumptions present a world view
that does not treat cooperation as a radical break from traditional
beliefs about firm behaviour, but as a rational choice taken to
strengthen a firm’s competitive position in the future. Conflict, or
the potential for conflict, is an enduring condition. This focus on the
firm also places the alliance in the context of a firm’s overall opera-
tions – its interests outside the alliance affect how it views its
alliance. So, while we should not ignore operational issues, theories
of alliance structure, or trust-building, these cannot fully explain
non-cooperation. 
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The assumptions presented bring together strategic and operational
perspectives on alliance. Disaggregating the influences on the firm into
their component levels of analysis is an important step in identifying
and analyzing the individual factors that affect how a firm views its
alliance. Which level of influence is the most important? What is the
dynamic between these levels?

The findings raise important questions of whether power in an
alliance, and interdependence between alliance partners, have different
effects. The findings from this limited number of cases suggest that
interdependence is more important in constraining defection. While
the focus has been on defection, what do power and interdependence
mean for lower levels of non-cooperation, or are these behaviours a
function of alliance-structure and governance factors? 

The power and interdependence framework also presents a
number of practical challenges for future research. One of the most
important is refining indicators of relative resource dependence,
which requires quantifying what are, in many cases, subjective
values. Absent developments in these areas, inter-industry compari-
son is not possible. Another challenge is the fact that firms are reluc-
tant to admit to non-cooperation, and in many cases, the ‘victims’
of opportunistic behaviour are not aware that it has ever taken place.
Where opportunism is not transparent, is it possible to identify
which firms have been hurt by their partners’ actions, but are unable
to exit? 

At a broader level, the literatures that management researchers have
borrowed from to study interfirm cooperation confirm that corporate
alliances are part of a broader phenomena of partnerships between 
self-interested actors. Not surprisingly, given the rich history of dip-
lomatic alliances, international relations theory has much to con-
tribute. However, it also suggests that the interdisciplinary approach
taken here is just a beginning, and that the international relations 
and political science literatures can make further contributions to
understanding operational issues in alliances. These include the struc-
ture of coalitions and how to determine optimal size, issues of organ-
izational structures to enhance voice and reduce exit, approaches to
balance of power, functionalist approaches to alliance evolution, as
well as bureaucratic politics. 

More important, however, are the strategic implications for firms:
the body of international relations theory adopted in this work
explicitly accepts that members of groups have individual interests
and that cooperation is a temporary state. Our analysis of the dark
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side of alliances shows that there are inherent tensions and conflicts
of interest between firms which even operational success will not
eliminate. While the literature’s focus on ‘getting alliance operations
right’ may dampen some non-cooperative impulses, it is difficult to
alter fundamental differences which arise from the firms’ respective
requirements. These tensions may remain latent if the alliance is 
successful, but could easily come to the fore if it is not.

* * *

Without cooperation from alliance practitioners, academics and 
consultants face significant challenges trying to further our under-
standing of what makes alliances work, and what impedes perfect
cooperation. As outsiders, we have to infer the reasons behind observ-
able actions, and may end up drawing the wrong conclusions. I
welcome your reactions to this book, and invite alliance managers to
share their experiences in the trenches of alliance management at: 
wilma.suen@strategic alliance.ca.
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