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The question of what determines firm performance still defies a definite answer. The problem
is extremely complex, because there are a vast number of influences on performance. There
are two major paradigms in determining firm performance. One is based on industrial
organisation economic field that was developed earlier by Mason-Bain. This concept sug-
gests that market structure variables (environment) influence strategy and in turn, affect the
firm performance. The other line of paradigm builds on strategic management field, which
was developed earlier by Nourse-Doury. They viewed that firmsi performances were not de--
termined simply at the mercy of industry factors but dominantly by firmis specific factors.

Introduction

Although many research has provided insight into
information what factors influence a firm performance,
the findings have yet to fully examine the key determi-
nant influence it. Some of the findings noted that market
environment as a dominant factor (e.g., Christensen and
Montgomery 1981; Lusch and Laczniak 1989), others
noted that performance is affected dominantly by firm
specific factors (e.g., Amit and Schoemaker 1993; Barney
1991; Wernerfelt 1984). Actually, these findings repre-
sents the debate between researchers in industrial
organisation economics and the field of strategic manage-
ment that has been going on for more than 50 years
(Roquebert et al. 1996).

The key question of the principal source of perfor-
mance seems to have had very little influence on the fur-
ther development of theoretical orientations in both the
industrial organisation economics and strategic manage-
ment fields, each acting each view were dominant
(Roquebert et al. 1996). Addifionally, Henderson and
- Mitchell (1997, p. 6) noted that simply comparing firm-
level and market-level influences would continue to prove
fruitless for two reasons. Firstly, both firm specific fac-
tors and market environment are clearly important in shap-
ing strategy and performance. Secondly, the inconclusive
nature of much of the existing research reflects the fact
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that firm specific factors, market environment, strategy
and performance are fundamentally endogenous. That is,
the market environment and firm specific factors shape
business strategy, while interactions between strategy and
performance, in turn, shape.

Two Major Paradigms

As noted previously, there are two major paradigms
in determining firm performance. One is based on indus-
trial organisation economic field that was developed
earlier by Mason-Bain. Mason-Bain proposed structure-
conduct-performance (SCP) paradigm, emphasising the
importance of external market factors (structure) in deter-
mining a firm success. This concept suggests that market
structure variables (environment) influence strategy and
in turn, affect the firm performance. In other words, this
paradigm builds on the strong assumption that market fac-
tors as the primary cause of shaping strategy and perfor-
mance. In the 1970’s and 1980’s, some scholars in the
industrial economic field started looking for answer within
the industry and modified the SCP to advance the concept
of relative competitive positions to account for intra-
industry heterogeneity and performance variation (Caves
and Porter 1977; Christensen and Montgomery 1981;
Lentz 1981; Lusch and Laczniak 1989; Porter 1976).
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The other line of paradigm builds on the strategic
management field, which was developed earlier by Nourse
and Drury (1938). They viewed that firms’ performances
were not determined simply at the mercy of industry fac-
tors but dominantly by firm specific factors. Furthermore,
in the classic strategy model, a firm performance gained
from a combination of external and internal factors, known
as opportunities and strengths applied against threats and
weaknesses (Roquebert et al. 1996). Recently, strategic
management scholars have developed resource-based
theories, which define firm specific factors as valuable,
unique and inimitable resources. These typical resources
create sustainable competitive advantage, which in turn,
resulted in superior performance (Barney 1991; Conner
1991; Grant 1991; Wernerfelt 1984).

Structure-Conduct-Performance (SCP) Paradigm

Some of the most extensive studies of relationships
between the environment and performance were found in
the literature of industrial organisation. The research in
this field is usually guided by the “structure-conduct-per-
formance” (SCP) paradigm earlier proposed by Bain-
Mason. Within their framework the environment refers to
the market, or industry, in which a firm competes. In this
paradigm, the structure of a market influences the con-
duct of firms within it and their conduct, in turn, affects
performance. Because a firm conduct is assumed to be
determined by industry structure, empirical studies have
most often examined the association between structure and
performance (cf. Corner 1991, p. 124).

The structure represents to the external environment
within which firms exist. As a member of this environ-
ment, the firm is affected and limited by the various prop-
erties found within this environment. Examples of “prop-
erties” within the structural environment could be the num-
ber of suppliers; the number and size of competing firms;

technological trends and performance; changes of cus- -

tomer preferences and/or a host of any number of other
external factors that currently influence or potentially -
~ could affect on firm (Caves 1967, p. 37-38).

This paradigm viewed that the structure of the indus-
try determines the behaviour of the firm in the major de-
gree. Thus all firms in an industry were treated as identi-
cal organism. Further, their methods of marketing, pro-
duction, and finance are identically determined by the
constrained of industry structure (Porter 1976, p.70). In
this case, the firm profitability depends on the ability of a
firm to control the market through the exercise of mo-
nopoly power or by colluding with other firms. The suc-
cessful firmis profit is the difference between an “artifi-
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cially” high market price and its costs (cf. Conner 1991,
p- 125). e

Further development of this paradigm has been paid
fo the effects for firm’s size or industry concentration (ab-
solute or relative) on profitability (Corner 1991; Lusch
and Laschniak 1989; Orvis 1996). The reason is that be-
cause large firms control substantial proportions of indus-
trial output. These firms believe to have the greatest
opportunity and incentive through engaging monopolis-
tic or collusive practices. Their statements are influenc-

- ing the motivation for firms’ expansion to increase mo-

nopolization or, alternatively, prevent another firm from
gaining monopoly control. For example, horizontal inte-
gration is seen as a method for extending monopoly power
to dominate a market. Similarly, advertising and product
differentiation are viewed as ways to erect entry barriers
and increase monopoly power (Corner 1991).

Having said that, the quest for monopoly rents (the

returns to market power) is the basis for superior perfor-
mance through seeking favourable industry environments,
locating attractive segments and strategic groups within
industry; and moderating competitive pressures by influ-
encing market structure and competitor’s behaviour. How-
ever, the empirical results have been, less than conclu-
sive, revealing at best a weakly positive association (Cor-
ner 1991). '

Although the empirical results are not satisfactory,
present research continues to confirm the important role
market structure conditions play in the performance of an
individual firm. Seeking to explain performance differ-
ences across firms, recent studies have repeatedly shown
that average industrial profitability is the most significant
predictor of a firm performance. Accordingly, Schmalen-
see (1985) concluded that, firm effects do not exist but
industry effects are important. These account 20 per cent
of variance in a firm’s profit (and nearly 100 per cent of
total variance explained). Thus, market structure analysis
should play a vital role in strategy formation to gain supe-
rior performance (Montgomery and Porter 1991).

In contrast to those above, Rumelt (1991), extended
Schmalensee’s approach. He reported that business-units
effects explain 44-46 per cent of variance (about 73 per
cent of the explained variation), and industry effects ac-
count for a total of 9-16 per cent of variation. Baden-Fuller
(1995) revealed two weaknesses in this paradigm. The first
one, they typically relegated the role of strategy in execu-
tion to a lower consideration. The second one, they sug-
gested that outcomes were the results of industry force
not the method by which the strategy was devised. More-
over, half of Andrew’s model has been forgotten, it needed
to be brought back into the core strategy, which were in-
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ternal resources to develop distinctive competence
(Roquebert et al. 1996). The next subsection will explain
the important of combination of strategy and environment
in determined performance.

Strategic Management Paradigm

Several empirical studies use the concepts of environ-
ment and strategy to explain firm performance. Schoeffer
(1977), who studied a diverse sample of industrial firms,

found that strategy variables (market share, investment

intensity and product quality) and environment variables
(market growth, seller concentration and market evolu-
tion stage) — both independently and in conjunction with
other factors — have a direct influence upon performance.
His findings showed that the joint effects of market con-
ditions and firm strategy explain up to 80 per cent of the
variance in return on investment. Moreover, Lentz (1980),
who studied in the federal home loan bank, revealed that
the combination of environment-strategy-organization
structured associated with high-performance firms differs
from the combination associated with low-performance
organizations.

In the same vein, Capon et al. (1990) studied a meta-
analysis of 320 published relates environmental, strategic
and organisational factors to financial performance to in-
vestigate the relationship between these factors. They
found that a combination of elements of environment and
firm strategy affected a firm performance. The results
above bring to the conclusion that the environmental con-
ditions surrounding firms and the strategies pursued by
firms within industry will affect the firm performance, or
a firm performance as a function of environmental vari-
ables and strategy variables. This conclusion are concep-
tually similar to those proposed by other scholars
(Ackoff’s 1970; Hansen and Wernerfelt 1989).

Recently, research in strategy management started
looking to firm’s specific factors (resources and capabili-
ties)*, which related to sustainable advantage. Amit and
Schoemaker (1993) claimed that firm resources and ca-
pabilities are grounds for establishing the firm sustain-
able advantage, and thereby generate profit. Accordingly,

firms were fundamentally idiosyncratic. Overtime, they
accumulated unique combinations of firm resources and
capabilities constitute the real source of sustainable com-
petitive advantage that enables firms to generate above-
normal rates of return. In addition, these resources may
not be perfectly mobile across firms, and thus heterogeneity
can be long lasting (Wemerfelt 1984; Bamey 1991; Grant
1991; Mahoney and Pandian; Amit and Schoemaker 1993).

Proponents of the resource-based theories would ar-
gue that the influence of such idiosyncratic firm effects
can be considered and; furthermore, can be persistent over
time (McGrath et al. 1995). Rumelt (1991) concluded those
stable long-term differences in business units, some six
times more important to the explanation variance of firm
performance than are stable industry effects.

Conducting a similar study using U.S. public corpora-
tion within specific 4-digit SIC categories, McGahan and
Porter (1997), indicated that industry and. firm-specific
effects account for 19 per cent and 32 per cent respec-
tively, of the aggregate variance in profitability. They also
found that the importance of the effects differed substan-
tially across sectors of the economy. Market factors ef-
fects account for a smaller portion of profit variance in
manufacturing -but large portion in services, wholesale/
retail trade, and transportation. Accordingly, the differ-
ences between the sector lied in a distinction between in-
dividual and organisational capabilities. Firms that develop
extensive organisational capabilities (manufacturing) find
it more difficult to adapt to major changes in an.industry’s
environment than firms that rely on the capabilities of in-
dividuals (service-related businesses). Thus, market fac-
tors will have strong influences on the profitability of many
service-related businesses than manufacturing (Henderson
and Mitchell 1997). e

From the previous discussion, this it may be summed -
up that both key factors that environment and firm’s spe-
cific factors shape success and performance in an indus-
try. Thus, industry norms will tend to produce a distribu-
tion of levels of performance for industry players. In the
same way, the firm’s resources and capabilities will de-
termine a given firm position within that industry distri-
bution (McGraith 1995; Henderson and Mitchell 1997).

* Firm resources will be defined as stocks of available factors that are owned or controlled by the firm. Resources are converted into
final products or services by using a wide range of other firm assets and bonding mechanism such as technology, management
information systems, incentive systems, and more. Capabilities, in contrast, refer to a firm’s capacity to deploy resources, usually
in combination processes, to effect a desire end. They are information-based, tangible or intangible processes that are firm specific
and are developed over time through complex interactions among the firm’s resources (Amit and Schoemaker 1993: 35).

25

Jrorum Manajemen Prasetiya Mulya-Fahun ke-13, No. 68, 1999




BIBLIOGRAPHY

1.

“Generic Retailing Types,

Baden-Fuller, C. (1995). “Strategic Innovation, Corporate
Entrepreneurship and Matching Outside-in to Inside-in
Approaches to Strategy Research,” British Journal of
Management, 6 (December), Special Issue, S3-S16.
Barney, J. (1991). “Firm Resources and Sustained
Competitive Advantage,” Journal of Management, 17 (1),
99-120.

Bisp, S., Soronsen, E., and Grunert, K.G. (1997). “Using
the Key Success Factor Concept in Competitor Intelligence
and Benchmarking,” in Marketing: Progress Prospects
Perspectives, (eds) D. Amott et al. 26" EMAC Conference
20-23 May 1997 in Warwick Business School, Proceedings,
Vol. 1, 145-160. . _

Buzzell, R.D., Gale, B.T., and Sultan, R.G.M. (1975).
“Market Share-A Key to Profitability,” Harvard Business
Review, January-February, 97-106.

Buzell, R.D., and Gale, B.T. (1987). The PIMS Principles:
Linking Strategy to Performance. New York The Free Press,
A Division of MacMillan, Inc.

"Capon, N., Farley, J.U., and Hoenig, S. (1990), “Deter-minants
of Financial Performance: A Meta Analysis,” Management

Science, 36 (October), 1143-1160.

Caves, R.; (1967). American Industry: Structure, Conduct
Performance, 2™ Edition. Prentice-Hall, Inc. . e
Conant, J.S., Smart, D.T., and. Solano—Mendez R. (1993)
Distinctive Marketing
Competencies, and Competitive Advantage,” Joumal of
Retazlmg, 69 (Fall)

Conner, K.R., (1991. “A Historical Comparison of Resource-
Based Theory and Five Schools of Thought Within Industrial
Organization Economics: Do We Have a New Theory of the

-~ Fitm?” Journal of Management, 17 (1) 121-154.

10.
.. Framework for Diagnosing Competitive Supenonty,” Joumal
.of Marketing, 52 (April), 1-20. .

11. Day, G.S. (1990) Market-Drtven Strategy Process for ‘

12.

13.

14.

15.

16.

Jorum Manajemen Prasetiya Mulya-ahun ke-13, No. 68, 1999

Day, G.S. and Wensley, R. (1988), “Asessing Advantatge :A

Creating Value. New York: The Free Press. ‘

Day, G.S. (1994). “The Capablhtles of Market—Driven
Organizations,” Journal of Marketing 58 (Ocy), 37-52.
Dess, G.G., and Robinson, R.B., Jr. (1984). “Measuring
Organizational Performance in the Absence of Objective
Measures: The case of the Privately-Held Firms and
Conglomerate business Unit,” Strategic Management Journal,
5 (July-September), 265-73.

Hawes, J.M., and Crittenden, W.E, (1984). “A Taxonomy of
Competitive Retailing Strategies,” Strategic Man-agement
Journal, 5, 275-287.

Helms, M.M., Haynes, P.J., and Cappel, S.D. (1992).
“Competitive Strategies and Business Performance within the

Retailing Industry,” International Journal of Retail & -

Distribution Management, 20 (5), Sept-Oct.

Kean, R.C.; Niemeyer, S., and Miller, N.J. (1996).
“Competitive Strategies in the Craft Product Retailing
Industry,” Journal of Small Business Management, January,
13-22.

17.

19.

20.
21.

22.
23.
24.
25.

26.
27.
28.
... Press.
29.

30.
31.
32.

33.

Leidecker, J.K., and Bruno, AV, (1984). “Identifying and
Using Critical Success Factors,” Long Range Planning, 17
(1), 23-32.

. Lenz, R.T., (1981). “‘Determinants’ of Organizational

Performance: -an Interdisciplinary Review,” Strategic
Management Journal, 2, 131-154.

Structure and Performance: Patterns in One Industry,”
Strategic Management Journal, 1, 209-226.

Lewis, P. and H. Thomas, (1990). “The Linkage between
Strategy, Strategic Groups, and Performance in the UK. Retail
Grocery Industry,” Strategic Management Journal, 11, 385-
397.

Lusch, R.F, and Laczniak, G.R. (1987), “The Evolving

Marketing Concept, Competitive Intensity and Organiza-tional -
~ Performance,” 15 (Fall), Journal of Academy of Marketing

Sciences, 1-11.

Mahoney, J.T. and Pandian, J.R. (1992) “The Resource-Based
View within the Conversation of Strategic Management,”
Strategic Management Journal, 13, 363-380.

Oliver, C., (1997). “Sustainable Competitive Advantage:
Combining Institutional and Resource-Based Views,”
Strategic Management Journal, 18 (9), 697-713.

Peteraf, M.A., (1993). “The Cornerstone of Competitive
Advantage: A Resource-Based Vlew,” Strategic Man-agement
Journal, 14, 179-191.

Pfeffer, J., and Salancik, G.R. (1978). The External Control
of Organizations: A Resource Dependence Perspective. New
York: Harper & Row Publisher.

Porter, M.‘(1996); “What is Strategy?” Harvard Business
Review, November-December; 61-81.

Porter,: M. (1985). Competitive Advantage New York: The
Free Press.

Porter, M. (1980). Competitive Strategy. New York: The Free

Porter, M., (1976), Interbrand Choice, Strategy, and Bilateral
Market Power, Harvard University Press, Cambridge.
Prescott, J.E. (1986). “Environments as. Moderators of the
Relationship Between Strategy and Performance,” Academy
of Management Journal, 29 (2), 329-346.

Rita, G.M., MacMillan, I.C., and Venkatraman, S. (1995).
“Defining and Developing Cormpetence: A Strategic Process
Paradigm,” Strategic Management Journal, 16, 251-275.
Scherer, EM., and Ross, D. (1990). Industrial Market Structure
and Economic Performance, 3™ edition. Hough-ton Mifflin
Company.

Venkatraman, N., and Ramanujam, V. (1986). “Measurement
of Business Performance in Strategy Research: A Comparison
Approach,” Academy of Management Review, 11 (October),
801-14.

Ir. Agus W. Soehadi, MSc is a Faculty Member
at Prasetiya Mulya Graduate School of Man-

agement, and now he is a candidate of Ph.D
of an university in London.

26

Lenz, R.T., (1980). “Environment, Strategy, Organization




