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Entrepreneurial Success in the New Economy
Abstract

In the past decade, technological advancements have led to changes in the economy with
important implications for the strategic management of new ventures. In this paper, we argue that
the dynamics of competition, success, and failure for new ventures have been significantly
altered by the convergence of electronic technologies and the growing importance of knowledge-
based assets. We proceed from the traditional argument that relates first-mover advantage
positively and liabilities of newness negatively to entrepreneurial success. The extremely high
failure rate of new firms suggests that traditional startups have typically been overwhelmed by
liabilities of newness. We then argue that two features of firms competing in the new economy —
knowledge-based assets and “virtual embeddedness” — work to diminish the effects of the
liabilities of newness and increase returns to first movers, consequently increasing the

probability of success for pioneering new ventures.



Introduction

The technological advancements associated with the Internet, telecommunications, and
computing in general, are providing firms with the potential for fantastic wealth creation. Not
only are these technologies creating new markets and new product possibilities, but they are also
fundamentally changing the ways in which firms are able to emerge, organize, and compete. A
key question, however, concerns how the wealth associated with the new markets and
technologies will be distributed. One important aspect of this question is the issue of whether the
new economy will be dominated by existing firms that transfer their competencies into new
arenas or by new ventures that are able to use the changing technological landscape to leapfrog
existing competitors.

In this paper, we examine the impacts of the new economy on new ventures operating in
a pioneering manner. Pioneering firms “are entrepreneurial by virtue of the fact that they exploit
market opportunities in a preemptive fashion, redefining where and how the competitive game is
played in the process” (Covin, Slevin and Heeley, 2000). Specifically, we develop a theoretical
framework that addresses how the technological and social changes associated with the new
economy affect the potential for pioneering new ventures to achieve entrepreneurial success.
Although entrepreneurial success has been examined from a range of perspectives, we conceive
of it here as a multi-dimensional construct describing the extent to which a new venture can
survive, generate wealth and attain a sustainable competitive advantage.

This paper contributes to our understanding of the relationship between entrepreneurial
strategies and entrepreneurial success in three major ways. First, we reexamine traditional
conceptions of liabilities of newness (Stinchcombe, 1965), which we believe are rooted in an

image of society that is inconsistent with the realities facing contemporary firms today. Our



second contribution involves an assessment of the dynamics of being a first mover in the new
economy. The current proliferation of technological and marketing innovations makes
understanding these dynamics more important than ever. Finally, and perhaps most importantly,
we develop a coherent and practical account of the dynamics of the new economy with respect to
pioneering new ventures. For both academics and practitioners, the new economy seriously
challenges traditional approaches to analysis and decision making. Drawing on a variety of
sources and examples, we argue that the new economy has shifted the balance between first-
mover advantage and liabilities of newness to the benefit of pioneering new ventures, allowing
those firms to create greater wealth and enjoy more entrepreneurial success. The theoretical
framework we develop here articulates the effects of the new economy on pioneering new
ventures in a way that is both empirically testable and practically applicable.
Two Foundations of New Venture Analysis

Over the past decade, new ventures have received increased attention as their importance
to local and world economies has become better understood (Bygrave, 1994; Kasarda, 1992;
Stevenson, 1999). The recent publicity surrounding dot-com companies has increased this
attention and prompted even more research and analysis. In this section, we review two
fundamental elements of new venture analysis. The concepts of liabilities of newness
(Stinchcombe, 1965; Hannan and Freeman, 1977, 1984) and first-mover advantage (Schumpeter,
1934; Chandler, 1990; Kerin, Varadarajan and Peterson, 1992) have anchored much of the
analysis of new ventures (e.g., Robinson, Kalyanaran, and Urban, 1994; Singh, Tucker, and
House, 1996; Robinson, 1988; Covin, Slevin, and Heeley, 2000), essentially suggesting a tension

between these competing forces for pioneering startups (see Figure 1).
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In examining the potential entrepreneurial success of pioneering new ventures, one of the
key aspects to consider is their vulnerability to liabilities of newness. These liabilities exist
because new organizations usually lack specific sets of resources and capacities that more
established organizations have accrued (Stinchcombe, 1965). The lack of these resources and
capacities results in new organizations suffering from disproportionate rates of failure (Hannan
and Freeman, 1977, 1984). In this paper, we focus on five distinct liabilities of newness: the need
to learn new roles, the inefficiencies associated with constructing new systems of relationships
and incentives, the precariousness of trust relationships among strangers, the lack of social
capital, and the lack of economic capital (Stinchcombe, 1965; Vesper, 1990; Oviatt and
McDougall, 1994). In summary, we argue that liabilities of newness negatively affect the
survival of new ventures, which is an obviously important element of entrepreneurial success.
This relationship is illustrated in Figure 1 by the negative link between Liabilities of Newness
and Entrepreneurial Success.

Pioneering new ventures may be able to partially offset the negative effects of liabilities
of newness by capitalizing on the advantages that accrue to firms that are first to enter a market.
First-mover advantages result in differential returns to investment, such that returns to innovators
are substantially higher than those to imitators (Schumpeter, 1934). The concept of first-mover
advantage is now well established in economics, marketing, strategy, and entrepreneurship (c.f.,
Lieberman and Montgomery, 1988, 1998; Day, 1992; Kerin, Varadarajan and Peterson, 1992;
Robinson, Kalyanaran, and Urban, 1994). In general, first-mover advantages work through the
establishment of entry barriers (Porter, 1980, 1985) or isolating mechanisms (Rumelt, 1987) that
help shield the first mover from competition by making it more expensive or difficult for

subsequent firms to enter the market. In this paper, we focus on four general sources of first-



mover advantage: the opportunity to develop distinctive competencies; the preemption of assets;
the creation of switching costs; and the development of network externalities. In summary, the
theoretical and empirical literature on first-mover advantages suggests that they are associated
with entrepreneurial success through the generation of immediate competitive advantage as well
as longer-term resource-based benefits (e.g., Chandler, 1990; McGrath, MacMillan, and
Venkataraman, 1995; Hamel, 1996; Makadok, 1998). We illustrate this relationship in Figure 1
with the positive link between First-Mover Advantages and Entrepreneurial Success.
Entrepreneurship in the New Economy

As reviewed above, traditional scholarship has argued that pioneering new ventures face
a tension between first-mover advantages and liabilities of newness. We believe that economic
changes brought about by a convergence of electronic technologies work to significantly affect
this tension for some new firms. The market environment brought about by these changes has
been referred to by many names; however, we adopt the popular term, “the new economy”

The new economy has been contrasted with the old economy on a variety of dimensions.
These include the drivers of competitive advantage: innovation and knowledge in the new
economy, and capital and labor in the old economy (e.g., Spender and Grant, 1996). They have
been contrasted in terms of competitive scope, with a global new economy versus a national or
regional old economy (e.g., Oviatt and McDougall, 1994). Within the new economy,
organizational governance structures have been described as typically networked rather than
hierarchical (e.g., Larson, 1992). Another dimension is the speed and cost of communication and
information acquisition: digitization allows these processes to be nearly instantaneous and
incrementally costless, in contrast to the old mechanized economy, where information

asymmetries encouraged vertical integration and hierarchical governance (e.g., Atkinson and



Court, 1998; Economist, 2000). The asset base of firms operating in the new economy is
generally considered to consist of intangible knowledge-based assets as opposed to tangible
physical assets (e.g., Liebeskind, 1996; Bettis and Hitt, 1995).

In looking across these dimensions, we believe that there are two primary characteristics
of the new economy that affect the dynamics of entrepreneurial success for pioneering new
ventures. First, the development of fast, efficient, low-cost electronic information networks,
especially the Internet, has radically altered the potential for new ventures to connect to a wide
variety of stakeholders, and more generally to virtually embed themselves in their environments.
Second, the shift to knowledge-based assets has changed the basis of competitive advantage for
many new ventures.

Virtual Embeddedness

We propose the term “virtual embeddedness” to refer to the use of electronic technology
(especially Internet-based technologies, such as the Web) to create the benefits of being
embedded in an interorganizational network. Virtual embeddedness marries one concept — virtual
— that is relatively new to organizational and strategy research with another — embeddedness —
that is well established. The traditional dictionary meaning of “virtual” refers to something
having the effects of another thing, without it being that other thing. In modern parlance, the
term “virtual” has become closely tied to the idea of something that is simulated, especially
simulated by electronic technology, so that the state of being virtual is contrasted with that of
being physical.

The second concept, embeddedness, refers to the contextualization of economic activity
(Dacin, Ventresca & Beal, 1999; Granovetter, 1985; Polanyi, 1944). Embeddedness is a

complex, multi-dimensional concept that has been understood and used in a wide variety of ways



(Dacin et al., 1999). In this paper we focus on structural embeddedness, which describes the
effects of inter-actor ties on economic activity: “In short, economic activity is both channeled
and bounded by existing inter-actor ties. The boundaries around these ties and resultant networks
serve to constrain, as well as provide opportunities for inter-connected actors” (Dacin et al.,
1999: 326). While all firms are structurally embedded in their environments, the extent of their
embeddedness varies significantly (Burt, 1982; Nohria & Eccles, 1992) and has been linked to
significant organizational outcomes (Wasserman & Galaskiewicz, 1994). For instance,
Galaskiewicz (1979: 151) argues that structural embeddedness is important because
organizational power is not so much a function of its direct control of resources, but rather, “the
set of resources that actors [can] mobilize through their existing set of social relationships”. The
mobilization of resources not under direct control is a defining feature of entrepreneurship
(Stevenson, 1999), and is critical to the potential ability of a new venture to survive and compete.
Virtual embeddedness combines the ideas of structural embeddedness and virtuality:
computer and telecommunication technologies are used to create the benefits of
interorganizational networks more quickly and at a lower cost than is possible through the
development of physically-based connections. For new ventures, virtual embeddedness can take
a variety of forms, such as Web-based direct sales, Web auctions, Web or newsgroup-based
customer support, and Web-based advertising, as well as electronic data interchange (EDI) and
other electronic linkages. When a new firm establishes such connections, it can very quickly
embed itself in a vast network that includes large numbers of potential consumers, suppliers, and
complementors, who gain rapid access to the new firm and awareness of it through advertising,

search engines, or online communities.



Peanutpress.com is a new venture that exemplifies the idea of virtual embeddedness. This
firm is an electronic book publisher that offers contemporary fiction and non-fiction books,
newspapers, and magazines for reading on handheld computers, such as the Palm series and
Windows CE machines. Most critically for our purposes, Peanutpress.com has established itself
as a leading publisher with non-exclusive rights to a large selection of books, including a variety
of best-sellers such as Angela’s Ashes, The Notebook, and Like Water for Chocolate. It has done
this in an industry in which interorganizational connections to authors and distributors have
become increasingly important, and where rights to hot-selling properties have become more
deeply embedded within the large media conglomerates produced by mega-mergers (Economist,
1998; Crispin, 1999).

Until very recently, electronic publishing has been relegated largely to “vertical” uses:
equipment catalogues, software manuals, and other forms of documentation have been published
primarily on CD-ROM for internal use by large organizations or their customers. The electronic
publishing of books and magazines for consumer use is in its very early stages as an industry
with major players, such as Microsoft, Adobe Systems, and Barnes & Noble, still establishing
their technical and strategic positions (Media Central, 1999, 2000; Cnn.com, 2000). Rather than
wait for standards to be set by others, Peanutpress.com has embedded itself within existing
virtual networks that offer ready access to customers, suppliers, and means of distribution. At
present, Peanutpress.com offers its products only on the Web, where anyone with Internet access
and a credit card can download its free offerings or purchase one of its best-sellers. The key
element in the firm’s virtual embeddedness, however, is its connection to Palm’s organizers,
which in January of 2000 had over 80% of the handheld computer market (PC World News,

2000) — with only a few mouse clicks, any of Peanutpress.com’s offerings can be on a person’s



Palm organizer in a few minutes. Offering best-sellers, popular books series, and classic texts
over the Web for reading on the most popular handheld computer, Peanutpress.com has gained
the benefits of a huge network of interorganizational connections, by plugging itself into an
existing virtual network.
The Effect of Virtual Embeddedness on Liabilities of Newness

In order to systematically explore the potential impact of virtual embeddedness on the
competitiveness of new firms, we examine here the relationship between virtual embeddedness
and the five liabilities of newness discussed above: the creation of new roles, the development of
new systems, the lack of trust relationships, the lack of social capital, and the lack of economic
capital. The first two liabilities of newness involve the creation and management of new intra-
organizational arrangements. We argue that the potential for firms to become virtually embedded
may diminish these liabilities. Web-based commerce has made a wide variety of relatively
specialized skills more easily accessible to a wide range of firms (Kaplan and Sawhney, 2000).
While large firms have for a long time been able to outsource significant parts of their
operations, newer, smaller firms are now also able to do so on either an ongoing or an ad hoc
basis: key organizational functions such as human resource management, accounting, marketing,
and manufacturing are available through websites in which they can be purchased in a variety of
ways, including fixed-price purchase, auction, and reverse-auction (where the buyer posts a
desired price for seller acceptance) (Kaplan and Sawhney, 2000; Nunes, Wilson and Kambil,
2000). This opportunity potentially diminishes the need both for the creation of new roles and for
the structuring of new systems, since the roles are prefabricated and the incentive and monitoring

systems are selected from a relatively standardized set.
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The third liability of newness stems from established firms’ access to trust relationships
which has traditionally left the new venture relatively more vulnerable to opportunism. We argue
that the opportunity for new firms to become virtually embedded can significantly diminish this
liability. The principal mechanism through which virtual embeddedness can overcome this
liability is through the rapid and widespread dissemination of information regarding the
reliability of trading partners. For instance, although the lack of face-to-face contact associated
with Internet-based exchange relationships may suggest the exacerbation of the problem of
trusting strangers, these relationships often involve systemic alternatives to trust (some well-
established and some nascent) that work to ensure their reliability. These systems can be either
formal or informal, and include rating systems on auctions sites, where participants are
encouraged to rate each other and the ratings are aggregated and publicly disclosed, as well as
the customer testimonials (positive or negative) that proliferate on online communities (e.g.,
USENET newsgroups, AOL chat rooms, profession-specific Web-based forums). What is critical
about these systems is the transparence they impose on exchange relationships, the rapid
dissemination of information on potential trading partners, and the greater capacity to access and
utilize this information. Collectively, these features allow for the development and dissemination
of reputations at a much greater rate than could be accomplished otherwise. These systems have
developed alongside a broad set of norms on the Internet that value the free flow of information
above almost anything else (Barlow, 1994; Gates, 1999). Consequently, the norms that govern
virtual discussions tend to encourage the open exchange of information regarding vendors’
practices and products. The end result of these systems and cultural values is a significant

increase in the transparency of exchanges that lowers the risks of dealing with strangers.
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The fourth liability of newness is driven by a new firm’s lack of a network of external
connections, and consequent lack of social capital (Stinchcombe, 1965; Freeman, Carroll and
Hannan, 1983). We argue that virtual embeddedness can work to diminish this liability by
facilitating the rapid and efficient establishment of external connections. In the publishing
industry, for example, established firms have access to a set of authors, marketing
representatives, distributors and retailers that add value to their publishing activities. A new firm
entering this industry would traditionally need to spend a great deal of its time and resources
establishing these connections. In contrast, Peanutpress.com has rapidly gained social capital,
through its virtual embeddedness in electronic markets and distribution systems. Its ability to
enter this market swiftly and successfully exemplifies the much lower barriers to entry associated
with Internet-based networks, as the new firm is able to plug itself into a large, multi-purpose
network, diminishing the need to negotiate idiosyncratic deals with each individual stakeholder.
The social capital that is derived from virtual embeddedness is predominantly structural in nature
(Nahapiet and Ghoshal, 1998), in the sense that it provides access to resources through the
configuration of connections, rather than through the intensity of individual relationships (the
relational dimension of social capital (Coleman, 1990; Granovetter, 1992)) or through access to
symbolic frameworks (as in the case of cognitive social capital (Cicourel, 1973; Kogut and
Zander, 1996)). While the structural ties associated with virtual embeddedness may not be as rich
as those that include relational and cognitive dimensions, the strength of these weak ties
(Granovetter, 1973) allows new ventures to mobilize network-based resources necessary for
survival in their early stages.

Finally, we argue that virtual embeddedness also lessens the degree to which economic

capital presents a liability for new, pioneering ventures. There are two key reasons for this. First,
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the opportunity for virtual embeddedness allows new ventures to rapidly gain the efficiencies
associated with network forms of organization, which represent “a critical leveraging opportunity
whereby resources can be gained and competitive advantages realized without incurring the
capital investments of vertical integration” (Larson, 1992: 78). Second, not only does virtual
embeddedness potentially reduce the need for capital, but it also facilitates faster and easier
access to the capital that new ventures do require. The general mechanism through which this
occurs is the increased efficiency of the search process for both seekers and providers of capital.
Previously, the ability of new ventures to ‘shop’ for capital was limited by their own time,
energy and geography, as was the ability of capital providers to find opportunities to fund. Now,
the Internet provides a wealth of options for new firms seeking sources of capital. Websites such
as Trade.com, where new ventures can post their business plans for examination by venture
capitalists, link widely dispersed networks of entrepreneurs and capital providers, and so allow a
far greater range of equity funding opportunities to emerge. Similarly, new ventures in search of
debt financing can bypass their local banks by working with Internet-based bank brokers who
track the policies and rates of a large number of geographically-dispersed banks. Other forms of
capital, such as government grants, have also been made more accessible through web-based
information and application processes.

In summary, we argue that to the extent that new ventures are able to become virtually
embedded, they can diminish their liabilities of newness. Through the externalizing of new roles
and systems, the systematic development of substitutes for trust, the rapid development of
structurally-based social capital, and the ability to gain access to and substitute for economic
capital, new firms that rely on electronically facilitated interorganizational connections, and

especially those that are engaged in Internet-based commerce, may be able to overcome the
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threats that stem from their relative youth. This leads to our first proposition (which is illustrated
by the negative link between Virtual Embeddedness and Liabilities of Newness in Figure 1):

Proposition 1: The degree to which a new venture is virtually embedded will be
negatively associated with its susceptibility to liabilities of newness.

Knowledge-Based Assets

In this section, we examine the effects of knowledge-based assets on the dynamics
associated with entrepreneurial success for pioneering new ventures. Knowledge-based assets
have been recognized as increasingly important to achieving and sustaining competitive
advantage (Bierly and Chakrabarti, 1996; Liebeskind, 1996; Mowery, Oxley and Silverman,
1996; Spender and Grant, 1996). By knowledge-based assets, we mean to include a range of
assets such as individual and collective expertise, experience, wisdom, creativity and
information. Knowledge-based assets differ from physical assets in a number of ways. First,
knowledge-based assets are largely intangible and often tacit. This tacitness makes knowledge-
based assets difficult to imitate because competing firms are unable to figure out just exactly
what it is that provides value to consumers or the firm (Barney, 1991; Miller and Shamsie,
1996). Second, firms with a preponderance of knowledge-based assets may benefit from
increasing returns, where returns to scale continue to increase indefinitely because of the
overwhelming ratio of fixed to variable costs and because of organizational learning (Bettis and
Hitt, 1995). Pharmaceutical companies, for example, may experience increasing returns based on
both the relatively tiny incremental production costs in comparison to the enormous development
costs associated with bringing a new drug to market, and the potential for substantial learning
with respect to research and product development. As well as leading to physical products, such

as pharmaceuticals, knowledge-based assets often produce information goods (Shapiro and
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Varian, 1999), which have additional characteristics that contribute to increasing returns, such as
switching costs and network externalities (Arthur, 1999; Shapiro and Varian, 1999).

The Relationship between Knowledge-Based Assets and First-Mover Advantage

In general, we argue here that knowledge-based assets positively moderate the
relationship between first-mover advantage and entrepreneurial success: the nature of the assets
involved affects the degree to which first-mover advantage leads to entrepreneurial success by
affecting the degree to which the first mover is isolated from late-entrant competition. This
argument has two elements to it. First, we do not believe that a preponderance of knowledge-
based assets leads directly to first-mover advantage, since this would suggest that simply
increasing the extent of a firm’s knowledge-based assets would automatically lead to its enjoying
first-mover advantage. Clearly this is not the case, since first-mover advantages definitionally
require a firm to engage in first-mover strategies, such as initial entry into a market or the
creation of a new product segment. Simply having more knowledge-based assets does not
necessarily lead to firms becoming first movers. Second, however, when firms with a
preponderance of knowledge-based assets do engage in first-mover strategies, we argue that the
benefits associated with those strategies will be increased. In order to elucidate this relationship,
we examine it in terms of the four sources of first-mover advantage discussed above: the creation
of distinctive organizational competencies; preemption of scarce assets; buyer switching costs;
and the creation of network externalities.

First, we argue that knowledge-based assets amplify the effects of a first mover’s creation
of distinctive competencies on entrepreneurial success. While the ability of the first mover to
develop distinctive competencies can increase the likelihood of entrepreneurial success in any
competitive situation, we argue that this relationship is more powerful for firms endowed with a

preponderance of knowledge-based assets. One aspect of this dynamic stems from the
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importance of rapid innovation and organizational learning in knowledge-intensive industries,
such as Internet software, consumer electronics and biotechnology. In these industries, the
competencies associated with technological leadership will be even more critical, as firms must
be able to continuously both drive down learning curves and create new ones (Leonard-Barton,
1995; Galunic and Rodan, 1998). A first-mover firm that has gained experience in developing
and introducing new products can maintain its lead over later entrants through continuous
innovation. While later entrants may imitate the pioneer’s products, the more significant value is
in the first mover’s knowledge-based assets associated with the innovation process. A second
aspect of the effect of knowledge-based assets on the relationship between the creation of
distinctive competencies and entrepreneurial success is related to the role of intellectual property.
Although the development of intellectual property can be an advantage across a range of
industries, it is of more fundamental importance in those that are knowledge-based (Gilbert and
Newbery, 1982; Robinson, 1988; Appleyard, 1996). In combination, these two aspects suggest
that knowledge-based assets tend to act as a positive moderator in the relationship between the
creation of distinctive competencies and entrepreneurial success, increasing the impact of this
first-mover advantage.

Second, knowledge-based assets also positively moderate the impact of preemption of
scarce assets on entrepreneurial success. Market share is an important scarce asset that
exemplifies the moderating effect of knowledge-based assets. The importance of market share is
amplified in the case of many knowledge-based firms because their typical cost structures
emphasize fixed costs so greatly over variable costs. Where this is the case, the value of market
share as a first-mover advantage is greater because it acts as a more effective deterrent to late

movers. Since the first mover has amortized its high initial costs over a large share of the market,
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it has a distinct advantage over the late mover that will have to incur those same high initial costs
and then fight to gain market share. The prototypical example of this situation is the software
firm, where the first copy of a program might cost millions of dollars to develop while producing
the second copy is nearly costless. The same dynamic is largely true for many knowledge-
intensive products, such as music, books, and pharmaceuticals, where the costs and risks
associated with initial development and promotion overwhelm the manufacturing costs of the
physical product. This dynamic leads to a situation that greatly favors first movers. Where fixed
costs massively outweigh variable costs, markets will tend to be dominated by one or a few firms
(Arthur, 1996; Fallows, 2000), since the combination of a high market share accruing to the first
mover and high fixed costs present a formidable barrier to entry. Although this dynamic exists
wherever scale economies are significant, knowledge-based firms represent the extreme case
(Shapiro and Varian, 1999). Thus, knowledge-based assets magnify the effect of preemption of
scarce assets on entrepreneurial success.

Third, the positive effect of switching costs on entrepreneurial success is increased where
firms are knowledge-intensive. Buyer switching costs create a situation in which later entrants
must incur extra cost to attract buyers away from the first mover (Kardes et al., 1993; Alpert and
Kamins, 1995). Two characteristics of knowledge-based firms amplify the effect of this dynamic
on entrepreneurial success. First, knowledge-based firms often produce products that require
significant learning on the part of buyers to maximize their value. Software applications provide
a good example of this: a buyer who has mastered one software application will often be
reluctant to switch to another, even if a product with greater functionality and lower cost is
available, since the cost of training could easily outweigh the functional benefits of the new

application. First movers can thus retain customers who have invested in mastering their
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products (Arthur, 1989). A second source of switching costs magnified by knowledge-based
assets is the lock-in that occurs when customers have invested in complementary assets specific
to a given technology (Shapiro and Varian, 1999). This is exemplified in business-to-business e-
commerce transactions, which may demand significant investment in making firms’ systems
compatible with each other and so discourage switching suppliers once this investment is made.
Therefore, based on the dynamics of learning and lock-in, we argue that knowledge-based assets
positively moderate the relationship between switching costs as a first-mover advantage and
entrepreneurial success.

Finally, we argue that the positive effects of a first mover’s product or service being
associated with a supporting network of users, suppliers, and complementors are intensified
where the first mover is a knowledge-based firm. In general, network externalities create
switching costs for existing users and increase a product’s value for potential buyers as the size
of the network of users increases: we argue, however, that the size of the network interacts with
the nature of the assets involved with respect to their effect on entrepreneurial success. Where
this dynamic is associated with knowledge-based assets the network externalities will tend to
have a greater effect, largely due to the importance of standards associated with information and
communication technologies (Arthur, 1996; Shapiro and Varian, 1999). In products such as fax,
e-mail, digital media (e.g., CD-ROM, DVD), and television, there is an inherent value associated
with broad ownership because of its effect on the ability of users to send, receive, and store
information. Indeed, the growing convergence among these technologies may make network
externalities even more powerful, as the information and communication systems become
intertwined and so, consequently, do the networks of users. So, we argue that the knowledge-

intensiveness of the assets in question multiply the effects of the size of the user network; again,
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knowledge-based assets amplify the positive effect of this first-mover advantage on
entrepreneurial success.

In summary, we argue that knowledge-based assets amplify the effect of first-mover
advantage on entrepreneurial success. By reinforcing the entry barriers associated with early
development of distinctive competencies, preemption of scarce assets, buyer switching costs, and
network externalities, knowledge-based assets provide first movers with greater protection from
late entrant competition. This leads to our second proposition (illustrated by the positive link
between Knowledge-Based Assets and the link from First-Mover Advantage to Entrepreneurial
Success):

Proposition 2: The degree to which a new venture is endowed with knowledge-based

assets will positively moderate the relationship between first-mover
advantage and entrepreneurial success.

The Relationship between Knowledge-Based Assets and Virtual Embeddedness

The final connection between the new economy and entrepreneurial success that we
examine involves the relationship between knowledge-based assets and virtual embeddedness.
We argue here that new ventures endowed with a preponderance of knowledge-based assets
rather than physical assets will be rationally inclined to engage in strategies that lead to virtual
embeddedness rather than physical embeddedness. This argument is based on three key benefits
of virtual embeddedness for knowledge-based firms: the reduced time and cost associated with
establishing virtual connections, the rapid construction of value-adding networks, and the
enhanced ability to focus on core competencies. Before we discuss each of these benefits in
detail, we provide an example to illustrate the overall relationship.

Network ICE is a software firm that was founded in 1998 in response to the vastly
increased potential for electronic theft and mischief that has accompanied the growth of the

Internet. The company’s mission is “to become the leading provider of security solutions that
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DETECT, IDENTIFY and STOP hackers before they gain access to your most valuable
corporate asset - INFORMATION” (Network ICE, 2000a). As a software firm, Network ICE is
able to distribute its products over the Web as downloadable files. Not only does this approach
instantly establish a low-cost, high-speed distribution mechanism, but it also embeds the firm
quickly and strongly in the global network of potential users and computer-oriented journalists
who might evaluate and discuss its products. The target market for Network ICE’s products
comprises the individuals and corporations connected to the Internet on a continuous basis, since
they are the most vulnerable to attacks from hackers. At the same time, these are the people who
are most likely to encounter the firm’s Web-intensive marketing and promotional efforts.

As in the case of Network ICE, the first reason that knowledge-based firms might
become virtually embedded concerns the potential increase in speed and cost-effectiveness of
virtual connections. This issue is of particular importance for knowledge-based firms because of
the rapid product and technology cycles they often face: “And speed — speed to market, speed to
positioning, speed to becoming a viable company — is absolutely essential in the new economy”
(Mandl, 2000). Furthermore, competition among knowledge-based firms is often associated with
high levels of innovation and a high need for organizational learning (Arthur, 1999; Shapiro and
Varian, 1999), both of which are facilitated by virtual embeddedness. The virtual connections
employed by Network ICE allow the firm to introduce product innovations far more rapidly and
less expensively than if they had to ship the product physically or communicate with their
customers and partners by other means. Moreover, Network ICE is able to gain feedback on a
continuous basis through its Web site and virtual connections to its corporate partners, providing

an efficient and effective means of organizational learning.
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The second major benefit of virtual embeddedness for knowledge-based firms is that it
allows them to rapidly construct supporting networks that add value to their knowledge-based
assets. This might include the generation of customer networks in which the collective
construction of confidence and expertise enhance the product’s value to current and potential
customers (Hoffman and Novak, 2000). Virtual connections between the firm and its customers
and among its customers facilitate this process in a significant manner. In the case of Network
ICE, for example, as corporate and individual customers become more familiar with the product,
they become a source of support for each other through the exchange of information on the
company’s Website. A second set of networks supported by virtual embeddedness involves
complementors (Brandenburger and Nalebuff, 1996) that produce supporting technologies,
products, and services. Network ICE’s value-added resellers provide an example of this
phenomenon. Here, Network ICE is leveraging the Internet to construct a virtual network among
itself and its partners, which would be far more expensive and time-consuming for a firm whose
key assets were physical rather than knowledge-based. The positive effects of virtual
embeddedness are not limited to Web-based firms; any company endowed with knowledge-
based assets that add significant value can potentially leverage those assets through the
establishment of virtual connections.

The final major benefit of virtual embeddedness for knowledge-based firms involves the
degree to which it allows them to focus on their core competencies (Prahalad and Hamel, 1990).
Virtual embeddedness potentially aids the development of core competencies in two ways: by
providing an efficient means of outsourcing functions that are not associated with the firm’s core
competencies and by providing access to intellectual and other knowledge-based assets that

facilitate organizational learning. First, a rapidly growing number of sites on the Web are
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devoted to providing businesses with services that they might otherwise perform themselves,
including human resource management functions (such as selection and payroll), financial
management, and marketing (Kaplan and Sawhney, 2000). Although these functions may be
equally available to all firms, we argue that they are especially important for knowledge-based
new ventures because these firms are often subject to increasing returns, which demand speed
and focus in order to rapidly establish market share (Bettis and Hitt, 1995; Wade, 1995; Arthur,
1996). Second, the Web provides access to vast communication and information resources that
would not otherwise be available to a new venture; this is particularly important to knowledge-
based new ventures because of their ability to more directly exploit these resources in the
development of their core competencies.

So, we argue that new ventures that are knowledge-based will have a greater tendency to
become virtually embedded than will those with primarily physical assets. This argument leads
to our final proposition (illustrated by the positive link between Knowledge-Based Assets and
Virtual Embeddedness in Figure 1):

Proposition 3: The degree to which a new venture is endowed with knowledge-based

assets will be positively associated with its degree of virtual
embeddedness.

Conclusion
In this paper, we have developed a theoretical framework that addresses how the changes
manifest in the new economy affect the potential for pioneering new ventures to achieve
entrepreneurial success and thus create wealth. We have reexamined the effects of liabilities of
newness and first-mover advantage on entrepreneurial success in light of the new economy, and
argued that the dynamics involved are significantly different from our traditional understandings.

Our framework suggests that the new economy is shifting the competitive balance to the distinct
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advantage of pioneering new ventures. This model has several important implications for
research and practice in both strategy and entrepreneurship.

The theoretical model we have developed here provides insight into three factors
important to entrepreneurial firms in the new economy. First, a central element of
entrepreneurship research is the study of new ventures. However, the theoretical relationships we
derive in this paper highlight the blurring of the boundary between new ventures and established
firms, at least in terms of their competitive capabilities. Virtual embeddedness allows new firms
to rapidly and efficiently achieve the advantages of larger, more established firms; a network of
virtual connections provides the new venture with the ability to mobilize needed resources
without directly owning them. Second, the reliance on knowledge-based assets in the new
economy has increased the strategic importance of first-mover advantage. This potentially
provides greater opportunity for new ventures to compete with established firms and thus
magnifies the importance of new ventures in understanding the dynamics of competitive
advantage, a central focus of strategy research. Third, the pace of change associated with the new
economy has driven forward the integration of entrepreneurship and the resource-based view of
the firm. The rapid development of winner-take-all markets has encouraged a strategic shift from
positioning to pioneering, which involves the creation of new markets based on the firm’s
distinctive competencies. Together these three factors demonstrate the value of synthesizing
ideas from entrepreneurship and strategic management.

One implication of our model is especially important for managers of knowledge-based
firms. Our framework suggests that a shift to knowledge-based assets requires corresponding
shifts in strategy and interorganizational connections in order to fully exploit the value of those

assets. The effects of knowledge-based assets on first-mover advantage suggest that firms that
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fail to leverage their knowledge-based assets to support a pioneering strategy may end up at a
competitive disadvantage, despite their investments. This dynamic suggests an economy
dominated by individual market leaders as more and more industries shift to knowledge-based
competition. We believe that the message for knowledge-based firms is to develop and dominate
markets rather than position themselves within existing markets. The need to manage virtual
embeddedness is also important, but less recognized. Startup firms in the new economy have the
opportunity to overcome liabilities of newness through virtual embeddedness. Virtual
connections to suppliers, customers, alliance partners, and information sources allow a small,
startup firm to gain many advantages that are normally associated with older, larger firms
without the complacency and sluggishness that often afflict large, established firms. A virtually
embedded firm can enjoy the best of both worlds — blending the speed, agility, and creativity of a
small firm with the power, connections, and reputation of a large firm. Again, we believe our
model provides a clear message for startup firms: in the new economy, the possibility of virtual
embeddedness is rapidly becoming a competitive necessity. If entrepreneurs fail to utilize
electronic communication and information channels, they will be at a severe competitive
disadvantage.

Our model explores the implications of recent and ongoing changes to the business
environment. We conclude that two features of the new economy, knowledge-based assets and
virtual embeddedness, are leveling the economic playing field by diminishing liabilities of
newness and amplifying first-mover advantages. This is creating new opportunities for

pioneering new ventures to compete on a more equal footing with large, established firms.
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Figure 1: The Impacts of the New Economy on Entrepreneurial Success
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