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ABSTRACT 
Specialization in core competencies has increased the importance of developing business model-specific capabilities in software SMEs. In addition, network-intensive business behavior has increased their utilization beyond company boundaries. Nevertheless, capabilities have not been sufficiently analyzed in connection with different types of business models. To address this research gap, we focus on the main internal and external capabilities in different types of business models in the software industry. Furthermore, we analyze the capability dynamics in conjunction with software business model transformation through two dimensions of business model drawn on the prior literature. These dimensions are: the degree of involvement in customer relationships, and, the level of homogeneity of offerings. Our findings indicate that there is a significant difference in the emphasis on internally developed and externally obtained capabilities between different types of business models. This forms a major challenge for managers striving to transform their business models successfully from one type to another.
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Introduction

In recent years, software entrepreneurs have been faced with fluctuating business environment and fragmented customer needs. In responding to these challenges, many companies have developed business models focusing on their core competencies. As a result of specialization, companies need to acquire knowledge outside of their own area of expertise in order to create and deliver competitive value propositions to their customers. Another phenomenon driven by fierce competition is the need for ability to continuously and rapidly adapt to dynamic changes in the operating environment, and, thus, to conduct a successful and innovative transformation process of the firms’ business model. This development has led to increased efforts to develop essential assets and capabilities through networks, especially in highly knowledge-intensive fields such as the software business. Strategic management in value-creating networks calls for the ability to obtain the necessary capabilities needed in distinct software business models, and forms a major challenge to software entrepreneurs. 
Firms’ resources and capabilities have attracted an increasing amount of attention in recent literature (Teece et al. 1997, Rosenbröijer 1998, Sallinen 2002, Tuominen 2002, Möller and Törrönen 2003). In our study of required capabilities in connection with the transformation of business models, we draw on the industrial network theory (Håkansson 1982, Powell 1990, Gulati 1998, Achrol and Kotler 1999, Möller and Halinen 1999), and the resource-based view of resources and capabilities (Rosenbröijer 1998, Hooley et al. 1998, Möller and Svahn 2003). In this study, the term capability refers to a firm’s capacity to produce a certain value activity (Grant 1996). As such, a capability requires a set of resources and knowledge of their usage. Based on the prior literature on business models (reviewed below), we see that different types of business models require different resources and managerial capabilities. Also knowledge management challenges, learning and knowledge creation are postulated to differ by the type of business model (Svahn 2004). Recent literature has focused on studying the transformation of business in terms of the underlying value-creating system, but lacks the analysis of capability changes in connection with the transformation of business models. These studies are mainly grounded on the notion that the characteristics of information and knowledge influence both the learning mechanisms and the required managerial capabilities by the type and nature of business (Eisenhardt and Martin, 2000, Zollo and Winter 2002, Svahn 2004). We can, therefore, suppose that managerial capabilities related to transformation of business differ by the type of business models (Rajala and Westerlund 2006).

The objective of our paper is to explore the change of key capabilities in connection with business model transformation. In pursuing our aim, we adopt the concepts of business models, as well as resources and capabilities, and examine these issues at the level of single actor within a value system. The fundamental aim is to improve understanding on management in the transformation of the business in the value-creating network context. Thus, we pose the following research question to be answered by the study: What are the major capability changes in the transformation between different types of business models?  

This paper is divided into following activities and structure: After this brief introduction, we discuss the concepts of capabilities and business models on the basis of prior literature. Next, we develop the research framework and describe the methodology. Finally, we present our key empirical observations and conclude by discussing the theoretical and managerial implications derived from our analysis.
Theoretical background for the study
For the purposes of our study on the capability dynamics in business model transformation, we draw on the resource-based view of the firm and its extension the dynamic capability view, as well as on the emerging literature of business models of industrial firms. Next we review the prior literature to further examine these concepts.
Capabilities

The widely acknowledged resource-based view of the firm, which originated from the work of Penrose (1959) and was further developed by Wernerfelt (1984), is especially advantageous in exploring issues related to internal resource management, or, to external exchange of resources between actors in networks (Gulati, 1998, Gulati et al. 2000).  Some authors divide firm-specific resources into assets and capabilities (e.g., Barney 1991, Durand 1997, Hooley et al. 1998), whereas others (e.g., Rosenbröijer 1998, Gabrielsson 2004) distinguish between resources and capabilities. We apply the latter perspective, which is compliant with the view of Metcalfe and James (2000), who distinguish between tangible and intangible resources, and define capabilities as intangible knowledge resources. The concept of capabilities has later been extended to incorporate dynamic capabilities (e.g., Teece et al. 1997, Sallinen 2002, Möller and Svahn 2003) in an attempt to distinguish their know-how role from their know-that role. The development of capabilities in the industrial-network perspective is not limited to a firm’s relationships and resources, and is also linked to its strategy (Håkansson and Snehota 1995, Gadde and Håkansson 2001, Holmen et al. 2002, Sallinen 2002). According to this view, capabilities vary according to the business strategy and the value-system configuration. 

Based on the literature on firms’ resources and capabilities, we identify divergent approaches to analyzing capabilities, e.g., organizational vs. managerial capabilities (Möller and Törrönen 2003) and static vs. dynamic capabilities (Teece et al. 1997, Sallinen 2002, Möller and Svahn 2003). The dynamic capabilities view complements the traditional resource-based view of the firm perspective by helping to understand how capabilities are developed and modified in a dynamic environment (Eisenhard and Martin, 2000; Teece et al., 1997; Zollo and Winter, 2002, Svahn 2004). The capabilities of a company reflect its success in combining resources to perform activities through internal and external relationships (Håkansson and Snehota 1995, Rosenbröijer 1998). In addition to being an important intangible company asset, a firm’s network offers access to the assets and capabilities of other network actors (Foss 1999, Gulati et al. 2000, Chetty and Wilson 2003, Möller and Törrönen 2003, Möller and Svahn 2003, Svahn 2004). 
An essential issue in benefiting from external relationships and networks is how well the participants can utilize each other’s resources and capabilities (Teece et al. 1997, Gulati et al. 2000, Svahn 2004). This is related to their inter-organizational and networking capabilities (Möller and Svahn 2003, Svahn 2004). Consequently, we offer here a complementary research approach involving the analysis of internal and external capabilities in connection with the transformation of software business models. Thus, our approach considers internal or external capabilities to refer to the capabilities that have specific essence for a business, and that are developed and possessed either internally within a firm or exchanged and acquired externally from other actors (Håkansson and Snehota 2000).  As some of the resources in business networks remain inimitable (Gadde and Håkansson 2001), it is interesting to identify those that are essential in diverse business models, and to analyze how they are developed and acquired when a firms’ business model is confronted by a transformation. 
The concept of business models

The concept of the business model in the literature on information systems, electronic business and other areas of business and management research refers to the ways of creating value for customers, and to the ways a business turns market opportunities into profit through sets of actors, activities and collaboration. Research on business models rests in many respects on strategy discussion and draws on strategic concepts and issues. Despite the confusion in the terminology related to strategy and business models, prior research has achieved a consensus on the position of business model as a conceptual and theoretical layer between business strategy and business processes (Osterwalder 2004; Morris et al. 2005; Tikkanen et al. 2005). Several researchers have described and analyzed the conceptual development of the business model of the firm (e.g. Papakiriakopoulos et al. 2001; Gordijn and Akkermans 2001; Pateli and Giaglis 2004). According to most recent studies, the business-model concept includes some elements of business strategy, and aims at describing the business as a manifestation derived from strategy (Rajala et al. 2003; Osterwalder 2004; Morris et al. 2005). It has also been defined as an abstraction of business (Seddon and Lewis 2003), which characterizes revenue sources and specifies where the company is positioned in its value-creating network in a specific business.
The essential elements of different business models are defined in different words by several researchers (e.g. Rajala et al. 2003; Hedman and Kalling 2003; Osterwalder 2004; Morris et al. 2005). Many of the studies identify a number of elements that are characteristic of different business models. These elements, expressed in different words by different authors, include: (1) offerings, (2) the resources needed to develop and implement a business model and (3) relationships with other actors (e.g., in Timmers 2003; Osterwalder 2004; Morris et al. 2005). Finally, these elements are interconnected with (4) the revenue model (which includes sources of revenue, price-quotation principles and cost structures) that is characteristic of a particular business. On the basis of the literature reviewed above, we apply the concept of business model to express distinctive ways of operation in software business. In this study, we identify four basic types of business models and analyze the changes in required capabilities in connection with business model transformation. Next, we go deeper into both offerings and customer relationships as part of more comprehensive typology of business models.

Research Framework

On the basis of the discussion reviewed in the previous section, we identify two dimensions to be used to distinguish between different types of business models. The first dimension identified on the grounds of the reviewed literature is the type of offering as part of a business model. However, in accordance with the reviewed studies on business models, we see that a typology based solely on the type of offerings is not sufficient to describe the range and variety of businesses, as the degree of customer involvement in value creation process may vary remarkably in different businesses, thus, providing an important dimension to understand divergent business contexts where different capabilities are needed. In other words, offerings can be provided through different distribution channels, and, through close or distant collaboration in relationships with customers, which may result in different types of business models.

Offering as a dimension of the business model

As described above, offerings or value propositions make an essential element in companies’ business models. Offerings within different industries can be classified in multiple ways, including the role of offering in the value creation (Kenyon and Mathur 2002), the degree of standardization versus adaptation of offerings (Hill and Still 1984), and the degree of co-production with customers (Wikström 1995). An approach familiar in the domain of relationship marketing to distinguish between different offerings is to emphasize the technological, social, and brand attributes or benefits that the customers gain (Wilson, 2003). Another interesting approach to analyzing the type of offering and its implications to the nature of business is the transaction cost theory first presented by Coase (1937) and further developed by Williamson (1985). 

The transaction cost theory provides us with some attributes for the exploration of exchange through market versus hierarchical mechanisms and for analyzing strategic dependencies. These attributes include (1) the frequency with which transactions occur, which focuses on the type and degree of interorganizational exchange, (2) the uncertainty to which transactions are subject to, and (3) the asset specificity involved in supplying products and services. These attributes have been applied in studies on the variety of offerings in connection with different distribution channels (e.g. Apte and Vepsäläinen 1993, Hayes and Wheelwright 1979). Although the transaction cost approach focuses on industrial exchange, the analytical diversity of transaction cost economics (TCE) is clearly advantageous for our analysis of businesses as it provides us with measures to distinguish between different types of offerings. Despite some criticism due to the fact that TCE deals with polar forms of buyer-seller relationships, it investigates a broad range of exchange-related issues including vertical integration and interorganizational relationships in transactions (Rindfleisch and Heide 1997). From the perspectives of our study, the limitation of the transaction cost approach is its strict focus on the transaction and the view of the extremes between markets and hierarchies. 

On the basis of the discussion reviewed above, we identify the type of offerings as an essential dimension used to distinguish between different types of business models. However, in the business model literature, offerings are strongly interconnected with other elements of business models. Another essential dimension to distinguish between different types of business models is the element reflecting buyer-supplier relationships in terms of the degree of involvement in customer relationships, which is discussed in the next section.

Relationship construct as a dimension of the business model

The industrial network approach (e.g. Ford et al. 1998 and 2003) considers the buyer-supplier relationships in terms of involvement, where low-involvement relationships are handled with limited co-ordination, adaptation and interaction. On the contrary, the high-involvement approach includes more co-ordination and adaptation, which create interdependency. Furthermore, the theory of industrial networks and relationships provides us with a dimension to distinguish between different types of businesses in terms of buyer-supplier relationships.

In this respect, a business model -typology based solely on the type of offerings is not sufficient to describe the range and variety of businesses, but requires considering the customer relationship construct. Johnson and Selnes (2004) argue that firms that position themselves toward offerings with low economies of scale, such as personal services, must build closer relationships in order to create value effectively. In addition, similar to business-to-business relationships in industrial markets, consumers often establish and maintain long-term relationships with firms (Gutiérrez et al. 2004, Gwinner et al. 1998). In consumer-firm relationships there are two major approaches to study the relationship: an economic approach and a socio-psychological one. The economic approach refers to contractual safeguards against informational uncertainty in the exchange, as suggested in transaction cost theory (Williams 1985, Dnes 1998), whereas socio-psychological approach refers to the development of relationships based on trust and commitment, as suggested in industrial interaction theory (Geser 1992, Håkansson and Snehota 1995). Both approaches have largely been applied to explain the development of business-to-business relationships, but they have not been used jointly in consumer relationships studies. However, recent studies (e.g. Gutiérrez et al. 2004) emphasize, that a number of studies propose the integration of economic and social approaches to analyze consumer-firm relationships and exchange. 

The industrial interaction theory emphasizes relationships as dynamic processes of exchange between actors in a market, and focuses on focal actor’s direct relationships with customers and other actors. Ford et al. (2003) points out the differences in the involvement in customer relationships, where low-involvement relationships are handled with limited co-ordination, adaptation and interaction. Instead, high-involvement approach includes more coordination and adaptation, which create interdependency. Some other researchers have identified this dimension as customer intimacy, which relates to the firm’s capability to adapt their offerings to serve heterogeneous customer needs (Treacy and Wiersema 1993, Anderson and Narus 1999, Tuominen et al. 2004). We use the degree of involvement in customer relationships to explain the buyer-seller interaction in the value creation process required to produce and provide the total offering to the customer. This is justifiable as it is widely recognized in the literature of industrial marketing and management that the customer relationship construct is a key issue in the value-creation process (Lam et al. 2004). For example, Wikström (1995) has applied the concept of co-production derived from the industrial markets into the customer relationships in the consumer markets. Emphasizing the role of the customer in the co-production of offerings, she calls for more research on the range and variety of business models in the consumer market. Therefore, we consider the customer involvement in the value creation as one dimension used in our comparative analysis of different business models. In other words, this dimension describes the degree of adaptation of offering to customers’ needs, i.e. customer intimacy. 
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Figure 1 A classification of the types of business models in the software industry 
(Modified from Rajala and Westerlund 2006)
We identify the extremes of these two dimensions in terms of low or high homogeneity of offerings and, accordingly, low or high levels of involvement in customer relationships. On the basis of the dimensions, we identify four distinctive types of business models in the software industry: (1) Software tailoring, where typical offerings are designed to meet customer-specific needs. Examples of businesses in this category include tailored software providers and IT consulting firms. (2) Applied formats, in which offerings are typically based on a uniform core solution, but are modified for customers by adding modular components. An example of businesses in this category is enterprise resource planning (ERP) system providers such as SAP. (3) Resource provisioning, characterized by serving the needs of several customers through semi-finished offerings based on a set of components, middleware or a product platform. Examples of businesses in this category include software subcontractors, new media companies and game-component providers. (4) Finally, businesses that seek large numbers of customers and economies of scale through standard offerings. Examples include commercial off-the-shelf software (COTS) vendors and software as a service (SaaS) providers. 

These four identified types of business models are illustrated in our classification scheme in Figure 1, and will be applied in our analysis of the differences in the capabilities in of the transformation of diverse software businesses. After a brief introduction to research methodology, these categories and their distinctive features are further discussed through our empirical observations.

Methodology

In this study, we analyze the key capabilities of selected software companies using the business-model concept as a means of structuring the research. Software industry is selected as the focus of this study due to its highly capability-intensive nature of business models. We use a qualitative research approach incorporating multiple-case-study methodology comprising structured interviews and observations for the collection of primary data, as suggested by Yin (1994). Our data collection process ran over from April 2002-September 2004, during which time we conducted semi-structured interviews with senior management in the selected case companies. The interviews with were recorded and transcribed. In addition to conducting our intensive field study, we collected an extensive set of secondary data comprising internal documents, brochures, bulletins and annual reports, presentation material, reviews, and www sites. 

In our multiple case study setting we analyzed nine distinct software business models of six independent companies. In two case companies, we identified more than one distinct business models. In order to unveil the capabilities of small and medium sized companies, we used company size and identified type of business model as case selection criteria. The business models represent each type of business-model category according to our constructed business model classification. For reasons of commercial confidentiality, the names of the companies remain undisclosed. The sample included software companies with between five and 500 employees, described as small and medium-sized enterprises on the international scale. The motive for choosing case companies with different types of business models was to provide a solid basis for a cross-case analysis that would reveal whether (and what kinds of) differences existed in the capabilities needed in different software business models. To ensure the reliability of the findings, the data was analyzed independently by two researchers and verified through comparison of the results. A summary of the cases is presented in the Appendix I.
Empirical observations

In the empirical part of the study we identify key capabilities in different business models, and distinguished those that were developed internally from those that had been obtained from external sources. These capabilities are typically acquired through relationships with other actors in business networks. External capabilities may be both purchased and non-purchased, acquired or accessed through collaboration with other actors. These external capabilities often seem to be related to the core competencies of another actor, and thus may remain the property of the provider. Due to space limitations, we summarize the empirical findings into a table and do not further discuss the actual individual cases. (See Table 1). However, we present some quotes from our empirical data to illustrate the identified key internal and external capabilities in each type of business models according to our categorization.
The Type I category of business models is described as “Software tailoring”. A high degree of involvement in customer relationships and a low level of homogeneity of offerings characterize the businesses in this category. Typical offerings are designed to meet customer-specific needs. Customer relationships are based on close collaboration between the software vendor and the clients, and typical value realization includes a high proportion of direct consultation between the vendor and the customer(s). The core competences within business models of this type emphasize the ability to understand and meet customer-specific needs. Examples of businesses in this category include software project businesses of tailored software providers and IT consulting firms.
In our case companies that exemplify these businesses, mastering customer’s business was identified as an essential internally developed capability. Especially customers’ needs and logistic processes were emphasized in our cases positioned in this category. 
“In the implementation and deployment of system solutions, we collaborate with external [management] consultants, who are specialized in supporting and managing projects, and, in training to assist customers in the process.” (Division manager, Case D1)
Furthermore, our informant shed light on external capabilities in this type of business, and emphasized the key role of technological capabilities by the following words:

“If there is need to tailor the solutions to a great extent, we collaborate with other independent business units of our group as well as with small specialized software vendors that have orientated themselves with new software technologies.” (Division manager, Case D1)
These findings related to internal capabilities are consistent with e.g. Möller and Törrönen (2003), who have identified the understanding of customer’s business logic, and an ability to propose major suggestions that lead to business improvements as specific indicators of business adaptation capability. We see that software tailoring described by customer-specific offerings provides an instance of a business model that requires adaptation to changing value-creation settings. According to our observations, the essential capabilities acquired through network include especially technological knowledge and project management skills and methods.

The Type II business model category is referred to as “Applied formats”, with a high degree of involvement in customer relationships and a high level of homogeneity of offerings. The total offerings are typically based on a uniform core solution, but are modified for customers by adding modular components. In these cases, the modification is sometimes carried out by value-adding resellers (VAR) acting as software integrators of the system solutions. The ability to understand and meet customers’ needs in narrow segments is a distinctive core competence in business models of this kind. Examples of businesses in this category include system solutions providers such as enterprise resource planning (ERP) system providers. 
In businesses of this kind, the development of technological solutions for narrow segments was identified as a key internal capability in the cases within this category. This is illustrated through the following quotation:

“All coding and modification activities are conducted by our own product development staff to monitor individual customer needs in order to detect generic needs of customers in the selected narrow segments. --- The generic solution is aimed at specialized niches such as stock exchange transaction management, credit card clearing management and elevator control systems.” (CEO, Case C)
External capabilities in this business model category are depicted in the following quotation from our interviews: 
”… In the system development phase, we seek special know-how on new technologies through development collaboration with a major ICT provider. --- In this phase, we strive for acquiring competences on developing technological architecture and product platform infrastructure. --- Through collaboration with technology partners, we seek access to capabilities that we do not possess by ourselves.” (Director of customer projects, Case E)
The external capabilities identified in this category include also skills related to technological knowledge and system integration capabilities as described through the following quotation:
“… as we face the need to integrate our solution to new technological platforms or standards, and, when testing our products in new technological environments, we need to collaborate with competent partners who have knowledge of these technologies.” (Director, Case F) 
Base on our empirical data, insight on specific solution domains and market segments seems to be important prerequisite for this type of business. The notion is expressed through the need for internal capability of solution development for a specific domain. Thus, this finding is consistent with the strategy literature (e.g. Porter 1980) that discusses the focus strategies of businesses specializing on narrow customer segments. In addition to this internal perspective, technological knowledge related to new domains and system integration capabilities were identified as key capabilities acquired through networks.

The Type III models were labeled “Resource provisioning”, characterized by a fairly low degree of involvement in customer relationships and a low level of homogeneity of offering. Businesses in this category usually aim at serving the needs of several customers. This presents a major challenge in terms of business performance, as the product or service offering is typically semi-finished and based on a set of components, middleware or a product platform. Such offerings do not add value to customers as such, but are used as parts of more comprehensive value propositions. Due to the nature of the offerings in this category, businesses increasingly aim at component reusability. The core competences in these business models are related to the ability to understand and address technology-specific needs. Examples of businesses in this category include new media companies and game-component providers. 
The major internal capability that arises from our data is related to operations management as described in the following quotation:

“Our main competence lies in our ability to recognize heterogeneous customer needs and mange the production and implementation processes better than competitors. --- To gain credibility among our current and new customers, it is important to understand the overall picture of customers’ operations.” (Managing director, Case B2) 
Whereas operations management capabilities are of concern in this context, the major external capabilities seem to be related to the production and process improvement as depicted in the following quotation from our interview with the management of our case in this category:
“We collaborate with several partners and potential value system participants and try to establish relationships with actors that have superior skills of bitpipes [telecom carriers], hosting service provisioning, registry service provisioning, complementary technology operations and key customers.” (Managing director, Case B2)

In sum, our case companies falling into this category seek efficiency through operations management, which was found as an important internally developed capability. In addition, technological capabilities related to the development and composition of offerings emerged as key internal capability. On the other hand, production and process improvement capabilities in these cases were acquired through networks. Our findings support the view of Möller and Törrönen (2003), who have identified technical specifications, flexibility and quality as indicators of production and process improvement capabilities.

The Type IV in our classification embodies “Standard offerings”, or businesses that seek large numbers of customers and economies of scale through a high level of homogeneity of offerings. A common characteristic of businesses in this category is that the offering is comprised of a uniform core product, a modular product family or standardized on-line service. Another characteristic is that they typically exhibit a low degree of involvement in single customer relationships. The business models comprise various models of direct and indirect mass-distribution, e.g., online distribution and diverse distribution-partner networks. The core competences in the businesses of this kind are typically related to the ability to serve the common benefits of multiple customers. Examples include commercial off-the-shelf software (COTS) vendors and software as a service (SaaS) providers.
In the category of standard offering businesses, capabilities related to production and technical innovation along with capabilities related to marketing and network management were observably developed internally as illustrated in the following quotations: 
“Our core competence, and the common denominator for all our product innovations and the fundamental driver for our product family is the capability of modeling of physical reality at certain level of abstraction, which is used as a basis in all industry-specific solutions.” (Business development manager, Case A)
and
“---Even if there are partners taking care of the actual sales operations in different market areas, we invest in our own presence in the key markets in order to monitor the market and manage our marketing network and operations.” (CEO, Case A)
Instead, market sensing, business innovation and network development capabilities were commonly acquired through networks as depicted through the following quotation:
“In developing business networks in the new international markets, we have found that the use of specialized consultants in partner seeking has improved the quality of partner prospects --- We also use external partners for market research and sensing in new market areas.” (Managing director, Case B1)
These findings are generally consistent with the findings presented in earlier studies on capabilities by e.g. Möller and Svahn (2003) and Svahn (2004). Contradictory with prior studies, we identify the key internal and external capabilities in connection with different types of business models as summarized in Table 1.
Table 1 Summary of identified key capabilities in different business-model categories
	Business-
model type
	I
“Software tailoring”
	II

“Applied formats”
	III
“Resource provisioning”
	IV

“Standard offerings”

	Internal
Capabilities
	Capability of mastering customers’ business
	Development of technological solutions in narrow segments
	Operations management and
technological capabilities, customer relationship management
	Production, network management, technical innovation and marketing capability

	External
Capabilities
	Project-management skills & methods and technological capabilities
	Technological knowledge of new domains and system integration capabilities
	Production- and process-improvement capabilities
	Market sensing,
Business-innovation and network-development capabilities


Discussion and Conclusion
This section discusses and concludes the observations on capabilities which are relevant in business model transformation. The prior research has discussed capabilities, which are classified to internal capabilities of the company and external capabilities relying on other actors’ resources and skills (Håkansson and Snehota 2000). This study contributes to the ongoing capability discussion through identifying the key internal and external capabilities in four distinct types of business models in the software industry. Specifically, our objective was to gain understanding on what are the major capability changes in the transformation between different types of business models through the analysis of business of various small- and medium-sized software companies. In order to conduct our analysis, we constructed a conceptual framework to categorize the different types of businesses in the software industry. We labeled the identified business model categories as software tailoring, applied formats, resource provisioning, and standard offerings. These business models differ from each other by the level of the homogeneity of offering, and by the degree of involvement in customer relationships. On the basis of our empirical observations we argue that the ways and paths of business model transformation are diverse, e.g. some firms may wish to evolve from one type of business model slowly to another or take emphatic actions to make a rapid shift. Similarly, the transformation may occur through a direct shift from one business model type to another, or take place by shifting from one type of business models to another, before ending up with a third option. 
In our empirical data, we discover that the major internal and external capabilities, i.e. capabilities that a company needs to possess internally, and, capabilities that a company typically needs to obtain through its business network, vary systematically between different types of business models. Nevertheless, managers of companies need to address the required capabilities in order to make a successful transformation of their business model. For example, whereas business models associated to the category labeled as software tailoring, need capabilities related to customer relationship management and accession to customers’ business, system solution businesses in the category labeled as applied formats embody needs for technological capabilities such as system integration capability and knowledge of new technologies. Hence, the managerial focus in the transition from software tailoring to applied formats needs to be shifted, or extended, from customer servicing to mass customization of offerings. Other examples of business model transformation in the dimension related to offerings include the transformation of a business model from resource provisioning to business based on applied formats. In these cases, the capability dynamics shift the focus from the capabilities related to serving a small number of customers to production, process improvement and other technological capabilities. Similarly, in all of the transitions between different types of business models, the management needs to reconsider the focus of both internal and external capabilities to meet the specific needs for new capabilities that must be arranged when striving for a successful transformation towards the target business model. 

In this respect, the main theoretical contribution of this study is the identification of the key capabilities in four distinct types of software business models. But, instead of describing all the possible shifts between business model categories to another, we provide a more generalized notion of the capability dynamics in the transformation of business models along with the two dimensions described in our research framework. Therefore, we conclude our analysis by identifying the dynamics of capability needs by arguing that when companies strive for transforming their business models along with the dimension of offering, e.g. in the shift from tailored offerings towards more homogeneous offerings, the capabilities related to operations management and software technology become essential. Furthermore, in addition to technology-related capabilities, a successful shift of business towards volume selling with more standard offerings requires the acquisition of capabilities related to business network development and management.
In the other direction, if a company intends to shift its focus along the dimension of relationship construct, e.g., from a high degree of involvement in customer relationships towards serving a greater number of customers, a successful transformation of the business model requires, of course, a capability shift from skills related to serving single customer to understanding and serving generic needs of a greater number of customers. Similarly, this shift poses new challenges for production and process-related capabilities related to the scalability of operations. Hence, in addition to the analysis of key capabilities in different types of business models, the identification and analysis of the direction and nature of capability changes in the intended business model transformations incorporate the main managerial contribution of this study.
As a limitation to the current study, we note that the sample was collected from small and medium-sized enterprises in a relatively narrow geographical area around the capital of Finland. It would be beneficial to compare whether the findings would be different in other geographical or cultural areas, and, between different sizes of companies. These would offer interesting topics for future research.
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