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CREATIVE DESTRUCTION
Some firms exploit opportunities for creating profitable competitive position that other firms either ignore or cannot exploit. Markets have quiet periods where they have developed products and technologies that earn positive economic profits. These quiet periods are punctuated by shocks or discontinuities that replace old resources with new ones. Entrepreneurs exploit opportunities created by these shocks and achieve positive profits in next period of quiet. Schumpeter calls this evolutionary process creative destruction. 
Schumpeter believed that static efficiency was less important than dynamic efficiency which achieves long term growth and technological improvement.     
There is also the concept of destructive technologies. This is well explained with the help of following examples:

· Personal computers replacing powerful mainframes
· Ink jet printers replacing high visual resolution laser printers
· Email replacing snail mail and telephone
Prahalad and Hamel introduced the concept of strategic intent, which means the obsession to achieve a particular goal. They also talk about strategic stretch, which is the stretch between ambition and resources. Companies have to expand and adapt their current stock of resources, and create new ones. 
Richard D’Aveni talks about hyper competition and argues that a firm’s chief strategic goal should be to disrupt existing resources of advantages in the industry and create new ones. A firm that rests on its laurels, seeking to harvest from existing sources of advantages, will be quickly replaced by more innovative rivals. 
THE INCENTIVE TO INNOVATE
Business history has many instances when big companies with large resource base were either overtaken or their market position eroded by smaller resource base companies. Explanation is that small firms are nimble and less bureaucratic, thus willing to innovate and break established practices.

There are 2 forces which make it rational for firms not to innovate:

1. Sunk cost effect: It arises when firm has committed its resources and organizational capabilities to a particular technology, and thus find it less valuable to switch to another technology. A firm that has not yet committed to a technology can compare costs of alternate technologies under consideration and is not biased. 
2. Replacement effect: According to Kenneth Arrow, an entrant would be willing to spend more than the monopolist to develop an innovation, assuming that they both have equal innovative capabilities. By innovation an entrant can replace the monopolist, but the monopolist can only replace itself. 
Efficiency effect: This comes into play when incumbent monopolist anticipates that the entrant may also have the same opportunity to innovate. We compare the following to understand this: (1) loss in profits when monopolist becomes one of the 2 competitors in a duopoly. (2) the profits of a duopolist. In most cases (1) is larger than (2). Monopolist has more to lose from another firm’s entry than the firm has to gain from entering the market. Entrant takes business away from the monopolist and also drives down prices. This makes incentive of incumbent to innovate stronger than that of entrant.
INNOVATION COMPETITION
It is critical to anticipate a rival’s response to amount of R&D. The advantage of the first mover is to protect its ideas with patents and trademarks.
Patent races:  The term patent describes the race between firms to innovate first. The firm which wins the patent race obtains exclusive rights to develop and market the product. Failure to anticipate competitor’s investment in R&D may prove costly for a firm. Following areas need due consideration:

1. How much does investment increase R&D productivity- if diminishing returns, R&D may not improve chances to win patent race. 
2. Response of other firms to this increase in R&D expenditure – this will influence profitability depending on increasing or decreasing returns. 
3. Number of competitors – if diminishing returns to R&D, several small firms are a threat to innovation. If increasing returns, then one large firm conducting extensive R&D is a formidable competitor.

Choosing the technology: Firms can select form a variety of technologies. 2 major dimensions which influence the choice are:

1. Riskiness of methodology.

2. Degree to which success of one technology is related to the success of another.

EVOLUTIONARY ECONOMICS AND DYNAMIC CAPABILITIES

The ability of a firm to maintain and adapt the capabilities that provide it with competitive advantage is referred to as its dynamic capabilities (Tecee, Pisano and Shuen). Firms unable to do so eventually get supplanted. 
Due to the following reasons, a firm’s dynamic capabilities are limited:

1. Learning is incremental than path breaking – It is difficult for a firm to ignore its past while conceptualizing new routines. The search is path dependent i.e. depends on the path a firm has taken in the past to get where it is now. This makes it hard for a firm to adapt minor changes in technology. 
2. Firm’s dynamic capabilities are complementary assets – A change in organizational routine may give rise to sunk cost effect, thus reducing the likelihood of change. 
3. Windows of opportunity – Over time, a narrow set of design or product emerge as dominant. Learning curve, effect, network externalities and sunk cost effect take over and firms are reluctant to adapt to new technologies.
THE ENVIRONMENT

Porter views competition as an evolutionary process. It involves recognizing new technologies and markets, and moving aggressively to exploit them. Porter identifies the following 4 attributes that promote or impede a firm’s ability to achieve competitive advantage:
1. Factor conditions: Describes position with regard to factors of production. The important fop’s are highly specialized to the needs of a particular industry. 
2. Demand conditions: These include size, growth and character of home demand. Sophisticated customers or unique home conditions stimulate innovation. 
3. Related supplier or supporting industries: Firms with home market advantage are favorably positioned to achieve global competitive advantage. Companies with skillful home based suppliers can be early beneficiaries of new production now-how and may shape innovation in supplying firms.
4. Strategy, structure and rivalry: This includes local management practices, organizational structures, corporate governance and nature of local capital markets. Firms that survive vigorous local competition are usually more efficient and innovative than international rivals.     
MANAGING INNOVATION
According to Rosabeth Canter, innovation is bringing a new problem solving idea into use. In addition to internal development, strategies such as spin-offs, joint ventures and alliances can facilitate entry to new business or develop new capabilities. 
A firm faces a dilemma in managing its innovation activities. On one hand, formal structure and controls are necessary to co-ordinate innovative activities. And on the other hand, looseness and flexibility may foster innovation, creativity and adaptiveness to changing circumstances.    
