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INTRODUCTION

Even the once considered great companies fall eaghplear after a while. An immediate question fefio
what makes a company more prosperous, powerfulhaatthy? Is it the resources they have or isatwlay the
resources are used? An analogous question —whynsdtil- is answered by Acemoglu and Robinson 22@itled
“Why Nations Fail: The Origins of Power, Prospertyd Poverty.”

According to Acemoglu and Robinson (2012), insiitug are the key to explain economic developm
differences between nations rather than geograprasons, i.e. resources. One nation might have dalotin
resources, but this doesn’t necessarily mean that nation would be prosperous and away from pove
Whether the nation has a good set of institutioecids the prosperity level. They give anecdotadence from
old times to the modern world. (Of course, one miaym that without abundant resources, a natiomeogachieve
full economic development; the role of geographmiscch more important. Please note that the contsgwaver the
roles of geography and institutions in economiceli@@ment is a long debated topic that is beyondtiope of this
article.)

The striking example they give is the city of Nagmltight at the border between Mexico and the @Sith
divided by fences into two parts; the US part —tleeth Nogales, and the Mexican part —the south Msg
There are big differences between the north anddiih Nogales not only in income levels but atssdhooling,
infant mortality, life expectancy and so on. Howewbere is not much difference between the peopterms of
their culture, origin or so, if there is any at &fl addition, one side of the fences does nothywe rain or natural
resources than the other side. Hence, these chenibie source of differences between the northtlaedouth of
Nogales. Rather it is the institutions they haveath side that create the differences accordimgcemoglu and
Robinson (2012).
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Why are institutions so important and make an idible difference at the end of the day? It allowsuaning
government, a just judicial system, well-operatingrkets under the protection and regulations ofgthernment and its
laws, protection of intellectual products, and mafsall, for the purposes of this article, creatadriendlier environment

for innovation in all areas including productiongafods, services, and processes.

Innovation is the key. It greases the wheels ofettenomy so that they run smoothly and faster witlypoaning
and wearing out much. If innovations are not thére,wheels will lose their grease, hence speecand. At some point,

the system will fall apart.
FROM NATIONAL LEVEL TO FIRM LEVEL: ASKING THE RIGHT QUESTION

We can think of companies as the wheels of an engndf anyone wants to have a well-running economy,
greasing it is the solution. But that means gr@psioampanies in that economy. In a more formal laggy leading

companies to innovate is the key in running an eognwell.

At this point, the question turns into what kindgréase should be used? That is, innovations atteeoéssence
but are all innovations the same? If not, then wiadls of innovations are beneficial? What kindsrofovations make

companies more prosperous, powerful, healthier lisadonger?

These questions are rephrased in a condensed véhwprananswered by Christensen (2012) - A Capitalist
Dilemma, Whoever Wins on Tuesday.” He named thélpra as “a capitalist's dilemma.” In addition, Gltensen and
Bever (2014) revisit the problem in detail.

Recall that in modern teachings of an economicsseguthe basic problem is the maximization of prafith
respect to scarce resources: land, labor, andatalpia resource is abundant, it does not restinietproblem, hence can be
disregarded or that source can be wasted shoutd tieea need for. Recall the Quantitative Easing (QE1) that the
Federal Reserve (FED) carried out, and then QEZfsmd QE3, and then searching of exit strategieth®yED in recent
years together with European Central Bank's (EC&)oas making capital almost free, drawing down ititerest rates
close to zero. Under such abundant capital, thengson of -capital is scarce- is not valid anymdRather than being
scarce, capital is abundant. So, does it make #fgrahce? If so, how? What would be the effecttiom maximization

problem results?

Christensen (2012) draws peoples’ attention tathendant capital, hence, to the changing conditbnke basic
maximization problem of a modern firm. In other @®r maximizing profit with respect to the scarcgorgces, land, and

capital, is not the correct problem to solve ifitags not scarce.
ABUNDANT CAPITAL, TYPES OF INNOVATIONS AND RIGHT ME TRICS

Indeed, capital is at everywhere but nobody wamisvest in innovations that grease the wheelfhiefeéconomy
that will lead growth. Before going forward, Chessen (2012) defines types of innovations. Accaydia his

classification, there are three types of innovati@mpowering, sustaining, efficiency innovations.

Empowering innovations “transform complicated amstly products available to a few into simpler, ajher
products available to the many... Empowering innaraticreate jobs because they require more and peogde who can

build, distribute, sell and service these produBtsipowering investments also use capital - to edpaapacity and to
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finance receivables and inventoyOne may think of the development of computers frioig and heavy devices to

today’s tablet computers and smartphones as empwhienovations.

Sustaining innovations “replace old products witwrmodels... They replace yesterday’'s products waitiay’s
products and create few jobs. They keep our econgbmant — and, in dollars, they account for thesmimnovation.
But they have a neutral effect on economic actigity on capital® Automatic cars provide more convenience but every

time a person buys a car he/she has to make aecheiween an automatic car and a stick shift.

Innovations on existing products and services thdtice the cost of making and distributing them caked
efficiency innovations. These have two crucial fimes: the first improves productivity, and the @ed is freeing up
capital for more productive uses. Although thetfissessential to be successful in competitiomaty cause an undesired

byproduct, eliminating jobs due to automatfotalmart’s business model is an example of efficjginaovation.

Empowering innovations create jobs and increaseswoption by its very definition. Efficiency innoverns
destruct jobs but free up capital. If the freedeapital is invested in empowering innovations dmesulting job creation

is higher than efficiency innovations’ destructitimen such an economy grows.

Christensen and Bever (2012) rename sustainingeemmbwered innovations in more market-friendly names

performance-improving and market-creating innovaicespectively.

Christensen (2012) and Christensen and Bever (2pose a prescription for companies to grow, lagwce
for economies. However, if it is so easy, why dosti#h see failures then? The answer in econonsdhé incentive set
used; it is metrics, key performance indicatorgdusamanagement science. If they are not alignglat rvith goals and not

calibrated well, the results will divert from grdwto either slowed growth or even worse no growtlla

In the discussion, one needs to keep the basidgmobf the modern firm in mind: maximization of fitsubject
to the scarce resources like capital. However,ghaduces metrics like Return On Net Assets (RONRgturn On Capital
Employed (ROCE), or Internal Rate of Return (I.R.Rhese are ratios. “Building long-term value éocompany is far

more complex than achieving near-term financialites®

Innovations can be done to get better ratios, andet would not be empowering innovations, rathery tare
sustaining and efficiency innovations that do matate growth. “Continuing to measure the efficienfgapital prevents
investment in empowering innovations that wouldateethe new growth we need because it would drowgndtheir
RONA, ROCE, and I.R.R®That leads to focusing on only short-term priesti Margolis (2008) draws attention to the
importance of employee motivation and commitmenbiider to achieve a business environment fosteringvation,
which is the source of healthy long-lasting grovitargolis (2008) also points out that companiesioon past data. i.e.
short-term profits. According to Berman (2007),]“leompany really runs from the top down. Employeks what
management expects of them...” If the managementooingpany focuses on RONA, ROCE, I.R.R. or simitios, the
whole company will adjust its focus accordingly, ighwill lead to failures in the long-run. In addit, these are the

ratios, which focus on only a company’s own figurdswever, every company is in a competitive envinent; either

“Christensen (2012).

3Christensen (2012).

* For more on this topic, see, Ozcan (2017a) anc®{017b).
*Margolis (2008).

®Christensen (2013).
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having direct competitors or potential competitargaiting on the sidelines. Likierman (2009) alsénpothat focusing
only return on investment, a similar metric like thnes mentioned before, will cause making fatatakis in managing a

company.
CONCLUSION: BOILING FROG SYNDROME

Given an incentive scheme, decision makers make deeisions accordingly. That is to say, an ex&eutioes
what is right from his/her perspective under thsuasption that the capital is scarce. However, ireavironment that
capital is not scarce the whole question and ilstiem change. Hence, there is the dilemma, as daoyeChristensen
(2012) as the capitalist’'s dilemma; doing the righihgs in the wrong scenarios. According to Clerisen and Bever
(2012) “[doing the right thing for long-term prosjig is the wrong thing for most investors, accoglio the tools used to

guide investments. In our attempts to maximizerretto capital, we reduce returns to capifal.”

The question is what to choose; empowering innowatdr sustaining and efficiency innovations. Rassieffects
of the first would take some year to be seen onctireent measures; hence, compared to the secamdectie ratios
would be worse. By choosing to sustain and efficjeinnovations would result in freeing up some tapiow, which will
make ratios better in the short-term; however, tduempowering innovations the company would sufighe long-term.
| call this the boiling frog syndrome; it seems pka nice in the short-term, but in the long tetralowly boils up causing

fatalities.

Hence, understanding the types of innovations, iegpdn of the boiling frog syndrome to the subjectd

existence and meaning of the capitalist’s dilemnesatlae initial crucial steps in preventing comparfirem failure.
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