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The development of salient ideas and publications on dynamic 
capabilities is given in this Element, extended by ideas outside 
the literature of strategic management. Dynamic capability is 
presented as an interdisciplinary subject to which knowledge is 
central. Diversity of knowledge is treated in terms of cognitive 
distance, limited through organisational focus. To deal with 
diversity, development and uncertainty, evolutionary theory and 
the notion of entropy are used. The relation between individual 
and organisational knowledge is modelled with the notion of 
a script and linguistic ideas. The governance of collaborative 
relations for innovation is discussed, including trust, as these are 
also dynamic capabilities.
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1 Dynamic Capabilities

1.1 Concepts and Findings

Dynamic capabilities (DCs) are an aspect of strategic management (SM).

Strategy entails that in decision-making one anticipates an intelligent oppon-

ent’s actions and reactions. Interaction with others is therefore a key feature of

strategy. In economics, strategic thinking spawned game theory. The term

‘strategy’ often falls into hyperbole. I once heard someone say that they were

going to figure out their strategy for travelling to Amsterdam. With the railway

service hardly being an intelligent opponent, they were of course just mapping

their journey.

Strategic management is strategy in organisational policy. First, it was based

on the structure-conduct-performance (SCP) paradigm from industrial econom-

ics (IE). Industrial economics is meso-economics, between micro and macro:

the economics of industries, markets and institutions. Strategic management

was therefore seen as external in positioning the firm in its competitive envir-

onment. The SCP paradigm is compactly presented by Michael Porter’s (1980)

‘five forces model’, with internal rivalry in the industry, vertical rivalry with

suppliers and customers and horizontal rivalry with institutions and competing

industries. It states that in their positioning, firms should adjust to changes in

their environment, but it is static in that it does not include entrepreneurship and

innovation, and there is no attention to what happens inside the firm or to

differences between firms in an industry. However, the issue of positioning in

the competitive environment remains relevant.

Subsequently, SM turned to firms’ internal resources with resource-based

theory (RBT) (Wernerfelt, 1995; Barney, 2001; Kraaijenbrink et al., 2010). That

was still static, and entrepreneurship and innovation were still separate fields.

Penrose (1959), however, held that it is not the resources that matter but their

arrangement and exploitation. Separate resources are often imitable, but their

composition is distinctive, yielding competitive advantage. This represented

a shift in attention to diversity: organisations and people in them differ. The old

economic notions of ‘the representative firm’ in an industry and a homogeneous

labour force as a factor of production were left behind. This led to the competence-

based view, which in turn spawned the dynamic capabilities view. Dynamic

capabilities are, simply, the capabilities of successfully performing entrepreneurial

innovation to achieve competitive advantage.

In its attention to entrepreneurship, the literature on DC is related to Austrian

economics (e.g. Hayek, 1945), with its attention to action, praxeology

(Lachmann, 1978) and entrepreneurship (Kirzner, 1973). That has its basis in

methodological individualism, with the assumption of full rationality and
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