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C

reative destruction refers to the manner in which
free markets tend to replace certain products
and processes with higher quality products and
more efficient production methods. Capitalism creates
new ways of doing things and in the process destroys
the old ways.

The phrase “creative destruction” was first popularized
by Joseph Schumpeter, an economist. He developed the
notion in his book Capitalism, Socialism and Democracy
(1942/2008) in a six-page chapter titled “The Process of
Creative Destruction.” Schumpeter laboured for much of
his career to explain the fundamental nature of capitalism
and the market economy. The process of creative destruction was, in Schumpeter’s view, capitalism’s “essential fact”:
The opening up of new markets, foreign or domestic,
and the organizational development from the craft
shop and factory to such concerns as US Steel illustrate the same process of industrial mutation—
if I may use that
biological term—
that increasingly
revolutionizes the
economic system
from within, incessantly destroying the old one, incessantly creating a new one. This process of Creative
Destruction is the essential fact about capitalism. It
is what capitalism consists in and what every capitalist concern has got to live in.
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business models, technologies, and markets can destroy
an established monopolist’s dominant position.
For Schumpeter, the entrepreneur is the oft-overlooked
heart of the economic system. Through the “element of
personal initiative,” the entrepreneur is able to unleash
“the perennial gale of creative destruction” that propels
economies forward, brings new technology to the market,
and saps established firms of their economic power.
Schumpeter took great pains to describe the defining
characteristics of the capitalist system so as to explain its
benefits: generating wealth, innovation, and new products.
The dynamic itself was important, not just the end result.
For Schumpeter, the order of the word couplet—“creative”
followed by “destruction”—was significant. Creativity
preceded destruction. Destruction occurs only after generative acts yield innovations and technological advances.
For this reason, Schumpeter believed that the destruction
inherent to the capitalist system was a worthy price to pay
for economic progress.
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As Schumpeter biographer Thomas K. McCraw has pointed out,
history contains many examples of leaders who have tried
to reverse the sequence, believing that destruction could
give rise to creativity. During the Cultural Revolution
in China in the 1960s, Mao Zedong exhorted the revolutionaries to “destroy first, and construction will look
after itself.” The economic (and human) consequences of
following this logic ultimately proved disastrous.

When Schumpeter popularized this phrase, politicians,
economists, and the public were very concerned about
monopolies and concentrated economic power. Industrial-scale capitalism was not very popular around the
world during the 1930s and 1940s. Schumpeter was trying to focus attention on the essentially dynamic character of capitalism and the futility of examining it at a
single point in time.

Schumpeter knew that this process of creative destruction
would give rise to enmity among competitors. Incumbent
firms would feel threatened by new technologies and new
ways of doing business. These firms would likely appeal
to the government to prevent new creations that could
threaten their economic power from coming to the market.

In Schumpeter’s view, a firm’s economic strength emerges
over time and from continued technological advancement and organizational restructuring. Creative destruction means that the establishment of new techniques,

While the significance of Schumpeter’s analysis of capitalism was under-appreciated in his own day, he has enjoyed
a kind of rediscovery over the last quarter century. Today,
“creative destruction” is a well-known phrase that is used
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In hindsight, it is rather easy to see Schumpeterian creative destruction in action. During the twentieth century,
horse-drawn carriages gave way to automobiles; telegraphs gave way to telephones. Today, we can see creative
destruction most clearly in the technology industry as
entrepreneurs create new technologies that destroy previous ways of doing business. Not long ago IBM’s dominance in computers was undermined by Microsoft and
its personal computing technologies. Today, Microsoft’s
dominance is challenged by the innovations of Google
and other firms we have not heard of yet.
But if it is easy for us to comprehend creative destruction
today it is largely due to the analytical lens Schumpeter
brought to the study of dynamic capitalism. Building on
Schumpeter’s insights, scholars are now extending his
analysis to make our understanding of capitalism more
complete. For example, Columbia University’s Amar
Bhide has documented the process of “nondestructive
creation” at work in modern capitalist systems. According to this view, new products and technologies are often
used to satisfy new wants and desires and do not immediately displace existing goods and technologies. For
example, “thirty years ago, the only diagnostic techniques
that people used to use were X-rays,” Bhide notes. “We
still use a lot of X-rays. But then we had CT scans, then
PET scans, and now we have MRIs. And with each of
these innovations, we now can diagnose diseases that
you wouldn’t have been able to diagnose previously. So
it’s not that MRIs simply substituted for X-rays. In fact,
most MRIs are used to do things that X-rays could not
do. An X-ray could not show you a tumor in your back
because of the soft tissue. So an MRI is largely an example
of nondestructive creation.”
While creative destruction can reduce the demand for
labour in certain areas, it does not lead to widespread
and abrupt spikes in unemployment. Significant innovations are refined and perfected over time, which gives the
labour market time to adjust and adapt accordingly. For
example, kerosene replaced whale blubber as a lantern
fuel, but it did not put whalers out of business overnight.
Similarly, the first personal computers did not immediately replace typewriters. Because replacing an existing
product and method of business with a new one is expensive, transitions happen over time.

We see creative destruction happening all the time, but we
must remember that new innovations may only change
relative market share rather than absolute demand for a
specific product or service. Bhide provides one example
of this phenomenon:
Over 30 years after the introduction of minicomputers and more than 20 years after the introduction of
microcomputers, the mainframe remains an important category. Total worldwide revenues of large-scale
computer processors (or mainframes) amounted to
$16 billion in 1997 compared to $16.2 billion in 1982.
But because total demand grew from $38 billion to
$183 billion, mainframes’ share of the total computer
market dropped considerably, from 42% to about 9%.
Other examples abound. The development of the internet has pressured traditional newspapers but has not destroyed them overnight. Laser eye surgery has satisfied
many customers but eyeglass shops are still prevalent. Recent scholarship such as Bhide’s provides a more nuanced
view of Schumpeter’s important insight that capitalism is
a dynamic and evolutionary process.
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to describe the economic dynamism that is most closely
associated with the American economy but is also evident around the world.

*Key Concepts is a series of essays on the fundamentals of economics and markets. In addition to appearing in Fraser Forum, these
essays will form the basis of a live Ask the Professor discussion, held at www.fraserinstitute.org each month.
Please join us on February 25 at 11:00 am Pacific time for an online discussion of this essay with Nick Schulz.
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