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Lecture 01: Creative Destruction
I. How do economies grow?
II. Schumpeter’s great idea
a. Creative destruction—the process of constant innovation followed by the elimination of the less worthy developments
b. Creative destruction treats the economic process as a trial by fire. The good ideas, the ones that grow economies, flourish in the competitive process; the bad ones go bankrupt.

c. Evidence of this process is that most new businesses and products fail, despite careful research, brilliant leadership, countless millions in advertising, and a myriad of other factors.
III. Creation—what investors contribute
a. Bankers, stock brokers, and other investors are often the fuel of innovation. While the inventor may design the product, the investor makes it go.
b. We can imagine that investors contribute many things to the economy:

i. They discover good ideas.

ii. They shoulder risk.

iii. They hasten development of new ideas.

c. Thus, despite what people often think, investors are not evil lazy people who sit around and count money. They are not leeches. Indeed they are in a position to lose a great deal.

IV. Destruction—what liquidators contribute
a. But isn’t it bad when a firm goes away? How might this be a good thing?

b. James Tobin created a simple equation to illustrate when a company would be subject to a takeover so it can be “cannibalized.” (Called Tobin’s q.)
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c. When q is generally high (q > 1), firms are worth more than the sum of their parts. When low (q < 1), it is cheaper to acquire firms and divvy up their capital than buy new capital.
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