
 

Innovation theory of profit 

Joseph Schumpeter’s theory of profit offers a profoundly distinct perspective from classical 
and neoclassical economic thought, positing profit not as a normal return to factors of 
production or a reward for risk, but as a transient phenomenon arising directly 
from Innovation. In a perfectly competitive, static economy, Schumpeter argued, profits would 
be zero, with all returns accruing to wages, rent, and interest. It is only the dynamic disruption 
of this equilibrium, initiated by the entrepreneur through innovation, that creates the 
temporary supernormal profits that characterize capitalist development. This perspective 
places innovation and the entrepreneur at the very heart of economic progress and the 
generation of wealth. 

Schumpeter envisioned capitalism as an inherently evolutionary and dynamic system, 
ceaselessly undergoing transformation rather than tending towards a static equilibrium. His 
theory of profit is an integral part of this broader vision, explaining how the system generates 
surplus, drives growth, and experiences cyclical fluctuations. Unlike theories that view profit 
as a compensation for capital investment or an outcome of market power, Schumpeter’s 
framework highlights the creative destruction inherent in the capitalist process, where new 
ideas and methods constantly displace the old, generating temporary rents for those who 
pioneer the change. This transient nature of profit is crucial to understanding its function within 
the Schumpeterian paradigm. 
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The Schumpeterian Vision of Capitalism and the Circular Flow 

To fully grasp Schumpeter’s innovation theory of profit, it is essential to understand his 
fundamental view of the capitalist system. Schumpeter sharply contrasted his dynamic vision 
with the static equilibrium models prevalent in much of economic theory. He conceived of an 
initial state, which he termed the “circular flow,” where economic activity essentially 
reproduces itself from period to period. In this state, production methods are established, 
markets are stable, and consumer tastes are fixed. All income generated is immediately 
consumed or saved and reinvested in the same patterns. In such a circular flow, there is no 
inherent mechanism for economic development or growth. All returns to factors of production 
(land, labor, capital) are precisely accounted for as rent, wages, and interest, leaving no residual 
for profit. Profit, in this context, does not exist because there is no uncertainty, no change, and 
no opportunity for extraordinary gains. 

Schumpeter argued that capitalism, by its very nature, is not a system tending towards this 
static equilibrium. Instead, it is a restless, evolving system driven by internal forces of change. 
The “circular flow” is continuously disrupted by what Schumpeter called “innovation,” which 
serves as the engine of economic development. It is this disruption, this breaking of the 
circular flow, that generates the opportunity for profit. Profit, therefore, is not a normal return 
in a stable system, but a dynamic and temporary surplus arising precisely from disequilibrium 
and the introduction of something new. 

The Entrepreneur as the Agent of Change 

Central to Schumpeter’s theory is the figure of the entrepreneur. The entrepreneur is not 
necessarily the capitalist (who provides financial capital) or the manager (who merely 
administers existing operations). Instead, the entrepreneur is the specific individual who carries 
out “new combinations” – that is, innovations. Schumpeter distinguished the entrepreneur by 
their unique function: overcoming the inertia and resistance of the circular flow to implement 
new ways of doing things. 

The motivation of the entrepreneur, according to Schumpeter, extends beyond mere hedonistic 
profit maximization. While profit is certainly a consequence and a driving force, Schumpeter 
identified deeper, non-pecuniary motivations: 

 The will to found a private kingdom: The desire to build and establish one’s own 
enterprise. 

 The joy of creating: The intrinsic satisfaction derived from bringing something new 
into existence. 

 The desire to fight and succeed: A competitive drive to overcome obstacles and 
demonstrate superiority. 

 The dream of founding a dynasty: The ambition to leave a lasting legacy. 

These motivations allow the entrepreneur to brave the inherent uncertainties and opposition 
involved in innovation. The entrepreneur is a leader, a visionary who perceives opportunities 
where others see only routine, and who possesses the courage and determination to break from 
established norms. Their function is not merely inventing, which is a scientific or technical act, 



but innovating, which is the commercial application and implementation of that invention or a 
new idea in the marketplace. 

The Concept of “Innovation” as the Source of Profit 

Schumpeter defined innovation precisely as the “carrying out of new combinations.” This 
concept is far broader than mere technological invention and encompasses various forms of 
disruptive change that break the existing equilibrium. He identified five fundamental types of 
innovation: 

1. The Introduction of a New Good: This involves bringing to market a product that 
consumers are not yet familiar with or a new quality of an existing good. Examples 
include the first automobiles, personal computers, or smartphones, each creating 
entirely new markets and transforming lifestyles. 

2. The Introduction of a New Method of Production: This refers to the adoption of a 
new process for manufacturing a product, whether it is entirely novel or merely a new 
way of handling a commodity commercially. This could involve process improvements 
leading to lower costs, higher quality, or greater efficiency. Examples include Henry 
Ford’s assembly line, just-in-time manufacturing, or automation in factories. 

3. The Opening of a New Market: This involves finding new outlets for products, 
whether it’s a geographic market previously unpenetrated or a new demographic 
segment. It means breaking into a market where the particular product had not been 
sold before, regardless of whether that market existed before. An example would be the 
expansion of a local business into national or international markets, or identifying an 
underserved customer segment. 

4. The Conquest of a New Source of Supply of Raw Materials or Semi-Manufactured 
Goods: This type of innovation involves discovering or developing new, more efficient, 
or cheaper sources for the inputs of production. This could be finding new mineral 
deposits, developing synthetic materials, or establishing new supply chains. For 
instance, the development of fracking technology opened up new sources of energy. 

5. The Carrying Out of the New Organization of Any Industry: This refers to 
organizational innovations, such as the creation of a monopoly position (trusts, cartels) 
or the breaking up of a monopoly. It can involve new forms of business organization, 
management techniques, or industry structures that enhance efficiency or market 
control. Examples include the development of the modern corporation with its distinct 
divisions, or the rise of franchising models. 

Each of these types of innovation disrupts the existing circular flow, creating a temporary 
competitive advantage for the innovating firm. By introducing a new product, a more efficient 
process, or accessing new markets/resources, the entrepreneur can produce goods or services 
at lower costs, higher quality, or with unique features that command a premium price. This 
differential between the cost of production (based on existing factor prices) and the new, higher 
revenue stream is the source of Schumpeterian profit. 

 

 



Profit as a Temporary Reward for Innovation 

For Schumpeter, profit is not a chronic feature of a mature capitalist system but a dynamic, 
transient phenomenon. When an entrepreneur successfully introduces an innovation, they gain 
a temporary monopoly or a significant competitive advantage. This allows them to sell their 
products at prices above their cost of production (including normal returns to capital and labor), 
thereby earning supernormal profits. This profit is essentially a “premium” paid by society for 
the new value or efficiency created by the innovation. It is a reward for disrupting the status 
quo, for taking the initiative, and for overcoming the inherent resistance to change. 

However, this profit is inherently ephemeral. The very existence of high profits in a particular 
sector or for a particular firm acts as a powerful signal and incentive for other firms. 
Competitors will observe the success of the innovator and will attempt to imitate the 
innovation, either by adopting the new method, producing the new good, or entering the new 
market. This process of imitation and diffusion is what Schumpeter referred to as “swarming.” 
As more firms adopt the innovation, competition intensifies, prices are driven down, and the 
initial competitive advantage of the innovator erodes. Eventually, the supernormal profits 
disappear, and the industry returns to a state where only normal returns (wages, rent, interest) 
are earned. The innovation then becomes part of the new “circular flow,” and the opportunity 
for profit shifts to the next wave of innovations. 

Thus, Schumpeterian profit is not a permanent income stream but a dynamic rent, a quasi-rent, 
that is continually created and destroyed. It is the fuel that drives the capitalist engine, 
constantly pushing the system forward. Without the prospect of such temporary, supernormal 
profits, the incentive for entrepreneurs to undertake risky innovations would diminish, 
and economic development would stagnate. 

Creative Destruction: The Engine of Progress 

Perhaps the most iconic and enduring concept from Schumpeter’s work is “creative 
destruction.” This term encapsulates the core dynamic of capitalism driven by innovation. It 
describes the “process of industrial mutation that incessantly revolutionizes the economic 
structure from within, incessantly destroying the old one, incessantly creating a new one.” 
Creative destruction is the fundamental engine of long-term economic growth and rising living 
standards. 

The implementation of new innovations inevitably leads to the obsolescence and decline of 
existing industries, products, technologies, and firms. For example, the automobile industry 
creatively destroyed the horse-and-buggy industry; personal computers largely displaced 
typewriters; and streaming services significantly disrupted traditional cable television and 
video rental businesses. While this process involves the destruction of existing capital, jobs, 
and market structures, it is a necessary, albeit often painful, step for progress. The resources 
(labor, capital) freed from declining industries are eventually reallocated to the new, growing 
sectors fueled by innovation. 

Creative destruction is not merely a descriptive term; it is Schumpeter’s explanation for 
how capitalism inherently progresses. It highlights the disruptive, non-linear nature of 
economic evolution, emphasizing that progress is not a smooth, incremental accumulation but 
a series of revolutionary leaps that fundamentally alter the economic landscape. This constant 



upheaval is what makes capitalism so dynamic and powerful, perpetually renewing itself 
through the introduction of new combinations. 

The Role of Credit and Finance 

Schumpeter recognized that innovation often requires significant upfront investment and the 
ability to command resources. Entrepreneurs typically do not possess the necessary capital 
themselves, nor can they rely on existing savings from the circular flow, as those savings are 
already committed to existing production processes. This is where credit plays a crucial role 
in Schumpeter’s theory. 

Banks, by extending credit, essentially create “purchasing power” out of nothing, enabling the 
entrepreneur to “draw factors of production from their customary employment.” 
This credit allows the entrepreneur to divert resources (labor, raw materials, existing capital) 
from their current uses within the circular flow towards the development and implementation 
of the new innovation. In essence, the financial system facilitates the reallocation of resources 
necessary for innovation to occur. 

This expansion of credit, especially during periods of intense innovative activity (“swarming”), 
is a key factor in the cyclical upswings of the economy. It enables the burst of new investments 
and activities that characterize a boom. However, as profits are eroded and the innovation 
becomes routinized, the demand for this new credit subsides, contributing to the subsequent 
downturn. 

Business Cycles as Manifestations of Innovation 

Schumpeter’s theory of business cycles is directly integrated with his theory of innovation. He 
rejected the notion that business cycles are merely random fluctuations or aberrations in an 
otherwise stable system. Instead, he argued that business cycles are an inherent and necessary 
feature of dynamic capitalism, driven by the clustered and discontinuous nature of innovation. 

Innovations, particularly major ones, do not occur smoothly or evenly over time. Instead, they 
tend to cluster or “swarm.” One successful innovation often inspires others, leading to a wave 
of related innovations and investments. This clustering of innovations initiates an economic 
boom: 

1. Prosperity Phase: A breakthrough innovation or a cluster of innovations emerges. 
Entrepreneurs secure credit, invest, and begin production. New goods and services are 
introduced, leading to increased demand, employment, and profits. This phase is 
characterized by optimism and expanding credit. 

2. Recession Phase: As the initial innovations mature, competitors imitate them, leading 
to increased supply and fierce competition. Supernormal profits begin to erode. The 
initial surge of investment slows down, and the need for new credit diminishes. 

3. Depression Phase: The process of creative destruction leads to the contraction or 
failure of older, less efficient industries and firms. This causes unemployment, 
liquidation of assets, and a general pessimistic outlook. The economy undergoes a 
period of “digestion” and adjustment as it absorbs the previous innovations and sheds 
obsolete structures. 



4. Recovery Phase: The economy eventually cleanses itself of inefficiencies. Prices and 
costs adjust, and resources are reallocated. This sets the stage for a new wave of 
innovations, initiating the next cycle. 

Schumpeter identified different cycle lengths (Kitchin, Juglar, Kondratieff) corresponding to 
different scales of innovation, from minor adjustments to fundamental technological 
revolutions. For him, these cycles were not signs of market failure but rather the “pulse” of 
capitalist development, an inevitable consequence of the disruptive and re-equilibrating forces 
of innovation. 

Implications and Criticisms 

Schumpeter’s innovation theory of profit has profound implications for 
understanding economic development and policy: 

 Dynamic Efficiency: It shifts focus from static allocative efficiency to dynamic 
efficiency, emphasizing the importance of continuous innovation for long-term growth. 

 Policy Focus: It suggests that policies should foster an environment conducive to 
innovation and entrepreneurship (e.g., intellectual property rights, access to finance, 
education, competitive markets that reward innovation) rather than solely focusing on 
maintaining perfect competition. 

 Understanding Business Cycles: It provides a compelling explanation for the cyclical 
nature of economic activity, linking it directly to the discontinuous nature of 
technological progress. 

 Role of Disruption: It normalizes disruption as a necessary, even healthy, component 
of economic progress. 

Despite its profound insights, Schumpeter’s theory has also faced several criticisms: 

 Overemphasis on Supply-Side Innovation: Critics argue that Schumpeter 
overemphasized the role of supply-side innovation in driving profit and growth, 
potentially underplaying the role of demand-side factors, consumer preferences, and 
market pull in shaping innovation. 

 Other Sources of Profit: The theory is criticized for potentially neglecting other 
sources of profit, such as returns to risk-taking, efficient management, market power 
derived from factors other than innovation (e.g., natural monopolies, government 
regulations), or information asymmetry. While Schumpeter acknowledged normal 
returns to capital, his theory almost exclusively attributes supernormal profits to 
innovation. 

 Does Not Fully Explain Sustained Profits: Some successful firms maintain high 
profits over long periods, which might not be solely attributable to a continuous stream 
of radical innovations. This could be due to strong network effects, brand loyalty, or 
other barriers to entry. 

 Role of the State and Institutions: Schumpeter’s focus was largely on the 
entrepreneur and the market. Critics argue that he did not fully account for the crucial 



role of the state, public funding for research, educational institutions, and a robust legal 
framework in fostering an innovation ecosystem. 

 Empirical Measurement: It can be challenging to empirically isolate and measure 
“Schumpeterian profits” specifically arising from innovation, distinguishing them from 
other forms of economic rent or monopoly profits. 

 His Later Pessimism: His later prediction about the decline of the entrepreneur and 
the potential for capitalism to evolve into socialism has been debated, with some 
arguing that entrepreneurial spirit has persisted and adapted, even within large 
corporations. 

Joseph Schumpeter’s innovation theory of profit stands as a monumental contribution to 
economic thought, fundamentally reshaping the understanding of capitalism as a dynamic, 
evolutionary system. It posits that profit is not a static return or a consequence of market 
imperfections, but a temporary reward for the creative act of innovation, driven by the unique 
figure of the entrepreneur. This transient surplus emerges from the disequilibrium created by 
“new combinations”—whether they be new products, new production methods, new markets, 
new sources of supply, or new forms of organization. 

The core of Schumpeter’s vision is encapsulated in the concept of “creative destruction,” where 
the introduction of the new inherently displaces the old, leading to a perpetual process of 
transformation and renewal within the economic structure. This disruptive force, though often 
painful in the short term, is identified as the indispensable engine of long-term economic 
development and rising living standards. The financial system, through the provision of credit, 
acts as a crucial enabler, allowing entrepreneurs to divert resources and initiate these 
transformative processes. Furthermore, Schumpeter integrated the theory of innovation with 
the understanding of business cycles, arguing that the cyclical fluctuations are not mere 
disturbances but the natural rhythm of capitalist development, reflecting the clustered and 
discontinuous nature of entrepreneurial activity. 

While Schumpeter’s later work introduced a more complex view on the routinization of 
innovation within large corporations and its potential implications for the future of capitalism, 
his enduring legacy lies in profoundly emphasizing the centrality of innovation and 
entrepreneurship to economic dynamism. His theory redirects attention from static equilibrium 
to the continuous process of change, providing a powerful framework for understanding why 
economies grow, how new industries emerge, and why existing ones decline. It underscores 
that profit, in its most fundamental sense, is a reward for challenging the status quo and pushing 
the boundaries of what is economically possible, thereby making it an indispensable driver of 
progress in a truly dynamic economic system. 

 

 


