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1A THXOMOMY OF FEILURE )

s faras I can tell, the first economist to use the phrase “market
3 Failure” was Francis Bator, who is now an emeritus professor of

am'nan of the Kennedy School's public policy program, Bator's ma-
gontribution to econamics came in the late 19505, when as a young :
smember of the MIT faculty he wrote a pair of memorable articles en |
:;”E%l::‘ limits of free market econormcs The first one, wl'nch appeared in ko

and digestible exposition of general equilibrium ﬂ{eory Even for
ommists with strong mathemanca] l:raunng, rhe ongmal work of Ar- ar

cmam condmons, 2 free market system generated a Parer.o-

outcome. Fifty years after its publication, the article remains / o
s the most painless introduction to the pure theery of the invis-

d:

FARRAR, 5TRAUS AND GIROUX = NEW YORK




b

1

y

* HOW MERKETS FAIL
Bator's second paper ai)pcare& in The Qw.zrterly]p_a_fzr_ttg_l_ of Econom-

ics in August 1958, Entitled “The Anatomy of Market Failure,” if &x-
amined the circumstances in which the theories he had Previously
outlined didn’s apply—cases where the free market allocation system
would fail “to sustain ‘desirable’ activities or to stop ‘undesirable’ ac-
fiviies.” Bator began by pointing out that the world is full of things
that violate the assumptions of the Arrow-Debreu model: “imperfect
information, inertia and resistance to charge, the infeasibility of cost-
{ess Turnp-sum taxes, businessmen's desire for a ‘quiet life, uncertainty
‘and inconsistent expectations, the vagaries of aggregate demand, etc.”
Some of these phenomena, such-as inertia and the desire for peace
and quiet, might seem a bit arbitrary, but uncertainty and imperfect
information are fundamental features of any economy, They emanate
from the second law of theimodynamics, commonly referred to as
“fime’s arrow.” Since ime Jdoesn't ran backward, the future is unknown
and businesses, investors, and consumers are compelled to make deci-
sions on the basis of best guesses about what might happen. Some-
times these guesses turn out to be fairly aceurate. Often, they don't,
and when this hanpens resources tend to get misallocated. (In adapt-
ing the rational expectations hypothesis, the membexs of the Chicago .
Schoo! sidestepped this problem.} )
Heving raised the issues of uncertaingy and information, which pose.”

‘fundarnental problems for any economic theory, Bator turned to areas !

that are more aménable ta traditional analysis, Even in a world of per-
fect foresight, he argued, there would be at least three other sources
of market failure. One js monopoly, or.oligopoly power. In the fre

market model, each industry consists of large numbers of competing !

“frms, none of which ean capture more than a small share of the mar- i

ket, The survival of atomized competition depends on the assumptio

of diminishing returs to seale: if any individial frm tries to xamp Up

Sutput, its costs wil tise ahd ft won't be able to compete with small
fizms. Clearly, this is not very realistic. Most manufacturing industri
are organized on a production line basis, which ensures that it cos
£1] as production: rises. Ford or Toyota can’aperate a plant making
thousand cars a week almost as cheaply as one making ¢ight hundre
cars a week. As noted earlier, in mass production industries, big firms
can abmost always undereut smaller ones, and over time » handful

“ theniwill Gome Fo dorminate the market, With it trcted
t}'lﬂ’ﬂ comé to _dor_nn_l_._atg the m‘fket With compegh n Testricted.
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©a few biggﬂi_alrers, firms will be able to set prices above costs, whick
nga;ﬁg_gorg@'ﬁp_s_ HieCestary for economic efficiency. o
The second raarket failure that Bator identified is that businesses
may have little incentive to produce some things that people value
highly, slech as bridges, hospitals, parks, and fire departments, because
they can't charge enough for them to make it worthwhile., ’I‘i-us is the
problem of “public goods” that Smith and Pigou addressed, but which
the schools of Lausanne and Chicago glossed over. Public .goods have
two, unusual charsereristics. (Firsy, ‘one person’s use of them doesn’t

li  prevent othess from using them: i I go sailing on Long lsland S
- r.l3m:.e mﬂ'];_e plenty of space foryou to do thegsame ﬁ;ﬁlﬁigia%'?
H distinguishing characteristic of public goods is that it s very difficulr
I prevent people from using them for nothing, If the aufhorities de-
5‘. }c:dedt:o cha:r%eh small boats for using Long {sland Sound, they would
gt " have to patro i I i :
et }f’:mcpensl;’r:lreds of miles of coastline, which would be pro-
3 The final source of market failure that Bator mentioned was the
/- phenomenon of spillovers or “externalities.” (The lacter term was an.
other of his inventions.) He updated Pigou's analysis, peinting out ex-
actly ho‘w the presence of these effects viclated the marginal conditions
of classma.} economic theory. Like Pigou, he also pointed out that spill-
overs aren't always negative. He gave the example of & beeleeper lo-
cafe'd next to an apple orcherd, which James Meade, a renowned
Ennsh economist, had originally deveioped. By pollinating the flowers
0 the apple trees, the bees help the orchard owner to grow more fruit;
y providing the bees with nectar, the apple trees help the beeke :
b:produce more honey. But neither the orchard owner. in deci?jiner
ow many I:.'ret:c to grow, nor the beekeeper, in dec;id.in,g how mang
hives to maintain, takes account of these positive spillovers, Canse:}-r
Pﬁndy, the market doesn’t produce as mueh as it's capable of.
té]mAfter Bator published his taxonomy of market faflures, it didn'’t
ke long for other economists to recognize its usefulness, Most mod-
 textbooks contain chapters on uncertainty, imperfect information,
quoBo[}; public goods, and ﬁiﬂoy&r}fﬁéﬂwev&?ﬂ;;s_é_tgﬁ&msu:
Y treated as addendums to the main body of analysis, which is de-
ﬁfglled to the classical free market model. This ordering };as the effect,
=COme to many economists, of relegating market failure to a special’
.of the Platonic ideal—one to be treated at the end of the course,
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time permnitting. If economics is to be regarded as a reality-based sei-
ence, the order of presentation should be reversed. ™
Market failures range from *micre” problems that afflict particular
markets to “macro” malfunctions that affect the entire economy. Of-
ten, though, the dividing line isn't very clear. Traffic congestion is
ciearly 2 microlevel issue—although no less anneying for it. Abuses of
monopoly power by lazge corporations and excessive CEO pay are mi-
crofailures, and yet they have a systemic impact on the economy, Pol-
Iution and destruction of the environment is a global problem that
results from micro spillovers. The subprime crisis started out as a
mierofsiture: it developed into a global recession, Slumps of this na-
ture are obvicusly macrolevel market failures, but. they have their roots
inungertainty and coordination problems at the micro level, especially
in the finencial sector

The problem of monopoly is as old as economics. Many people are
introduced to the subject as children when they play the popular board
game of the same name, the object of which is to buy up as many
properties as possible and charge your opponents exorbitant rents.
Parker Brothers, a unit of Hasbro, has marketed Menopoly since the
1930s, but the game’s origins can be traced back to the Landlord's
Game, which Lizzie Magie, a young Quaker woman from Virginia, in-
vented in 1904 to demonstate the evils of private land monopolies,
Around the turn of the twentieth centwry, there was also a great deal
of public concern about the formation of vast commercial meonopolies,
known: as “trusts,” which had come to dominare meany industries, such
as sugar, tobacco, railroads, and beer. The best known of these behe-
moths were John D. Rockefeller's Standard Oil Company, and the
United States Steel Corporation, which the financier J, P. Morgen put
together after buying cut Andrew Camegie's business empire,

Worries that the new combines were squeezing out smaller com-
petitors and bilking eustomers led to the introduction of antitrust laws.
The Sherman Antitrust Act of 1890 outlawed restraints of trade by exist- i
ing monopolies and any attempt to create 2 new monopoly. The Clay-
ton Antitrust Act of 1914 proscribed price discrimination, exclusive
dealing contracts, and other predatory tactics that the trusts had used to -
boost their profits. During the same era, President Theodore Roosevelf
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{1901-1509) and his successor, William Howard Taft (1909—j1913),
issued lawsuits to break up more than a hundred of the trusts, includ-
i 4 Oil
mg{s)?;iap:ez; the antitrust laws, which remain on the books, were
streng pieces of legislation, In practice, the federal courts have gener-
ally been accornmodating toward big companies, often adh‘enng to
Judge Billings Learned Hand's dicturn: “The sucressful competitor, }:av;
ing been wrged to compete, must not be mmed upon when_ he wins.
The rise of the Chicage School provided opponents of antirust m.th
new argurents to hurl at judges and would-be regulators, George Stig-
ler insisted that markets populated by 2 few big firms were more com-
petitive than they sppeared. Friedman and Amold H?rbergep—&xF
same Arnold Harberger who would later accompany Friedman to P}v
nochet's Chile—backed him up. (According to one of Harbergers
studies, the economy-wide efficiency losses from monopoly amount to
just cne-tenth of 1 percent of GDE) Later on, even some moderg.te
“economists, such as NYU's William Baumol, argued that monopohe‘s
didn't need to be exposed to actual competition in order to curb tl.men'
predatory behavior: the mere threat of competition u.rould do tlhe job.
! During the administration of George W. Bush, antitrust policy was
'relaxed to favor big companies. In 2008, the Justice Departmen.t pub-
lished guidelines maldng it much harder to sue big companies for
redatory or anticompetitve behavior.
" There is no doubt that some liberal economists of the postwar gen~
eration overstated the market power that sheer size conferred on cor-
Porations. In his 1967 book, The New Indusirial State, John Kenneth
Galbraith argued that eompanies such as Generzl Motars, Buror,, and
General Electric had effectively usurped the role of the free market:.
[W]e have an economic system which, whatever its formal id'eologv
il billing, is in substantial part a planned economy,” Galbraith de-
Mred, “The initiative in deciding what is to be produced comes not
Toin the sovéreign producer who, through the market, )'551.155 the in-
litractions that bend the production mechanism to his uitimate will.
ther, it comes from the great producing organization which reaches
iard to control the markets that it is presumed to sexve and, be-
i iid,‘to bend the consumer to its needs.” :
albraith’s analysis proved poorly timed. Subsequent decades saw

o
¥
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left much of American manufacturing—from autos to textiles to toys
to furniture to steel to chemicals—strugpling to fend off foreign com-
petition. Meanwhile, the rise of corporate raiders such as Carl Icahn
and T. Boone Pickens, and leveraged buyout conglomerates such as
Kohlberg Kravis Roberts and Texas Pacific, created an active market in
the ownezrship of blue-chip companies. The cesseted top executives of
Fortune 500 companies found their positions and perquisites of office
under threat. ‘
.~ The demise of the megacorporation shouldn’t be overstated,
! though. OF the top ten companies on the 1967 Fortume list—General
L Motors, Eaxon, Ford, General Electric, Chrysler, Mobil, Texaco, U.S.
' Steel, IBM, Gulf Oil—-eight were still on the 2007 list, as indepen-
dent companies or as divisiens of even bigger conglomerates. In many
V parts of the econamy, such as oil, autos, and finance, giganticism re-
! maing 2 basic fact of economic life. Then there is the high-technology
| sector, where monopoly power is endemic.

One of the first people to point this out was W, Brian Arthir, a
soft-spcken applied mathematician who grew up in Northern Ireland
and fell into ¢conomics almost by accident. Back in the mid-1980s,
Arthur, who was then at Stanford, presented a paper at Harvard in
which he argued that chance events and network effects can enable
mferior technologies to beat out superior products and take over entire
markets. A Harvard economist, Richard Zeckhauser, stood up after-
ward and said, “If you are right, capitalism can’t work.” A few months
later, Arthur presented the same paper in Moscow, where an eminent
Russian economist said, “Your argument cannot be mue!”

The essence of Arthur's paper was that with some types of goods,

the utility they provide to people depends not just on their intrinsic

merits but on how many other people are using them. If you buy 2 new
dishwasher or refrigerator, it doesn't really matter whether your friends
and neighbors have bought the same model. But if you are considering
switehing to 2 new video game console or a new social networking site,
the number of peaple already using these products is erucial. If the
network of esteblished nsers is large, you will have plenty of games to
play and many friends to contact; if the console o site is new, or has
failed to take off, the value it can offer you will be strictly imited.
The additional benefit that ezch new user of a product incidentally
delivers to all the other users is called a "network externality” As the
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number of users expands, these externalities increase in size, making
the product even more attractive. Before very long, markets of this
"nature tend to “tip” in the direction of a single product, which acquires
a monapaly, or near-monopoly, position. Once this kas happened, even
rivel goods that are cheapex or offer better features struggle to find 2
foothold. In the phrase that Arthur used In his original paper, the
maker of the inferior product “locks in” to a position of great power.
When I interviewed Arthurin 1998, he recounted the early opposi-
tion to his theory with wry amusement. “I was saying all this during the
Cold War, so ideslogy got in the way,” he said. I spent about ten years
in the wilderness.” Eventually, some other economists began to take
Arthur’s ideas seriously, and so did some senior figures in business and
government, "At first people said, Your theory may be theoretically
valid, but there's no actual evidence of it in the economy,™ Arthur re-
called. “T thought about that and said, ‘No, no, no. The whele high-
tech sector operates in this way’ When I started to say that, I found it
had a lot of resonance in Silicon Valley. People I talked to there just
nodded wisely, grinned, and said, “This is how we see it, too, but we've
never seen it written down and formalized.” i
I came across Arthur and his work in the late 1990s, when T was

reporting on the Clinton administration’s antitrust suit against Micro-
- soft. Then, as now, Microsoft's Windows operating system and Office
software suite dominated the PC industry, with abaut 90 percent of
. the marker. Many computer experts considered Apple Macintosh a far
uperior product to Windows, but neither Apple nor anybody else had
been able to stop Bill Gates and his company. Rivals accused Micro-
saft of entrenching its position with a varety of abusive practices,
“such as issuing restrictive contracts to PC manufacturers, tying its
roducts together in a way that forced customers to buy things they
didn’t want, and refusing to make its products compatible with those
f its rivals, In 1994, under pressure from the Justice Department,
Microsoft agreed to make its product licenses somewhat less restric-
ive and to aveid tying other products to Windows. Three years later,
the Justice Department sued Mierosoft for viclating this deczee by
oroing computer manufacturers to include a copy of its Internet Ex-
lorer Web browser with each copy of Windows, .
Inahisteric finding of fact issued in November 1999, Judge Thomas
enfield Jackson, of the D.C. district court, ruled that Microsoft's dom-
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inance of the operating system market constituted a monopoly. Jackson’

subsequently ruled that the firm’s anticompetitive practives had vie-
lated the Sherman Act, and he recommended that Microsoft be split
in two, with one unit manufacturing Windows and another producing
the Office software. In 2001, the D.C. Circuit Court of Appeals over-
turned Jackson's rulings, and the Justice Department, which by then
was under the control of the Bush administration, dropped the threat
to break up Microsoft, The case was settled with Microsoft agreeing
to share some proprietary information with other companies, and the
government effectively dropping most of its demands. Although the an-
titrust swit ended indecisively, it provided plenty of evidence of how
dorninant companies use predatory behavior to smother competition.
During the trial, one senior. Microsoft executive was ¢uoted as saying
the firm intended to “smother” the rival Netscape browser and to “"cut
off Netscape's air supply” by giving away Inzernet Explorer.

In some ways, the high-tech version of monopoly is more diffieult
to deal with than sugar and oil combines, Even if the government had
broken up Microsoft, the two halves of the company would almost
certainly have retained their strangleholds on the merkets for operat-
ing systems and consumer software. The subsequent rise of Google
and Facebook has only added to concems about monopolization.
Google’s grip on the Internet search market gets tighter gvery year, and
Facebook may be on its way to establishing a similar position in social
networking, While both companies market themselves as cool Silicon
Valley do-gooders, some of their recent actions belie their public im-
age. Google's attexcpts to digitize entire libraries without getting any
copyright approval and Facebooks repeated efforts to assert owner-
ship rights over the information that people post on their profiles both
smack of old-fashioned abuse of market power,

In April 2009, the antitrust division of the Justice Department
announced it was investigating Google’s book initiative, and some re-
ports suggested it might eventually lsunch a Microsoft-style antitrust
suit. A month Tater, the Obama administration formally abandoned the
Bush administration’s antimist guidelines, indicating that it intended
to Jook particularly closely at the high-teck and Interhet sectors. Quite
what this reversal amotints to remains to be seen, but it seems to mark
a return to the approach of the Clinton administration, which Berke-
ley's Daniel Rubinfeld, who was chief economist at the antitrust divi-

!”  rights are clearly defined and eesily enforceable. Americon Airlines v

_aﬂec: the services it is supplying to me. To the contrary, it is virtually
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sion during the Microsoft case, explained to me thus: “In these km&s\? ' '
of markets, it is just not right that leaving it to the market is always .
going to get an efficient outcome. There is still an honest debate about

exactly what role government ought to play, and people are going to

differ, but there are very few economists I have talked to who would T
argue that leaving it to the market is always the best solution. We are

ust net in that world anymore.” ~

The modem treatment of public goods begins from the recognition
that capitalism is 2 system of property rights. In some cases, these

owns planes, which it flies to cities all over the world. For a certain fee, i
youror I can buy the right to occupy a seat on one of these flights, If
we can't afford the fee, we can’t get on the plane: that is the basis of
free enterprise. Now consider the U.8. Air Force. It, too, owns a big
airczaft fleet, which it uses to patrol the skies and protect Americans
from aerack. The air force provides a valuable service, which, theoreti-
cally, it could market to individuals. Why doesn't this happen?

Some free market fanatics might claim the answer is politics. A
more realistic explanation is that national defense, like the constme-
tion and operation of national parks, doesn't lend itself to private en-
terprise. If you buy the last two seats on the American Airlines red-eye
from Los Angeles to New York, that is the end of the matter: there isn't
any space left for me. In that sense, we are rivals for consumption of
the good, However, the fact that the air force is defending you doesn’t [

|
\

fmpossible to exclude me or anybody else from sheltering under its
rotection. I the air force were privatized and it offered to sell me an
air defense policy for $1,000 a year, I'd say no tharks, knowing full
ell that its planes and missiles would be protecting my neighbors
anyway. This sort: of bebavior is known as “free riding.” Short of issuing
list of free riders that the country’s foreign enemies were free to
bomb, 2 for-profit Defense Department could do little to prevent it.
The only practical way to get people to pay for the armed forces is to
orce them to do it through the tax system.

~ To adopt the ugly terminclogy of contemporary economics, flights
om JFK to LAX are “rival’ and “excludable’; hence they are private
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goods. National defense is “nonrival” and “nonexcludable”; it is the
prototypical public good. Other obvious cases include irrigation sys-
tems, streetlights, and clean air. Less obviously, but equally important,
many public services, such as education and health care, ave essentially
publie goods—a point Galbraith emphasized in his 1958 bestseller,
The Affluent Society, which contrasted the sbundance of consumer
durables, such as cars and televisions, in postwar America with the
dearth of many collectively provided services. “[T]here are large ready-
made needs for schools, hospitals, shum clearance and urban redevel-
opment, sanitation, parks, playgrounds, police and other pressing
public services,” Galbraith wrote. “Of these nesds, almast no one must

be persuaded, They exist because, a5 public officials of all kinds and '

ranks explain each day with practiced sldll, the money to provide for
them is unavailable . . . The economy is geared to the least urgent set
of human values. It would be far more secure if it were based on 2
range of need.”

Galbraith's analysis, which has cften been reduced to the phrase

“private affluence, public squalor,” still rings true. Despite repeated
efforts on the part of conservatives to encourage private enterprise to
build schools, provide low-cost housing, and redevelop run-down areas,
governments continue to bear the financial burden in these afeas, and
in many others. Indeed, for all the efforts of Margaret Thatcher and
Ronald Rezgan, the role of the state has continued to expand. To be
sure, other factors have played a role in this process, such as a concern
about equity, interest-group activity, and pork barrel spending, Still,

Galbraith’s main point stands: “[T]o a far greater degree than is com- -

monly supposed, functions accrue to the state because, as a purely
technical matter, there is no alternative to public management.”

In the domain of goods and services that are nonrival and non- |

ech'a-'ElE,- , pul ublic. _prov:smn “Tsn't just inevitable; 1t is nece.ssa_._xz on
-:stmai economic grounds to SECHTE a Paréi-cfficient outcome. Re-

lymg o the market 15 povide both private and public geods wall al- -

ways lead to underprovision of the latter. Similarly, in monepelistic
industries, produgers will procuee too little and charge too much. “We

need not pursue the fine detail,” Bator wrote in 1960, “The point is -

clear enough~public goods and decreasing cost phenomena cause pri-
vate rarket decisions to go wrong. Market prices will fail to approxd-
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mate true scercity values in terms of wants; they will be loaded with
misinformation, and producers’ profit caleulations will leave out of ac-
count much of the private benefit associated with public goods. The
‘mvisible hand' will fumble: people’s decentralized market choices will
not efficiently cater to their rastes.” -

A highly important publie geod that largely escaped the attention of
economists untl pretty recently is scientific knowledge. Back in the
1950s, Robert Solow, an economist at MIT, calculated that between
1909 and 1948, technical progress accounted for about 51 percent of
the annual growth in U.8. GDF, which meant it had made a bigger
contribution to American prosperity than population growth and the
aecurmulation of capital combined. Subsequent studies confirmed that
the application of scientific knowledge, in the form of new inventions
and new methods of organizing production, is central to the growth
process, but for many years economists had little to say about where
this technological advancement came from and whether it could be
speeded up. Solow joked that it was "manna” from heaven.

Things started to change In the early 19803, when Paul Romer, a

| Stanford economist whose father, Buddy Romer, was once the gover-

nor of Colorado, turned his attention to the forces that drive technical
change. Romer quickly realized that knowledge is a lot like national
defense in that it is nonrjval and largely nonexcludable. Tf Firm s
Tescarch and aev“é]-ﬁment division comes up with 2 goed idea, such as

naking tennis rackets out of lightweight graphite composites, Firm B

: can explois the same idea without wearing it out. Once a piece of tech-

ical lmowledge has been invented, preventing other fitms from copy-

o it, and perhaps improving on it, is extremely difficult, which means
that the criginators of new technologies often don't end up benefiting
m them——as Netscape Communieations and many other innova-
ve companies have discovered. IBM and AT&T are both notorious
or having created technologies that other companies exploited. “After
e transistor was invented at Bell Laboratories"—which was then part

F AT&T—"many applied ideas had to be developed before this basic
cience discovery yielded any commercial value,” Romer noted. “By
ow, private firms have developed improved recipes that have brought

8
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the cost of a transistor down to less than a millionth of its former level.
Yet most of the benefits from those discoveries have been reaped not
by the innovating firms, but by the users of the transistors.” :

Romer’s work inspired a huge if not universally enlightening litera
ture. Its main importance was that, starting out from a perfectly ortho-
dox position—Romer did his Ph.D. at Chicago, where Robert Lucas
was one of his teachers—it ended up undermining Adam Smith's ar-
gument that unfettered competition is always the most effective ve-
hicle for promoting economic growth. In an encouraging sign, at least
some textbook writers have recognized this point. “That knowledge
is both nonrivalrous and nonexcludable creates substafitial probles

T for 3 Taarket.economy,” David Miles end Andrew Scott, the authors
*of Macroeconomics: Understanding the Wealth of Nations, note. “Be-
cause the cutput of R&D activity is both uncertain and, largely, non-
excludnble, firms would prefer to let other firms discover successful
new technologies and then copy them, But this means that no firm
will want to spend moeney on R&D becanse as soon as they are suc-
cessful the technology will be stolen, and the firm that spends money
will be unable to make any profit. As 2 result, market economies with
cqr_x;q:__e_g';iyg_ﬁnn_s‘wﬂl,‘npt produce epgugl}_R&D
" One way of tackling this problem is by strengthening patents, which
give inventors and inhovators a temporary monopoly ‘on their brain-
waves. Another option is for the government to fund scientific research.
During the past twenty-five years, the U.S. govermnment has combined
both these methods in a strategy designed to maintain the country’s
technologicel leadership. By giving universities and other publicly
funded research institutes the right to patent their inventions, the
Bayh-Dole Act of 1984 created financial incentives for academic re-
searchers to team up with businesses and venture capitalists. According
to one study, since the act became law, U.S. universities have created
more than 4,500 companies and signed more than 40,000 licensing
deals. In research-intensive areas such as information technelogy and
biotechnology, the development of this public-private framework has
helped the United States maintain its dominant position.

This strategy recognizes that the key to creating a suecessful econ-
oy is finding a middie pround between laissez-faire and state control.
"Two of the biggest success stories in the U.5, economy are commercial
aireraft production and the rise of online commerce, At first glance,

i
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the two industries don't seem to have much in commen, but they
share a commen heritage: the technologies they are based on-—the jet
engine and the Internet—were both developed by the government.
L Scientists worlding for Hitler's Luftwaffe built one of the first high-
| speed jets, the Messerschmitt ME-262. In the United States, Boeing
p built 2 number of prototype jets for the Pentagon, culminating in two
: long-range jet bombers, the B-47 Stratojet and the B-52 Stratoforiress,
It which formed the basis of the company's first commercial jetliner, the
- Boeing 707. Then there is the Internet. In the early 19603, Paul Ba-
! ran, 4 computer scientist at the Pentagon-financed RAND Institute,
I which is based in Santa Monies, invented the concept of package
% switching on which it is based. A few years ater; the Pentagon’s own
ﬂ Advanced Research Projects Agency (ARPA) financed construction of
b the network, which for the first eleven years of its life was called the
I ARPANET
i These steries aren't untypical. The list of commercial products that
.. oripinated in research financed by the Pentagon or NASA includes
. satellite television, titanium golf clubs, GPS navigation systems, water
filters, cordless power tools, smoke detectors, ear thermometers, and
seratchrresistant spectacles. It can even be argued that the Depart-
ment of Defense, through its finance of research into integrated cir-
erits during the 1950s and '60s, was primarily responsible for the rise
of the personal computer industry. The Pentagen’s Republican defend-
ers would never admit it, but one of its main contributions to the
strength and well-being of the United Stazes has been in providing it
with a surrogate industrial policy. Freed from the threat of free riders
ind the imperatives of short-term profit maximization, scientists and
companies working for the U.S. military have created many of the
technelogies on which the country's prosperity is now based. Whether
by design or accident, the military-industrial complex, which Presi-
dent Bisenkower wamned his countrymen about half a century ago, has
arguably done more to encourage scientifie research than the entire
Private sector of the (1.8, economy.

‘Although it is more than a half century old, Bator's taxonomy of mar-
ket Eailures remains useful, Increasing returns to scale, monopoly
power, and the issue of providing public goods aren’t just arcane eco-
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nomic concepts. They are essential elements of twenty-first-century
capitalism, and they play an important rele in reality-based econom-
ics. But Bator, writing in the mid-1950s, couldn't address all of the
problems that plagne modem ¢conomies. Some hadn't become mani-
fest; others hadn't been subjected to productive analysis.

One common problem arises when two or more parties to a given
;ttansacl:.on have different incentives. The senior executives of a cor-
{ poration, for example, may be more interested in ramping up the value

; of their stock options before they retire than in preserving the long-
term interests of the stockholders. The problem, in this case, is de-
r signing an incentive packsge that aligns the two sets of interests.
Anocther class of problems emerges when the parties on either side
of a transaction have different amounts of information. An jmportent
issue in health reform, for example is that individuals know more
about their health than insurance companies do, so the insurers are
understandably wary abous, taking on individual new clients with pre-
existing conditions. I use the word “understandably” because, today, al-
most all health insurers are profit-making concerns with a shareholder
base that demands a certain Jevel of earnings. From the perspestive of
an individual insurer, it is perfectly rational to tum away sick people.
From the perspective of society as a whole, it is inhumane and ineffi-
cient. Sick people who don't get treated tend to get worse, at which
point, often, they end up in the emergency room, where somebody has
to pay for their care, This is an example of what T call rational irratio-
nality. In the coming chapters, we will come across many more exams=
ples of it. ‘




