[image: image1.emf]  Type of  Incentive   Advantages  Disadvantages  How it works  Best uses   Patents     Reward is tied to value   –  weak  test of efficiency      Information is disclosed publicly      De - centrali zed.  It gathers diffused ideas, value  assessment s  and risk information.  There is no need to  negotiate with a sponsor.      Risk are borne by individuals      Concentrates c osts among users (think Gameboy)     Deadweight loss      Duplicate Costs (Patent races)   -   It does not regulate entry into patent  race, leading  to  too many entrants      Poor allocation. It does prioritize the most effective innovator, or the  best idea.      Reward is not related to cost or effort of invention. So some ideas  receive rewards that are  too high and unneeded for innovation      It leads to suboptimal innovation. (Since the rewards are only profits,  which are less than the value of the innovation.  Patents provide the inn ovator the right to  exclude and regulate competition. It provides  them market power and the ability to set  prices above marginal cost (near zero),  allowing them to recoup costs and secure  rewards.    Patents are best used when you want  the individuals who u se the  invention to bear the cost  (Gameboys), or when expertise and  information about innovations are  diffused (Pharma).   Copyrights   Same as patents, except there is more competition  (narrower breadth) and there are fair use exceptions  Same as Patents exc ept we don’t have problems with duplicate costs or  exclusion of more valuable ideas since almost every piece (art, writing, etc.)  is awarded copyright status.  Copyrights give the innovator rights to control  use and profiteering from their products, with  a  few exceptions. It gives the copyright - holder  market power and the ability to set prices  above marginal cost in order to cover  innovation costs    Grants   (Public  Sponsorship)     De - centralized. It gathers diffused ideas.      It rewards the better ideas and, to an  extent, the most  efficient innovators      Everyone is free to use the knowledge and apply it  towards new innovations .      Eliminates Deadweight loss      Good for Basic Research      Useful to subsidize innovation were costs are lower than  value but higher than potential pr ofits     Decision - making is centralized  which sometimes fails to gather  information about value and risk.      Likelihood of cheating depends on innovators dependence on future  grants and them having more than one idea.      More centralized control over the funding.  P erson with ideas  present the idea and applies   for a grant. The grant board, composed of  experts in the field, decides to fund ideas.  Future Grants depend on the innovator  delivering on past grants.  Basic Research .  It is also an  effective means of addressi ng  suboptimal innovation in the private  sector (orphaned ideas).   Prizes   (Blue Sky)     Avoids Deadweight Loss      Everyone is free to use the knowledge and apply it  towards new innovations      Innovation is de - centralized and driven by the  individual.      Co - opt innovati on with dispersed benefits       Gets closer to optimal innovation       Potential of paying out too early, when there are b etter ideas around the  corner.      Need  to measure or observe the value of the innovation .      Less likely to fund innovations w/  concentrated benefit s .       Need an alternative buyer (or patent) if the prize is too small for the  innovator.      Duplicate costs.      Poor allocation. The most effective inventor and the best idea does not  always win out      It is hard to allocate costs to the users of the good.    Inventors  invent and take their innovations to  a prize committee and, in essence, try to  convince them to buy the innovation.  Useful means to eliminate  deadweight loss, and not exclude  customers.   Prizes are u sually better  than patents if  the innovations  value  is ob servable.   Targeted  Prizes   (Ex - Post)     Avoids Deadweight Loss      Everyone is free to use the knowledge and apply it  towards new innovations      Achieves goals      Addresses problems of sub optimal innovation       Does not provide incentives for un expected  innovations.      Less  likely to fund innovations w/  concentrated benefits .       Need an a rbitrator .      Greater Administrative costs. You have to set the specs and be able to  verify them.      Paying out too early.  Better innovations  around the corner.      Duplicate Costs.      It is hard t o alloca te cost to the users of  the good.    The prize - giver specifies the goal and the  criteria that has to be met to receive the prize.  They review the innovation to see if they meet  the requirements and grant the prize.  Very good when you have a goal  and costs ar e lower than value but  higher then potential profit.      Good for basic research   Procurement  Similar to targeted prizes, except that the innovator with the  best ideas is selected ahead of time. It is also a useful way  of spotting the effective innovators (t hose who meet goals).  No duplicate costs. We need to be able to observe and verify value, costs,  and specs. Moreover, a method is needed so companies reveal the net value  of their ideas (true value and true costs). Less competition means a lower  probabilit y of success.  Same as above, except that there is a  preliminary stage. The firms present their  ideas, plans, and estimates, and then the prize  giver decides who runs the innovation.  Good for applied research where  costs are large (avoid duplicate  costs) an d value/results are  measurable.  
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