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Preface

Imagine that you and two friends have been told that an anonymous
benefactor has donated three hundred thousand dollars to divide
among you. How would you split it? If you are like most people, you
would immediately propose an equal division—one hundred thou-
sand dollars per person.

Yet despite its obvious force, the attraction of equality is far from
absolute. Indeed, it is quickly trumped by other concerns when we
make the rules for distributing wealth in modern market economies.
Wealth, after all, generally doesn't come from anonymous benefactors;
we must produce it. In a large economy, if each person were guaran-
teed an equal amount of income, few would invest in education or in
developing special talents, few would work hard and take risks. We
thus confront an agonizing trade-off, the economists tell us, between
equality and economic prosperity. And so, if only reluctantly, we acqui-
esce to market forces, which reward people in rough proportion to the
market value of the things they produce.

In recent years, however, our willingness to rely on market forces
has become strained as the salaries of top performers have grown ex-
plosively even as most people have struggled to hold their own. These
changes lend new urgency to our quest to understand why some peo-
ple earn so much more than others.

The usual explanations of income differences take one of two
tacks. The first emphasizes individual productivity and related quali-
ties, including education, experience, unique talents, temperament,
drive, and intelligence. The second stresses the structure of opportuni-
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ties, asserting that the number of good jobs is limited and that al-
though talent and effort are clearly important, luck and who you know
also matter.

Both perspectives seem to capture important elements of reality,
but which provides the better account of recent trends? Is growing in-
equality largely the result of an increase in the disparity of individual
abilities (as a recent best-seller, The Bell Curve, would have us be-
lieve)? Or does it stem from changes in technology that have concen-
trated more and more leverage in the economy’s top positions?

The title of our book gives away our answer: We believe that it is the
distribution of opportunities, not the distribution of talent, that has
been changing in the last twenty years. The reason for this shift is partly
technological. As the revolution in information processing and trans-
mission continues, there is increasing leverage for the talents of those
who occupy top positions and correspondingly less room for others to
find a lucrative niche. In effect, the reward structure common in enter-
tainment and sports—where thousands compete for a handful of big
prizes at the top—has now permeated many other sectors of the econ-
omy. We will describe the forces that have caused this trend and ex-
plore their various economic, social, and cultural consequences.

Our analysis doesn’t fit comfortably into any one intellectual
camp. We proceed as economists, armed with the presumption that
markets work and observed trends reflect underlying economic
forces. But unlike many economists, we conclude that markets
haven’t been serving the public interest especially well of late—in-
deed, that much of the rivalry for society’s top prizes is both costly
and unproductive. And unlike virtually all other economists, we con-
clude that rising inequality is more likely to curtail than to stimulate
economic growth. Our message is thus a hopeful one: In the winner-
take-all society, cooperative agreements to reduce the size of the top
prizes and curb some forms of competition need not lead inevitably
to socialist squalor. On the contrary, such agreements are the key to a
more equitable a#d more prosperous future.

Trir vy
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1
Winner-Take-All Markets

Rabo Karabekian, the protagonist of Kurt Vonnegut’s novel Blue-
beard, is an abstract expressionist painter of modest renown (“a foot-
note in Art History,” as he describes himself). He recognizes that he
was “obviously born to draw,” just as others are born to tell stories,
sing, dance, or be leaders, athletes, and scientists. Speculating on the
historical origins of such talents, Rabo muses:

I think that could go back to the time when people had to live in small
groups of relatives—maybe ffty or a hundred people at the most. And
evolution or God or whatever arranged things genetically, to keep the lit-
tle families going, to cheer them up, so that they could all have some-
body to tell stories around the campfire at night, and somebody else to
paint pictures on the walls of the caves, and somebody else who wasn’t
afraid of anything and so on.!

But Rabo also recognizes that most of these talented people face
diminished opportunities in modern societies:

... of course a scheme like that doesn’t make sense anymore, because
simply moderate giftedness has been made worthless by the printing
press and radio and television and satellites and all that. A moderately
gifted person who would have been a community treasure a thousand
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years ago has to give up, has to go into some other line of work, since
modem communications has put him or her into daily competition with
nothing but the world’s champions. . . . The entire planet can get along
nicely now with maybe a dozen champion performers in each area of

human giftedness.

Now that most of the music we listen to is recorded, the world’s
best soprano can literally be everywhere at once. And since it costs no
more to stamp out compact discs from Kathleen Battle’s master
recording of Mozart arias than from her understudy’s, most of us lis-
ten to Battle. Millions of us are each willing to pay a few cents extra to
hear her rather than another singer who is only marginally less able;
and this enables Battle to write her own ticket.

Rabo Karabekian and Kathleen Battle sell their services in what we
call “winner-take-all markets.” So do Boris Becker, P. D. James, Carl
Sagan, Kazuo Ishiguro, Hakeem Olajuwon, Gabriel Garcid Marquez,
Gerard Depardieu, Oksana Baiul, Alan Dershowitz, Alberto Tomba,
John Madden, Mel Gibson, Mick Jagger, George Soros, Kip Keino,
Jacques Derrida, Sonia Braga, Diane Sawyer, Gary Kasparov, Giorgio
Armani, Stephen Hawking, Michael Jordan, Andrew Lloyd Webber,
Elle Macpherson, John Cleese, Katerina Witt, Peter Heeg, George
Will, Kimiko Date, Arnold Schwarzenegger, and John Grisham. The
markets in which these people and others like them work are very dif-
ferent from the ones economists normally study. We call them winner-
take-all markets because the value of what gets produced in them
often depends on the efforts of only a small number of top perform-
ers, who are paid accordingly.

For example, although thousands of people are involved in making
a major motion picture, the difference between commercial success
and failure usually hinges on the performances of only a handful—the
director, the screenwriter, the leading actors and actresses, and per-
haps a few others.

Similarly, although thousands of players compete each year in pro-
fessional tennis, most of the industry’s television and endorsement
revenues can be attributed to the drawing power of just the top ten
players. For example, the Australian Wally Masur, among the top fifty
players in the world for many years, in 1993 was a semifinalist at the
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U.S. Open. At no time during his career, however, did manufacturers
offer tennis shoes or racquets bearing his signature.

Since most of the markets we will be talking about have more than
one winner, it would be more accurate to call them “those-near-the-
top-get-a-disproportionate-share markets.” But this is a mouthful, and
hence our simpler, if somewhat less descriptive, label.

The winner-take-all reward structure has long been common in en-
tertainment, sports, and the arts. But, as sociologist William Goode
clearly recognized, the phenomenon that gives rise to it is by no means
confined to celebrity labor markets. “The failure of the somewhat less
popular” is how he referred to this phenomenon: “Grocery stores have
only so much shelf space and thus only so much for each type of soap,
comflakes, or maple syrup. . . . obviously the most popular of any class
of products or programs will shoulder the less popular off, although in
quality these may be close to the most successful in popularity.”

The cars that succeed in the marketplace are often only marginally
more stylish or better built than those that fail. And even experts
sometimes argue about whether the stereo loudspeaker that sweeps
the market is really better than the ones buyers rejected.

When only barely perceptible quality margins spell the difference
between success and failure, the buying public may have little at stake
in the battles that decide which products win. But to the manufactur-
ers the stakes are often enormous—the difference between liquida-
tion and the continuation of multibillion-dollar annual revenues.

These high stakes have created a new class of “unknown celebri-
ties”: those pivotal players who spell the difference between corporate
success and failure. Because their performance is crucial, and because
modern information technology has helped build consensus about
who they are, rival organizations must compete furiously to hire and
retain them. In the automobile industry, for example, this might mean
bidding for an especially talented designer or a highly innovative engi-
neer, or even, in one notorious case, a ruthlessly effective purchasing
agent. Little known to the buying public, these individuals often enjoy
superstar status in their respective industries.

The markets in which they toil have become an increasingly
important feature of modern economic life. They have permeated
law, journalism, consulting, medicine, investment banking, corporate



4 The Winner-Take-All Society

management, publishing, design, fashion, and even the hallowed halls
of academe. And, although many of the examples we cite are drawn
from an American context, the forces that give rise to winner-take-all
markets are also at work in other industrial economies—indeed, even
in countries in the earliest stages of economic development.

The revolution in electronic communications and data processing,
for example, has transformed labor markets not just in the United
States, the United Kingdom, France, Germany, and Japan, but also in
China, India, Brazil, and Indonesia. The same kinds of trade agree-
ments that have brought workers in Toronto into direct competition
with workers in Chicago have also brought workers in Kyoto into di-
rect competition with workers in Munich and Johannesburg. And each
year a growing share of people in all these places will read books by
the same authors, see films by the same directors, and buy clothing by
the same designers.

Winner-take-all markets have already wrought profound changes in
economic and social life. And because many of the forces that create
these markets are intensifying, even more dramatic changes loom
ahead. Some of these changes are for the better. Consumers clearly
gain, for example, when modern technology allows the most talented
people to serve ever wider audiences. Once the compositor’s work is
done, a renowned author’s manuscript costs no more to reproduce
than a hack’s. Once the world’s hospitals are linked by high-speed
data transmission networks, the world’s most gifted neurosurgeons
can assist in the diagnosis and treatment of patients thousands of
miles away—patients whose care would otherwise be left to less tal-
ented and less experienced physicians.

But winner-take-all markets also entail many negative conse-
quences, and these will be our primary focus. Winner-take-all markets
have increased the disparity between rich and poor. They have lured
some of our most talented citizens into socially unproductive, some-
times even destructive, tasks. In an economy that already invests too
little for the future, they have fostered wasteful patterns of investment
and consumption. They have led indirectly to greater concentration of
our most talented college students in a small set of elite institutions.
They have made it more difficult for “late bloomers” to find a produc-
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tive niche in life. And winner-take-all markets have molded our cul-
ture and discourse in ways many of us find deeply troubling.

Growing Income Inequality

Despite a flurry of denials from Bush administration officials when bur-
geoning income inequality first made headlines in the late 1980s, there
is now little doubt that the top U.S. earners have pulled sharply away
from all others. For example, the incomes of the top 1 percent more
than doubled in real terms between 1979 and 1989, a period during
which the median income was roughly stable and in which the bottom
20 percent of earners saw their incomes actually fall by 10 percent.*

Growing inequality is by no means confined to the United States.
In the United Kingdom, for example, the richest 20 percent earmned
seven times as much as the poorest 20 percent in 1991, compared
with only four times as much in 1977.5 The British gap between males
with the highest wage rates and those with the lowest is larger now
than at any time since the 1880s, when U.K. statistics on wages were
first gathered systematically.6

As in other times and places, the growing gap between rich and
poor has increasingly strained our bonds of community. The top earn-
ers are richer now than ever before, yet few among them can feel
proud of the social environment we have bequeathed to our children.

Despite a recent spate of books on income inequality, there remains
little consensus about why it has grown so sharply. Some commenta-
tors mention changes in public policy, citing the Reagan-Thatcher pro-
gram of tax cuts for the wealthy and program cuts for the poor. Others
emphasize the decline of labor unions, the downsizing of corpora-
tions, and the growing impact of foreign trade. Still others—notably
former Harvard president Derek Bok in his widely discussed book
The Cost of Talent—mention imperfect competition and cultural fac-
tors. Bok sees powerful elites who are insulated from competition and
able to set their own terms in a world increasingly unrestrained by in-
hibitions about greed.

Wee will argue that the runaway salaries of top performers have not
resulted from the policy changes of the Reagan-Bush and Thatcher-
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Major administrations, or from the decline of labor unions. Expanding
trade, along with cultural forces, may have played a role, but only a
supporting one. And if any one thing is certain, it is that growing in-
come inequality has not resulted from any weakening of competitive
forces.

On the contrary, global and domestic competition have never been
more intense than now. Our claim is that the explosion of top salaries
has stemmed largely from the growing prevalence of winner-take-all
markets, which, we will argue, is tied closely to the growth of competi-
tive forces. We will describe changes that have made the most produc-
tive individuals more valuable, and at the same time have led to more
open bidding for their services.

In professional sports, for example, the most productive athletes
have become more valuable because of the large influx of television
revenue. What is more, owners of sports teams are now forced to
compete with one another for the most talented athletes because of
“free agency”—athletes’ freedom to choose which teams to play for,
which resulted from the string of legal decisions that struck down ear-
lier restrictions on mobility. The result has been that much of the new
revenue has found its way into the salaries of top players. The San
Francisco Giants offered Barry Bonds a $43,750,000 contract in 1992
not because team owner Peter Magowan was stupid but because
Bonds’s presence helped fill the stands and land a more lucrative TV
contract.” Bonds was a free agent when he signed with the Giants, and
making him a smaller offer would have risked losing his drawing
power to a rival bidder.

Growth in productivity of the top performers and the more open
bidding for their services have occurred for different reasons in
different markets. In broad terms, however, the story in other winner-
take-all markets largely resembles the one we have seen in professional
sports. Disney CEO Michael Eisner was paid more than $200 million
in 1993 not because he duped shareholders but because he delivered
an unprecedented increase in the company’s value at a time when the
mobility of chief executives has made them increasingly like the free
agents of professional sports. And Danielle Steel gets $12 million
apiece for her novels not because conglomerate publishing houses
have deep pockets and limited business acumen, but because she
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sells millions of copies. If Dell/Delacorte had failed to bid accordingly
for her manuscripts, Steel could simply have signed with a rival pub-
lisher.

The widening gap between the winners and losers is apparently not
new. Writing more than a century ago, the British economist Alfred
Marshall observed that “the relative fall in the incomes to be earned
by moderate ability, however carefully trained, is accentuated by the
rise in those that are obtained by many men of extraordinary ability.
There never was a time at which moderately good oil paintings sold
more cheaply than now, and there never was a time at which first-rate
paintings sold so dearly.”®

What 75 new is that the phenomenon has spread so widely and that
so many of the top prizes have become so spectacular. The lure of
these prizes, we will argue, has produced several important distortions
in modemn industrial economies. Perhaps the most important of these
involves the influence of market signals on career choices.

The Misallocation of Talent

For any nation to prosper in the face of growing international competi-
tion, it must somehow allocate its most talented citizens to its most
important jobs. It must steer its best executives to the enterprises that
add greatest value, its most creative scientists to the most pressing
technical problems, its ablest public servants to the most important
cabinet positions. If the economic collapse of the communist coun-
tries can be traced to any single factor, it is their dismal performance
in these critical assignment tasks. The critics of communism were right
all along: The allocation of talent by central bureaucracy is a recipe for
economic disaster.

Market economies have done much better by simply letting people
decide for themselves which careers to pursue. Although social critics
often question the recent wave of multimillion-dollar salaries on ethi-
cal grounds, there can be no doubt that these salaries have attracted
our best and brightest people. Competition for the top prizes is in-
tense, and those fortunate enough to land them are almost invariably
the survivors of a series of increasingly demanding elimination tour-
naments.
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The aspiring major-league baseball player, for example, starts with
T-ball, moves on to Little League and then, if he shows enough talent
and determination, to Babe Ruth League. Only the best from Babe
Ruth League can hope to start for the most competitive high school
teams, and only a fraction of those players go on to the minor leagues,
where formidable hurdles remain before landing a shot at the majors.
Even then, most players who make it onto a major-league roster ulti-
mately fail to land a starting berth, and only a small fraction of starters
go on to become stars. As we will see, competition for top positions in
other sectors of the economy is no less intense. Almost without excep-
tion, the survivors of these competitions are people of enormous tal-
ent, energy, and drive.

One of our central claims is that although the competition for top
slots in winner-take-all markets does indeed attract our most talented
and productive workers, it also generates two forms of waste: first, by
attracting too many contestants, and second, by giving rise to unpro-
ductive patterns of consumption and investment as contestants vie
with one another for top positions.

Consider first the matter of overcrowding. Winner-take-all markets
attract too many contestants in part because of a common human
frailty with respect to gambling—namely, our tendency to overesti-
mate our chances of winning. Becoming a contestant in a winner-take-
all market entails a decision to pit one’s own skills against a largely
unknown field of adversaries. An intelligent decision obviously re-
quires a well-informed estimate of the odds of winning. Yet people’s
assessments of these odds are notoriously inaccurate. Survey evidence
consistently shows, for example, that some 80 percent of us think we
are better-than-average drivers, and that even more of us think of our-
selves as more productive than the average worker.? We will describe
evidence that many people are similarly overconfident about their
odds of prevailing in winner-take-all contests. When people overesti-
mate their chances of winning, the number who forsake productive
occupations in traditional markets to compete in winner-take-all mar-
kets will be larger than could be justified on traditional cost-benefit
grounds.

It is not surprising that there are bad outcomes when people make
important decisions on the basis of inaccurate information. What is
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perhaps less expected is that too many contestants tend to compete in
winner-take-all markets even when people have completely accurate
assessments of their odds of winning.

The explanation lies in an incentive problem similar to the one that
gives rise to excessive environmental pollution. In deciding whether to
buy an air-conditioner, for example, people weigh the benefits of their
added comfort against the cost of buying and operating it. From the
individual buyer’s point of view, the relevant operating expense is the
cost of the electricity the machine uses. But the machine’s operation
also imposes an additional cost on others. The more we run the air-
conditioner, the more electricity we must generate, and the more we
pollute the air in the process. In the absence of regulation, individuals
are free to ignore this additional cost, and most of them do so. As a re-
sult, when people are driven exclusively by market incentives, we tend
to get too little clean air.

By the same token, potential contestants in winner-take-all markets
generally ignore an important cost imposed on others by their entry—
namely that each additional contestant reduces the odds that someone
already in the contest will win. This zero-sum feature leads too many
people to compete in winner-take-all markets, and too few to seek
productive careers in traditional markets. Thus we will argue that our
national income would be higher if some students abandoned their
ambitions to become multimillionaire plaintiffs’ attorneys in favor of
the more modest but more predictable paychecks of electrical engi-
neers.

The winner-take-all payoff structure encourages another form of
waste in that it invites—indeed, virtually compels—competitors to
take costly steps to enhance their prospects of winning. Book publish-
ing is a lottery of the purest sort, with a handful of best-selling authors
receiving more than $10 million per book while armies of equally tal-
ented writers earn next to nothing. Under these circumstances, au-
thors naturally jump at any chance to increase their visibility and sales.
Witness, for example, this excerpt from Judith Krantz’s description of
her promotional tour for her best-selling novel Scruples:

Touring for a book—it’s the literary equivalent of war. I remember my

hardcover tour. I'd hit a city—say, Cleveland—at night, unpack, steam
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out the clothes that were wrinkled, and, the next moming, get up at six.
Because there’s always an “A.M. Show,” a “Good Morning Show,” a
“Hello Show" in every city in the country. . . . When you leave that hotel
early in the morning, you have to be packed up and all checked out—the
publisher has a limo to get you to the studio, and your suitcase is going
to be in that limo all day while you make your sixteen different stops.
Your arrival at the studio is at seven-thirty or eight, and the author invari-
ably goes on last, but you have to be there an hour ahead of time in
order to keep them from going crazy. Then, after I went on, I'd do a
whole day of media in Cleveland, finishing up at six o’clock, just in time
to catch a plane to Detroit, and the departure gate is a/ways at the very
end of the airport. You do all that day after day and enough weeks in a

row, and you get so that you feel you can hardly function.!?

That promotional tours like Krantz’s are crucial in deciding which
fifteen books make it onto the New York Times fiction best-seller list
cannot be denied. Yet, no matter how much time and effort Krantz
and other authors devote to these tours, a simple truth remains: Only
fifteen books can make the list each week. Because one author moves
up only if another moves down, the rewards of investing in book tours
loom much larger for authors as individuals than they do for authors
as a whole.

If promotional efforts involve a measure of social waste, they may
also help people make marginally better decisions about which books
to buy, which films to see, and so on. Many other competitive maneu-
vers, however, have no such redeeming feature. Consumption of ana-
bolic steroids by professional athletes, for instance, not only does not
add to social value, it almost surely diminishes it. National Football
League (NFL) fans have little reason to prefer watching games in
which each team’s linemen average 300 pounds rather than 250. Yet
the advantage to any team of having larger players than its opponent
can be decisive. And so, in the absence of effective drug testing, wide-
spread ingestion of steroids, with all the attendant health risks, is in-
evitable.

The incentives for authors to go on book tours and for athletes to
consume anabolic steroids are much like the incentives for rival na-
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tions to engage in military arms races. Each side suffers an unaccept-
able loss of position if it buys no arms while its rival does. Yet weapon-
ry is costly, and when both sides buy arms, both do worse than if
neither had. We will argue that winner-take-all markets spawn a host
of what might be called “positional arms races,” which argument the
losses stemming from overcrowding.

The Contest for Elite Educational Credentials

Lawyers on Wall Street who specialize in corporate takeovers receive
just a small percentage of the total amount of money involved in these
transactions. But the amounts involved are often staggeringly large.
The RJR-Nabisco buyout, for instance, was consummated at a price of
$25 billion. So even when forty lawyers split just one-quarter of 1 per-
cent, we are still talking about a great deal of money for what often
amounts to only a few weeks’ or months’ work.

When such sums are conspicuously reported in the media, bright
and ambitious young people naturally ask themselves, “How can I get
a job as a Wall Street lawyer?” With so many applicants vying for each
entry-level opening, Wall Street firms must be extremely choosy. Even
to land an interview at some firms, it is necessary to hold a degree
from one of only a handful of prestigious law schools. And how does
one gain admission to one of these law schools? The surest route is to
have been a leading student at one of a handful of elite undergraduate
institutions.

Indeed, the day has already arrived when failure to have an elite un-
dergraduate degree closes certain doors completely, no matter what
other stellar credentials a student might possess. Harvard’s graduate
program in economics, for example, recently rejected an applicant
from a small Florida college, despite her straight-A transcript and
glowing recommendations from professors who described her as by
far the best student they had ever taught. Her problem was that the
committee also had a file drawer full of applications from straight-A
students with strong letters from schools like Stanford, Princeton, and
MIT. On the evidence, the Florida applicant m4ght have been as good
or better than the others. But committees are forced to play the odds,
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which tell us clearly that the best students from the best schools are
better, on average, than the best students from lesser schools.

The nation’s elite educational institutions have become, in effect,
the gatekeepers for society’s most sought-after jobs. Those who fail to
pass through their doors often never have a chance. We will present
evidence that realization of this truth has spread widely among our
best and brightest high school seniors. Years ago many top students at-
tended state universities close to home, where they often received
good educations at reasonable expense to their families. Today these
same students are far more likely to apply to, be accepted by, and ma-
triculate at one of a handful of the nation’s most prestigious universi-
ties, most of which are located in the Northeast. When the rejection
letters from these schools are sent out each year in April, recipients in-
creasingly have grounds for feeling downcast. Though many of them
are barely seventeen, some of life’s most important doors have already
closed in their faces.

Of course, there are some obvious advantages to concentrating the
best students in a few top schools, just as there are advantages to
tracking the best students into separate classrooms in the elementary
schools. But tracking also entails costs, and the central question in
each case is, How much tracking is best? The debate rages on in the
public schools, where the alternatives are usually a limited amount of
tracking within each school or no tracking at all. But those are not the
choices we face in higher education. There we must choose between
tracking at the local or regional level (for example, by putting the best
students into honors programs in the state universities) and tracking
at the national level (by sending the best students to a small number
of elite institutions). The second option is the one we are heading for,
yet it is by no means clear that it dominates the first.

In recent years a number of books have lambasted the supposedly
cushy working conditions of university professors. ProfScam author
Charles Sykes offers this blustery indictment:

They are overpaid, grotesquely underworked, and the architects of aca-
demia’s vast empires of waste. . . . They insist that their obligations to re-
search justify their flight from the college classroom despite the fact that

fewer than one in ten ever makes any significant contribution to their



Winner-Take-All Markets 13

field. Too many—maybe even a vast majority—spend their time belabor-
ing tiny slivers of knowledge, utterly without redeeming social value ex-
cept as items on their résumés. . . . In tens of thousands of books and
hundreds of thousands of journal articles, they have perverted the sys-
tem of academic publishing into a scheme that serves only to advance
academic careers and bloat libraries with masses of unread, unreadable,
and worthless pabulum. !

Although much of this criticism is overblown (after all, students
from around the world increasingly clamor for admission to American
universities), it also contains a kernel of truth in several areas. We will
argue that the objects of most severe criticism—namely growing
salaries and shrinking teaching loads—are best understood as natural
consequences of positional arms races in higher education.

Realizing the importance of prestige in attracting top students,
schools across the country have attempted to mimic the strategy of
elite universities by bidding for the distinguished and visible faculty
whose research accomplishments are perhaps the most important
emblems of academic distinction. In the process, a superstar phe-
nomenon—albeit a relatively mild one—has emerged in academia:
Top researchers’ salaries have escalated more rapidly than those of
their lesser-ranked rivals, even as the teaching loads of top faculty
have shrunk. The quest for academic prestige has also motivated uni-
versities to bid aggressively for top administrators, fund-raisers, and
others who have demonstrated the capacity to attract and manage re-
sources.

In a world with unlimited resources, these developments might not
be cause for concern. But we live in a world in which educational costs
have rapidly been outpacing the costs of other goods and services. Un-
dergraduate tuition at the Ivy League schools (exc/uding room, board,
and other expenses)—which stood at less than $3,000 per year in
1970—has now reached $20,000, and similar escalation has occurred
in tuitions elsewhere. Political pressure has been mounting to control
these costs, but unless we understand the forces that give rise to them,
we risk costly errors. Excellence in higher education is a critical source
of economic advantage, and if costs are to be cut, it must be done in a
way that does not compromise this advantage. The winner-take-all
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perspective suggests a number of practical policy changes that might
serve this goal.

Contests for Relative Position in Everyday Life

The winner-take-all markets we have mentioned so far are high-visibil-
ity arenas in which people, many with celebrity status, compete for
enormous financial rewards. These contests affect the lives of ordinary
citizens to the extent that they mold our system of higher education,
alter the distribution of income, increase the prices of what we buy,
and so on.

But there are also many other arenas in which ordinary citizens are
themselves confronted directly with rewards that depend on relative,
rather than absolute, performance. The ability to purchase many goods
and services, for example, is constrained less by the absolute amount of
one’s earnings than by how much one earns relative to others. In Los
Angeles most people would like to have a home with a commanding
view, and yet only a small fraction—say 10 percent—of the home sites
there can satisfy that demand. If each family is willing to pay the same
fraction of its income for the privilege, the allocation of home sites with
views will be settled by relative income alone. If everyone's income
were to double, or to fall by half, the winning bidders would be the
same—those with incomes in the highest ten percent.

Because many important rewards in life depend on relative, not ab-
solute, income, people have a strong interest in seeing that their in-
comes keep pace with community standards. This incentive structure
leads to a variety of winner-take-all contests in everyday life.

To land a job, for example, an applicant is well advised to “look
good.” But what, exactly, does that mean? On reflection, any realistic
definition turns out to depend almost completely on context. To look
good means simply to look better than most other applicants. One
way to do so is to spend more than others on clothing. Since the same
incentives clearly apply to all applicants, however, an escalating stand-
off inevitably ensues. At leading law and business schools, many stu-
dents don’t dare appear for an interview wearing a suit that costs less
than six hundred dollars. Yet when all students spend that amount,
their attractiveness rankings are no different than if all had spent only
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three hundred dollars. In either case, only one person in ten can ex-
ceed the ninetieth percentile on the attractiveness scale.

As wasteful as escalating expenditures on clothing might seem, the
stakes become even higher once cosmetic surgery emerges as a weapon
in the competition to look good. Such surgery is expensive, is painful,
and entails a small risk of serious side effects. Its use is increasing
rapidly and, in some areas of the country, it has already become wide-
spread. In Southern California, for example, morticians now complain
that the noncombustible silicone sacks used in chin, breast, and but-
tocks augmentation have begun to clog their crematoria.

Although surgical enhancement of appearance often clearly serves
an individual’s goals, its social utility is highly questionable. Indeed,
once it becomes the norm, its principal effect is merely to shift the
standards that define normal appearance. Many people who would
once have been described, nonjudgmentally, as being slightly over-
weight or having slightly thinning hair now feel increasing pressure to
undergo liposuction or hair-transplant surgery.

Agreements to Limit Wasteful Competition

It would be surprising if no one had ever noticed that people and
firms often find themselves embroiled in wasteful positional arms
races, and more surprising still if no steps had ever been taken to
curb them. People often are aware, at least implicitly, of these waste-
ful processes, and have implemented a host of strategies for keeping
them under control. Because they function like treaties that limit
military weapons, we call these strategies “positional arms control
agreements.”

The governmental regulations we will identify as positional arms
control agreements (whether originally adopted for that purpose or
not) come in many forms and apply in many arenas. These include
restrictions on the top prizes that individuals may receive—such as
income taxes, consumption taxes, and luxury taxes; campaign finance
laws; safety regulations, both in the workplace and in product mar-
kets; regulations that limit working hours; regulations, or “blue laws,”
that limit retail business hours; and even laws that prohibit polygamy.

Many such limiting agreements do not involve the force of law. Re-
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tail merchant associations, for example, sometimes agree collectively
to limit business hours (although enforcement difficulties often lead to
a breakdown of these agreements). Private and parochial schools
often limit clothing expenditure by imposing uniform requirements or
dress codes. Sports leagues impose roster limits, pay caps, drug bans,
and revenue-sharing arrangements. And where the antitrust laws per-
mit, industry associations often work out elaborate agreements for
sharing the fruits of basic research.

Even informal social norms are sometimes employed to limit waste-
ful competition. We will offer this interpretation, for example, of
social norms that limited the casualties from dueling in eighteenth-
century Europe; of contemporary norms in many communities, espe-
cially small ones, that frown on conspicuous consumption; and of
social norms that discourage cosmetic surgery and other practices re-
garded as vain.

Some Winner-Take-All Markets Are Worse Than Others

Our claims that winner-take-all markets attract too many resources
and generate wasteful spending patterns rest on the standard econom-
ic premise that the social value of a product or service is well mea-
sured by what the market is willing to pay for it. The top prizes in
many winner-take-all markets, however, significantly overstate the so-
cial value added by top performers. In these instances the tendency to
attract too many resources may be greatly amplified.

The legal profession is a case in point. Without denying that lawyers
perform a number of tasks that are indispensable for a well-ordered
society, we note that many lawyers appear to receive salaries that far
exceed their social value. This is especially the case for lawyers in-
volved in litigation, which usually does less to create new wealth than
to redistribute existing wealth.!2 As economist Kenneth Boulding once
described the problem:

[Flor any individual person there is a payoff in having the best lawyer.
Under these circumstances, it is not surprising that the law attracts some
of the ablest minds of our society and that the payoffs for high ability are
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probably as great in the law as in any other profession if not greater. If,
however, we could achieve a kind of intellectual disarmament and agree
that nobody would be allowed in the legal profession with an IQ above a
hundred, the result would be almost exactly similar; people would still
try to buy the best lawyers they could, but a valuable intellectual re-
source would be economized.!?

We may suspect that when Boulding made this fanciful proposal, al-
most thirty years ago, he had little inkling of how attractive it might
someday seem to a society ravaged by the modem tort system.

Winner-Take-All Markets and Norms of Faimess

Winner-take-all markets have implications not only for efficiency but
also for norms of fairness. The economist’s theory of wages, which
holds that workers are paid in proportion to the value of their produc-
tive contributions, was never intended to justify market income distri-
butions on ethical grounds. Nonetheless, many see a certain rough
justice when pay is distributed on that basis, for the system rewards
not only talent but also the willingness to expend effort. In winner-
take-all markets, however, pay distributions will be more spread out—
often dramatically so—-than the underlying distributions of effort and
ability. It is one thing to say that people who work 10 percent harder
or have 10 percent more talent should receive 10 percent more pay.
But it is quite another to say that such small differences should cause
pay to differ by 10,000 percent or more. Olympic gold medalists go on
to receive millions in endorsements while the runners-up are quickly
forgotten—even when the performance gap is almost too small to
measure: “The miler who triumphs in the Olympic Games, who places
himself momentarily at the top of the pyramid of all milers, leads a
thousand next-best competitors by mere seconds. The gap between
best and second-best, or even best and tenth-best, is so slight that a
gust of wind or a different running shoe might have accounted for the
margin of victory.”¥ The realization of how winner-take-all markets
contribute to income inequality may affect the extent to which society
tries to alter market distributions in the name of fairness.
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Media and Culture in the Winner-Take-All Society

Social critics have long complained that market imperatives have de-
graded our culture. What these critics have consistently failed to offer,
however, is a reasoned account of why this should be so. If the market
system is the best mechanism for producing the cars and houses
we want, why isn't it also best for books, movies, and television pro-
gramming?

Still, it is difficult to deny that the critics have a point. The films and
books that media conglomerates urge on us will all too rarely speak
well of us to future generations. Consider again Judith Krantz, who in
the spring of 1994 published her eighth best-seller, a romance entitled
Lovers. Just what is Krantz urging us to read on these frantic book
tours of hers? The New Yorker's critic Anthony Lane quoted the fol-
lowing sentence in support of his claim that Lovers was one of eight
abominable books among the top ten sellers on a recent New York
Times list: “Did his cousin Billy Winthrop also take a pair of body-
guards with her wherever she went, Ben Winthrop asked himself in
mild surprise as he leaned out of his car to give his name to the guard
at the gatehouse that stood squarely at the driveway entrance to Billy’s
estate in Holmby Hills."!> If passages like these ever find their way
onto the reading list of a freshman writing seminar, it will be to illus-
trate what Lane describes as the difficulty of trying “to cram twice as
much information into a single sentence as it was designed to bear.”16

Of course, defenders of popular culture can cite counterexamples
like the novels of John Le Carré, which are consistently best-sellers
and yet also consistently draw praise from even the toughest critics.
And there, typically, the culture debate bogs down, an apparently un-
resolvable quarrel over tastes.

The winner-take-all perspective suggests a possible way of moving
beyond this stalemate. We start with the observation that, as social be-
ings, people have a keen interest in reading the same books others
read, and in seeing the same movies. Consider a book buyer’s choice
between two books that, on the available evidence, are of equal quali-
ty: Both are on subjects of interest, both have been favorably re-
viewed, and so on. If one of these books happens to have made the
best-seller list and the other hasn’t, this tends to tip the balance. After
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all, we like to discuss books with friends, and a book’s presence on the
best-seller list means that friends will be more likely to have read it.

As we will see, this success-breeds-success feature is common in
many winner-take-all markets, but never more so than in markets for
popular culture. Positive-feedback effects in the marketing of books
and movies mean that a big launch has become an essential ingredient
in the process of becoming a hit. A book that fails to achieve large
early sales quickly lands on the remainder tables, and a film that fails
to open big is unlikely to survive for long in the theaters.

We will argue that it is the financial imperatives of achieving quick
market success that have shaped popular culture in the ways that crit-
ics find so distasteful. Publishers have learned that the surest way to
achieve large early sales is to promote books by authors who have al-
ready written several best-sellers. Studios have learned that the surest
route to a big opening weekend is to produce a sequel to a recent hit
movie. The financial incentives strongly favor sensational, lurid, and
formulaic offerings; these incentives could not have been consciously
designed to be more hostile to innovative, quirky, or offbeat works,
whose charms generally take longer to communicate. The winner-
take-all reward structure is especially troubling in light of evidence
that, beginning in infancy and continuing throughout life, the things
we see and read profoundly alter the kinds of people we become.

The Challenges Posed by Winner-Take-All Markets

Whereas free marketeers maintain that market incentives lead to so-
cially efficient results, our claim is that winner-take-all markets attract
too many contestants, result in inefficient patterns of consumption
and investment, and often degrade our culture. If these costs are to be
avoided, firms and individuals must somehow be restrained from tak-
ing advantage of readily available profit opportunities.

This does not mean, however, that detailed, prescriptive govern-
ment regulation is the cure for all social ills. As conservatives have ably
demonstrated, such regulations entail pitfalls all their own, often
doing more harm than the problems they were designed to overcome.

The problems we attribute to winner-take-all markets stem largely
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from participants’ failure to take account of the costs they impose on
others. In this sense these problems are much like those associated
with pollution, and our experience with pollution control offers useful
guidance about how best to curb the waste that arises in winner-take-
all markets.

The best remedies seldom involve bureaucratic attempts to regulate
behavior directly. Rather, alternative policies that require individuals
to take into account the full costs of their actions have generally
proved simpler, more effective, and less intrusive. Thus, a group of
northeastern states eliminated a major source of environmental litter
virtually overnight simply by enacting deposit laws for soft-drink
containers.

Our search will be for remedies in this mold. Our goal is to discover
ways to bring individual and social incentives more closely into line, at
the same time preserving freedom of choice to the greatest possible
degree. If there are too many attorneys and too few engineers, we are
more likely to solve this problem by altering the reward structure than
by trying to regulate career choices directly.

But regulation with a light touch is still regulation, and many free
marketeers will object to some of the remedies we propose. To these
skeptics, we concede that people have every right to seek their for-
tunes in winner-take-all markets. Yet in an economy permeated by
these markets, there can be no general presumption that private mar-
ket incentives translate self-interested behavior into socially efficient
outcomes. Precisely the same logic that justifies community interven-
tion to curb environmental pollution also supports the community’s
right to restructure the winner-take-all reward system for the common
good.

Does Greater Equality Necessarily Reduce Growth?

In virtually every society, we hear of the “agonizing trade-off” between
equity and efficiency. Conservative American economists of the sup-
ply-side school, in particular, are fond of saying that although they
would not mind seeing a more progressive tax system on equity
grounds, such a move would produce devastating effects on growth.
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The winner-take-all perspective poses a sharp challenge to this ar-
gument. The overcrowding problem in winner-take-all markets arises
because participation in these markets is misleadingly attractive to in-
dividuals. To the extent that many, if not most, of society’s highest in-
comes are the direct result of winner-take-all processes, the effect of
higher taxes on these incomes would be to reduce the overcrowding
problem.

Moreover, the people most likely to drop out would be those whose
odds of making it into the winner’s circle were smallest to begin with.
Thus the value of what gets produced in winner-take-all markets
would not be much reduced if higher taxes were levied on winners’ in-
comes; more important, whatever reductions did occur would tend to
be more than off set by increased output in traditional markets. To the
extent that most of society’s top earners are participants in winner-
take-all markets, it follows that a more progressive tax structure would
not reduce but actually increase economic efficiency!

As today’s young economists look back to the early years of the Great
Depression, most are astonished to realize that, less than a lifetime
ago, their predecessors thought that the cure for a stagnant economy
was to reduce the supply of money. We now know better, of course.
For several decades, the Federal Reserve has boosted the money sup-
ply at the slightest indication of an economic downturn, and this has
helped keep the economy on a remarkably even keel by historical
standards.

We may all hope that, one lifetime from now, economists will look
back in similar astonishment at the notions that guided late-twenti-
eth-century economic and social policy. The problem of our time is
not depression but the multiple evils of rising inequality, budget
deficits, and slow growth. Yet the quintessential conservative policy
prescription of this era—tax cuts for middle- and upper-income peo-
ple—is no more likely to cure these problems than monetary contrac-
tion was likely to cure the Great Depression. Advocates of tax cuts
sometimes concede their negative impact on inequality and budget
deficits, but they see these as costs worth bearing in order to stimu-
late economic growth.
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Our claim is that this trickle-down theory simply does not apply in
economies pervaded by winner-take-all markets. This is a good thing,
too, for it means that the very same policies that promote both fiscal
integrity and equality are also likely to spur economic growth. The
time-honored trade-off between equity and efficiency is far less ago-
nizing than it appears.

W



2
How Winner-Take-All Markets Arise

Each spring in northern California, contestants gather for the Cala-
veras County Jumping Frog Competition. The current record holder is
Rosie the Ribbiter, who spanned twenty-one feet, five and three-
fourth inches, in three hops in 1986. Rosie competed for little more
than honor, but considerably more is at stake when at about the same
time each year the world’s premier thoroughbreds gather at Churchill
Downs for the Kentucky Derby. Jumping frogs, racehorses, milk cows,
show dogs, and breeding bulls—all these animals and many more have
been contestants in winner-take-all markets.

Besides animals and persons, what other kinds of contestants com-
pete in these markets, and by what processes are the winners chosen?
More fundamentally, just what /s a winner-take-all market? And what
forces give rise to these markets in the first place? We must answer
these questions before we can tackle larger questions about how win-
ner-take-all markets have transformed society.

Winner-Take-All Markets Defined

Consider this list of winners: best-seller, World Cup champion,
Harvard matriculant, Rhodes scholar, first-round draft pick, clerk to a
Supreme Court justice, cover girl, prime minister, host state for the



24 The Winner-Take-All Society

first Mercedes plant in the United States, French Open champion.
What do they all have in common?

One characteristic they share is that each prevailed in a contest
whose payoffs are determined by relative rather than (or in addition
to) absolute performance. In tennis, for instance, how much a player
earns depends much less on how well she plays in absolute terms than
on how well she performs relative to other players. Steffi Graf re-
ceived more than $1.6 million in tournament winnings in 1992, and
her endorsement and exhibition earnings totaled several times that
amount. By any reasonable measure, the absolute quality of her play
was outstanding, yet she consistently lost to archrival Monica Seles.
Seles was forced to withdraw from the tour after having been stabbed
in the back by a deranged fan in April 1993. In the ensuing months,
despite little change in the absolute quality of her own game, Graf’s
tournament winnings accumulated at almost double her 1992 pace.!

Reward by relative performance is the single most important distin-
guishing characteristic of winner-take-all markets. In the markets that
economists normally study, by contrast, reward depends only on ab-
solute performance. For instance, a production worker’s pay—to the
extent that it depends on performance at all—depends on the number
of units he assembles each week, not on how his productivity com-
pares with that of his coworkers.2

A second feature of winner-take-all markets is that rewards tend to
be concentrated in the hands of a few top performers, with small dif-
ferences in talent or effort often giving rise to enormous differences in
incomes. Both features—reward by relative performance and high
concentration of rewards—show up in economist Sherwin Rosen’s de-
scription of the market for classical musicians:

The market for classical music has never been larger than it is now, yet
the number of full-time soloists on any given instrument is on the order
of only a few hundred (and much smaller for instruments other than
voice, violin, and piano). Performers of the first rank comprise a limited
handful out of these small totals and have very large incomes. There are
also known to be substantial differences between [their incomes and the

incomes of] those in the second rank, even though most consumers
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would have difficulty detecting more than minor differences in a “blind”
hearing?

As we will see in chapters 6 and 7, it is this reward-by-relative-per-
formance feature that gives rise to many of the inefficiencies we at-
tribute to winner-take-all markets. The fact that rewards are large and
concentrated in many winner-take-all markets is of interest primarily
because of its implications for income inequality. Highly concentrated
rewards, by themselves, do not give rise to the kinds of inefficiencies
we describe. Nor, for that matter, are winner-take-all markets the only
source of income inequality. In assembly tasks for which workers are
paid by the piece, for example, a small proportion of unusually pro-
ductive workers may consistently earn several times more than the av-
erage worker.

Whether championship performance yields large financial rewards
in a winner-take-all market naturally depends on the arena in which it
occurs. In the world of sports, the most lavishly rewarded top per-
formers are professional boxers. In 1992 alone, former heavyweight
champion Evander Holyfield earned more than $28 million. There are
many other winner-take-all arenas, however, in which rewards are nei-
ther large nor concentrated. In handball, for instance, Joe Durso won
eight national titles between 1982 and 1992, yet had to support him-
self largely through his salary as a Brooklyn schoolteacher during that
period. Two-sport athlete Roy Williams, Jr., has twice been bowler of
the year on the Pro Bowlers Association Tour, and during the last
twenty-five years has also won six world horseshoes titles. “Horse-
shoes are my first love, but bowling is my job,” he says. “I wouldn't be
able to make good money in horseshoes.”

Cases in which rewards depend on relative performance but are not
highly concentrated clearly cannot be major sources of inequality.
Such cases nonetheless often provide useful insights into the ways
winner-take-all markets function, and in later chapters we will exam-
ine how many of them affect the lives of ordinary citizens. For the
most part, however, our focus will be on those winner-take-all markets
whose prizes are large, both in absolute terms and in relation to the re-
wards contestants could have earned in alternative endeavors.



Mass Markets and Deep-Pocket Markets

We see huge prizes in some winner-take-all markets because there are
a multitude of buyers each with a small interest in the winner’s perfor-
mance. Thus, champion prizefighters earn so much more money than
champion handball players because there are many more boxing fans
than handball fans, and cable TV’s pay-per-view makes each one an
effective bidder for the champion’s services. Handball fans have yet to
achieve critical mass for entering the television arena.

The large incomes received by leading actors, recording stars, and
best-selling authors likewise result from the willingness of a large num-
ber of buyers to pay a little more for the services of one performer
rather than another. We will call markets of this type “mass” winner-
take-all markets.

Large prizes in many other winner-take-all markets result from a
small number of buyers who are intensely interested in the winner’s
performance. Examples in this category, which we call “deep-pocket”
winner-take-all markets, include the markets for top painters and
sculptors, for attorneys who are effective at keeping organized crime
figures out of jail, and for geologists who are unusually good at find-
ing oil.

As we will see in chapter 3, the scope of mass winner-take-all mar-
kets has grown over time relative to that of deep-pocket winner-take-
all markets. But as our analysis in chapter 6 will make clear, the
distributional and efficiency issues posed by these two market types
are essentially the same.

We can gain additional insight into the nature of both mass and
deep-pocket winner-take-all markets by examining the kinds of con-
testants that compete in them.

The Contestants in Winner-Take-All Markets

People and animals are not the only types of contestants in winner-
take-all markets. Some of these markets, for example, involve contests
between competing technologies. The rewards to different technolo-
gies typically depend not just on their absolute performance but also
on how they perform relative to one another. And there are often
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enormous differences in rewards even when the performance differ-
ences are very small.

Consider, for instance, the struggle to come up with a zero-emis-
sions vehicle. California recently enacted legislation requiring that at
least 2 percent of all automobiles sold in the state in 1998 emit no
harmful exhaust gases. Since no manufacturer can afford to abandon
a market as large as California, and since the state’s environmental
regulations have a history of spreading to other states, this legislation
has launched a frenetic search by automakers to discover the best
technology for complying. Although most research has focused on
electric-powered vehicles, there are still serious technical problems
with this strategy. A hydrogen-powered vehicle recently introduced by
Mazda has proved sufficiently promising for the ultimate outcome to
remain unclear. What is clear, however, is that the manufacturer who
comes upwith the best technology will be a big financial winner.

History is replete with similar winner-take-all battles between rival
technologies. In electric power transmission, the contest was between
alternating-current methods and direct-current methods. In video
recording it was between Beta and VHS. With nuclear reactors, light-
water-, gas-, heavy-water-, and sodium-cooled designs were the main
competitors. Unix, Macintosh, MS-DOS, Windows, and OS-2 have
been the most important rival operating systems for personal comput-
ers. And digital technology battled analog technology in the race to
bring high-definition television to market.

Fashions, too, often compete in winner-take-all markets. In the
world of haute couture, designers often stake their survival on con-
flicting hunches about hem lengths and lapel widths. And executives
at General Motors likewise took a financial leap of faith when they
brought out their 1958 Chevrolet, the first American car in several
years that lacked conspicuous tail fins. But probably no group is more
vulnerable to the whims of fashion than the entrepreneurs who com-
pete in the market for trendy nightclubs in cities like New York. They
know at the outset that most of their clientele wants to patronize only
the hottest club; and they know, too, that the few clubs that ever attain
that status can hope to maintain it for a matter of months at most. In
all these cases, the reactions of a few critical “buyers” at an early stage
can spell the difference between runaway success and failure.
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Various geopolitical entities also compete in winner-take-all mar-
kets. Rival political candidates are an obvious example. State and local
governments engage in winner-take-all rivalries as well. When the fed-
eral government announced its decision to construct a multibillion-
dollar superconducting supercollider, twenty-five states became
embroiled in a competition © persuade federal bureaucrats that theirs
was the most attractive jurisdicion in which to locate the facility.
Local govemments likewise compete to attract and retain the large
corporations and government projects that are critical to their fiscal
health.

Countries at war provide another obvious example of winner-take-
all rivalry, but countries are also rivals in a variety of more subtle ways.
For instance, as the explosive growth of international trade and com-
merce has made national borders more permeable, more and more of
the world’s most talented professionals work outside their home coun-
tries. Many of these people eventually emigrate, to the substantial eco-
nomic and cultural benefit of their new countries. As one former
Fortune 500 CEO put it, “Intellectual capital will go where it is want-
ed, and it will stay where it is well treated.” By all accounts the com-
petition to attract these top professionals appears to have only just
begun.

Languages, too, battle one another for supremacy in the global
marketplace. And with English the almost certain victor in this strug-
gle, the English-speaking countries have a leg up in their efforts to at-
tract and retain the world’s professionals.

Research universities are also contestants in winner-take-all mar-
kets. The winners capture the lion’s share of the available research
funding, the most distinguished faculty, and the most promising stu-
dents. A National Science Foundation (NSF) graduate fellowship is
one of the most prestigious honors that can be bestowed on an enter-
ing graduate student in the sciences, and almost two-thirds of the
nearly seven hundred NSF graduate fellows in a recent year elected to
study at just ten universities.6 At the time they did the research that ul-
timately led to their Nobel Prizes, 49 percent of American Nobel lau-
reates were housed in just five universities: Harvard, Columbia,
Rockefeller, Berkeley, and Chicago.” Of course, many more than these
five would be delighted to sit atop the academic pecking order. In-
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deed, literally hundreds of schools are striving for precisely this goal,
apparently undeterred by the fact that most of them must fail. As in
any other hierarchy, room at the top is limited, and the battle to
achieve and maintain academic prestige is no less intense than the
winner-take-all contests we see in other arenas.

Room at the top is equally limited in arts and entertainment. People
who watch 60 Minutes on Sunday evenings are unable to watch the
programs that NBC, ABC, and Fox offer in the same time slot. (Some
enthusiasts imagine that they escape this constraint by taping the
other offerings, only to discover that they never get around to watch-
ing the tapes.) None of us has time to see all the films, plays, or con-
certs available in the marketplace, or to read all the books, or to listen
to all the recordings. We are forced—if only reluctantly—to pick and
choose. And when choose we must, we confine our attention to the
best entrants in each category. Here, too, small differences between
contestants often translate into large differences in economic reward.

Athletes and athletic teams are perhaps the quintessential winner-
take-all contestants. In Olympic competition, only hundredths of a
second separate the top performances in swimming, sprinting, down-
hill skiing, and scores of other events. Yet the gold medalists in these
events often go on to earn millions in endorsements, while the run-
ners-up are quickly relegated to footnotes. In team sports the differ-
ences in rewards paid to average and top performers, although
generally less extreme than in individual sports, are nonetheless often
substantial.

Although the contestants in winner-take-all markets are often enti-
ties other than persons, contests with high stakes almost always gener-
ate a set of closely related contests that do involve persons. During his
illustrious career as a racer and breeding stallion, Secretariat earned
millions of dollars. But—although he is reported to have had a very
comfortable existence by equine standards—only a small fraction of
his take was ever spent on the horse’s care and maintenance. Most of
the balance accrued to the investors in the syndicate that owned him,
to the trainers who prepared him to race, to the jockeys who guided
him to victory, and not least to the breeders who brokered his winning
genetic mix.

The large prizes at stake in the competition among professional
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sports franchises tend similarly to be captured by a relatively small
number of key personnel—talented coaches and athletes of high
ability—who make winning more likely. When publishers stand to
earn millions by bringing a best-seller to market, competing houses
bid for celebrity authors, inventive publicists, and other people who
enhance the odds of achieving best-seller status. Film studios hoping
for a blockbuster bid for the best actors, screenwriters, directors,
and producers. State and local governments trying to attract industry
or federal facilities compete for the best consultants and lobbyists.
Political parties compete for the most talented strategists and media
advisers. Parties in high-stakes litigation compete for the ablest at-
torneys and private investigators. Corporations compete for the best
CEOs, engineers, tax accountants, and advertising teams. Universi-
ties compete for the most prominent researchers, fund-raisers, and
administrators. Clothing manufacturers compete for the most able
designers. And so on.

These observations lead us to say that the ultimate winner-take-all
contestants are persons, and throughout the book, our focus will be
on winner-take-all contests in the labor market.

Processes for Determining Winners

Further insight into the nature of winner-take-all markets is afforded
by a look at the processes used to select winners. These processes are
as numerous and varied as the types of contestants. In some cases
winners are chosen by lottery. The Federal Communications Commis-
sion (FCC), for example, has often used lotteries to allocate radio and
television broadcast frequencies, and the Civil Aeronautics Board
(CAB) once used them to allocate scarce landing and takeoff rights
among commercial air carriers.

In addition to using lotteries, both the FCC and CAB have used
auctions to select winners in the broadcasting and airline industries.
The Department of the Interior uses auctions to allocate offshore oil-
drilling leases. In the private sector, auctions are used to allocate book
manuscripts, screenplays, racehorses, and a variety of other important
ingredients in winner-take-all markets.

Other winner-take-all contests are decided by tests of skill, learn-
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ing, or ability. Most athletic contests, for instance, are decided by com-
paring objective measures like elapsed times or numbers of points
scored. Prestigious universities allocate slots among students partly on
the basis of performance on the Scholastic Assessment Test (SAT), the
Graduate Record Examinations, and the Law School Admissions Test.
The NFL administers a battery of speed, strength, and leaping tests to
prospective players.

But many other winner-take-all contests are resolved on the basis of
considerably more subjective evaluations. Some athletic competitions
are decided at least partly on the basis of judges’ opinions, as in plat-
form diving and figure skating. In entertainment, casting committees
conduct screen tests, and record producers hold auditions. Commit-
tee evaluations are also decisive in the award of many government
contracts and facilities, such as cable television franchises or the loca-
tions of military bases.

In the political arena, majority voting is by far the most common
mechanism for settling contests. Voting is widely employed in other
arenas as well. Corporate boards of directors elect their chairmen, uni-
versity alumni elect their boards of trustees, sportswriters elect recipi-
ents of MVP awards, and so on.

One of the biggest single winner-take-all contests ever played out
in the private sector culminated on November 19, 1985, when a
Texas jury awarded Pennzoil more than $10.5 billion in damages
against Texaco for interfering in Pennzoil’s attempt to acquire Getty
Oil.2 Judges, juries, and other officers of the courts are increasingly
the mechanism for settling winner-take-all disputes in the American
economy.

Few moviegoers will ever forget the scene from The Godfather in
which the uncooperative film producer awakens to find himself in bed
with the severed head of his favorite thoroughbred. Coercion is a prin-
cipal weapon in organized crime’s efforts to acquire and maintain con-
trol over illicit enterprises. On a much larger scale, warfare has always
been an important mechanism in the contests between nations.

For our purposes, perhaps the most important of all procedures for
settling winner-take-all contests are the ordinary workings of the com-
petitive marketplace. In the time-honored tradition, consumers vote
with their wallets to determine who wins and who loses.



32 The Winner-Take-All Society

With any of these processes, winners sometimes emerge after a sin-
gle trial, as with those who win the state lottery. More generally, how-
ever, society’s biggest winners reach the top only after a long process
of successive elimination or cumulation. Before even applying for
their first faculty positions, for example, future Nobel laureates will
generally have competed successfully for admission to the best under-
graduate and graduate schools; and having landed a post at a top re-
search institution, they must then compete for research grants and for
the right to publish their findings in the leading journals. Only then
does their competition begin in earnest.

We gain a clearer understanding of winner-take-all markets by see-
ing the kinds of contestants that compete in them and the kinds of
processes used to choose winners. But to gain real understanding of
how winner-take-all markets function, we must examine the various
forces that give rise to them in the first place.

Sources of Winner-Take-All Markets

Most people who have ever suffered through an introductory econom-
ics course remember, at least dimly, that the prices and quantities of
goods exchanged in the marketplace are governed by the forces of sup-
ply and demand. Some winner-take-all markets arise because of special
conditions on the supply side—forces that influence costs of produc-
tion. Other winner-take-all markets arise because of special conditions
on the demand side—forces that influence the amounts buyers are
willing to pay. Still others involve a combination of supply- and
demand-side forces.

Production Cloning

On the supply side, the ultimate source of a mass winner-take-all mar-
ket is that the services of the best performers can be reproduced, or
“cloned,” at low additional cost. For example, once the master record-
ing has been made, it costs no more to transcribe the best soprano’s
performance onto a compact disc than it does her understudy’s. Once
the film is in the canister, it costs no more to make an additional print
of an Academy Award winner than a B western. Once the television
cameras have been set up, it costs no more to broadcast a tennis
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match between the first- and second-ranked players in the world than
it does to broadcast a match between the 101st and the 102nd. If the
best performers’ efforts can be cloned at low marginal cost, there is
less room in the market for lower-ranked talents.

More generally, whenever there are economies of scale in produc-
tion or distribution, there is a natural tendency for one product, sup-
plier, or service to dominate the market. The battle is to determine

which one it will be.

Network Economies

On the demand side of many markets, a product becomes more valu-
able as greater numbers of consumers use it.? A vivid illustration is
VHS’s defeat of the competing Beta format in home video recorders.
VHS’s attraction over the initial versions of Beta was that it permitted
longer recording times. Though Beta later corrected this deficiency
and on most important technical dimensions came to be widely re-
garded by experts as superior to VHS, the initial sales advantage of
VHS proved insurmountable. Once the number of consumers owning
VHS passed a critical threshold, the reasons for choosing it became
compelling—variety and availability of tape rentals, access to repair fa-
cilities, the capability to exchange tapes with friends, and so on.

IBM’s MS-DOS format capitalized on a similar network economy.
Its initial sales advantage gave software writers a strong incentive to
write for the IBM operating system. The resulting software inventory
gave people a good reason for choosing IBM-compatible products even
after otherwise superior machines began to appear in the marketplace.
And for many years, the density of IBM'’s sales and service network en-
abled it to withstand competition from much cheaper clones.

The attraction of a dense network of sales and repair facilities is
often decisive in the auto industry as well. The French manufacturer
Peugeot, for example, recently abandoned the American market be-
cause its declining dealer network made it prohibitively costly to at-
tract new buyers.

Network economies are especially relevant in the choice between
alternative modes of communication. For example, the value to any
individual of having telephone service, a fax machine, or a hookup to
an electronic mail system depends strongly on the number of others
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who possess the same technology. Network economies will also be de-
cisive in the competitions between the disc and tape modes of digital
audio recording. And technological compatibility is of such impor-
tance in the contest between digital and analog systems in high-defini-
tion TV that most governments are likely to allow broadcasting in only
one format.

Network economies, however, are by no means confined to issues
of technological compatibility. For example, one valuable part of the
experience of reading a book is discussing it with a friend who has also
read it. If a book has been widely reviewed and discussed in the
media, people have more reason to read it than they would an other-
wise identical book that has not received this attention. Similar con-
siderations apply to movies, plays, music, spectator sports, and a host
of other interactive consumer activities.

In all these processes, small differences at the early stages of com-
petition can prove decisive. Whether magazines and other newspapers
review a novel, for example, is sometimes influenced by whether it has
already been reviewed favorably or displayed prominently in the New
York Times Book Review:

Many of its readers are in the business—bookstore owners, agents, edi-
tors, paperback houses, other publishers. A good part of the advertising
in the pages of the Book Review is intended not so much for the individ-
ual reader as for these other players, and for motion-picture and TV-en-
tertainment companies. A prominent ad in the Timses is a way to let them
all know about the existence of a “big book” or a “publishing event”; in-
deed, some authors insist that their contracts be written to include the
promise of advertisements in the Times. The same people who say they
fear and resent the Times's authority over books thus contribute to the
power of the Book Review 10

One novel may reach the best-seller list while another of equal or
higher quality lands on the remainder tables just because the Times
happened to send the second book to an unsympathetic reviewer.

Lock-1n Through Learning or Investment

Economist Brian Arthur has described another process by which an
initial winner is likely to have a cumulative advantage in subsequent
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rounds of the contest.!! But whereas the network-economies story
plays out on the demand side of the market, Arthur’s story plays out
on the supply side. He starts by observing that when there are compet-
ing technologies in a new industry, the rate at which each of them is
improved is related to its prevalence in use. Technologies that are
more widely used in the early stages thus tend to attract a dispropor-
tionate share of research-and-development efforts, and this in turn
leads to even more widespread adoption. Arthur labels this process
“lock-in through leamning,” and cites the nuclear reactor technology
competition of the 1950s and 1960s and the U.S. steam-versus-gaso-
line-car competition in the 1890s as examples. 12

In the same vein, Arthur offers the example of competing transport
modes to illustrate how small differences in early investment patterns
often produce large differences in final outcomes:

[Iln most countries road and rail are to some degree substitutes as alter-
native modes of transportation. Each mode is self-reinforcing in that the
more heavily it is used, the more funds become available for investment
in capital improvements that attract further users. Therefore, one mode
may achieve dominance at the expense of the other. But reversing this or
trying to assure a balance may require a significant subsidy to the weaker
mode to bring it level with the advantage accumulated by the dominant

mode.?

Sociologist Robert K. Merton and others have pointed to similar
forms of “path dependency” in the careers of scientific researchers.!
Graduates of the best undergraduate schools are more likely to be ad-
mitted to the best graduate programs than others who are only mar-
ginally less talented; and the highest-ranked Ph.D.’s who emerge from
those programs are more likely than their near peers to obtain faculty
jobs at the best universities. The lighter teaching loads and more gen-
erous research support offered by the best universities in turn make it
more likely that the initial research efforts of these scholars will suc-
ceed and attract the attention of other scientists. Success at this level
breeds further success in the form of research grants, invitations to
important conferences, and so on. Merton calls this phenomenon the
“Matthew effect,”!’ after the verse in the Book of Matthew that reads,
“For unto everyone that hath shall be given, and he shall have abun-
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dance; but from him that hath not shall be taken away even that which
he hath.”

Other Self-reinforcing Processes

Network economies and lock-in through learning are just two of many
processes that involve positive-feedback effects—processes in which
success breeds success. The competition among universities for scarce
slots atop the academic pecking order is another such process. As soci-
ologists Paul Kingston and Lionel Lewis note, “Prestige is a somewhat
amorphous asset. Yet, for all the shadings of eliteness, there is remark-
able continuity and consistency—among raters and over time—in the
rankings of undergraduate schools.”6 A group of perhaps three dozen
schools consistently dominates the rankings in college guides and
news magazines. The evidence suggests that the perceived quality of a
university is closely related to the achievement levels of its faculty, stu-
dents, and alumni.!? This means that any initial improvement in quali-
ty, whatever its source, will make it still easier to attract top students
and faculty, which in turn will yield still further improvements in repu-
tation. Commenting on the University of Pennsylvania’s campaign to
broaden its market and improve its image during the early 1980s,
Provost Thomas Ehrlich noted, “The wonderful thing is that the more
successful you are, the more successful you are. The more you hear
Penn is the institution of choice, the more you want to come.”!8

Producers in the for-profit sector show similar awareness of how
strongly perceptions of success can influence purchase decisions. Thus
Ford Motor Company’s 1993 Taurus was reported to have become the
largest-selling car in the United States because of Ford’s tactic of of-
fering unusually deep discounts on sales to rental-car companies. In
terms of sales to individual consumers—arguably a much better
benchmark of a car’s appeal—Honda’s Accord retained top status.
But that didn’t prevent Ford from touting Taurus in its ads as “the
number-one selling car in America.”

The market value of being perceived as the sales leader is also ap-
parent in other industries. It helps explain why the manufacturers of
WordPerfect recently filed suit to prevent Microsoft from calling its
rival product, Word, “the most popular word-processing program in
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the world.”!? And for several years now, Visa has spent millions on ad-
vertisements emphasizing that whereas its card is accepted “every-
where you want to be,” many merchants “don’t take American
Express.”

Strong positive feedback effects also influence career paths in en-
tertainment and business. Casting directors, for example, often have
little objective basis for choosing among the hundreds of talented but
unknown actors who audition for a minor film role. But once a partic-
ular actor has been chosen and has performed according to expecta-
tion, directors have good reason to favor him in the future, for he has
now become a known commodity.2® Similarly, personnel committees
often have little basis for choosing between applicants for entry-level
management positions. But those candidates who are chosen at this
early stage will often be in a much better position to move forward
than their near peers who were not chosen. In all such cases a small
initial advantage can eventually engender a nearly insurmountable

lead.

Decision Leverage

One measure of the importance of any individual decision is the
number of people who are affected by it. Thus the maxim: “When a
sergeant makes a mistake only the platoon suffers, but when a gener-
al makes a mistake the whole army suffers.” For the person in the top
position of a large decision-making hierarchy (CEO, ship’s captain,
Supreme Court justice, and so on), a small difference in the quality of
even a single decision can translate into an enormous difference in
the value of final output. Consider a CEO who must decide which of
two new products will be produced by his Fortune 100 firm. Even
though the product chosen may account for only a small share of the
firm’s total sales, making the right choice could easily mean several
million dollars of added profit. Thus, if the top contenders for the
CEO position are distinguishable with respect to the quality of the
decisions they are likely to make in office, then the competitively de-
termined salary of the best candidate can be dramatically higher than
for the second best, even when the estimated difference in their tal-
ents is very small.
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Natural Limits on the Size of the Agenda

Some winner-take-all markets arise because of cognitive limitations on
the part of buyers. In many product markets, we are either unable to,
or we simply choose not to, keep track of a host of similar competing
products. Psychologist G. A. Miller has surveyed evidence suggesting
that people have difficulty processing lists that contain more than
seven items.?! To simplify our lives, we remember the relevant details
of at most a few products in each category. As sociologist William J.
Goode has put it:

Each person’s investment or concern in a given field (even his or her
own) is limited. Most people are satisfied to know the names of a few
baseball players, scientists, bartenders, sculptors, or political figures. Or-
dinary group conversations do not continue for long on any one of these
topics, and all parties are satisfied in making a small number of evalua-
tive remarks about them. If everyone admired completely different “he-
roes” in each activity, they could not all hold an adequate or satisfying
conversation. Consensus about a few leaders is itself a source of plea-
sure in informal talk among friends.

Indeed, if we examine the conversations of any subgroup, whether a
neighborhood gathering, a family dinner, or a group of women, it is clear
that only a few names come into prominence, and only those of high
evaluation or notoriety are discussed at length. That is, in both a psycho-
logical and temporal sense, people do not possess sufficient time and en-
ergy—enough “shelf space”—to focus on any but the top competitors.2?

Mental-shelf-space limitations help explain why, for example, a ten-
nis player like Andres Gomez—for many years ranked in the top ten
worldwide and winner of the 1989 French Open—earned little from
endorsement contracts in the United States and Western Europe,
where he was consistently overshadowed by higher-ranked players like
Stefan Edberg, Boris Becker, and Jim Courier. As virtually the only
member of the set of world-class Ecuadorian professional athletes,
however, he was a celebrity of the first rank in his native country.

Consider the case of Gray Eagles, a first novel by American author
Duane Unkefer that flopped in the United States but spent three
months on the best-seller list in Canada. Unkefer himself was puzzled,
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saying that although he had written “a good book, an adventure story,
a love story, a thriller,” it was not about hockey or ice fishing or any
other subject that ought to have appealed particularly to Canadians.?
Although his American publisher, William Morrow, spent much more
than it usually does on publicity for a first novel, the book never broke
out of the flock to engage the attention of the U.S. media. The gener-
ally slower pace of the Canadian media market, however, enabled the
book’s Canadian publisher to arrange a five-city promotional tour with
dozens of broadcast and print interviews. This tour, which could never
have been set up in the United States for an unknown author, got
Gray Eagles onto the Canadian readers’ agenda. And since the book
was such a good read, that was all it took.

Mental-shelf-space limitations also seem to help explain why fewer
golfers than tennis players achieve celebrity status in the United
States, even though television consistently devotes many more hours
of coverage to golf than to tennis. Most professional tennis tourna-
ments take place in a single-elimination format played over four to
seven rounds, with the top players matched against lower-ranked play-
ers in the early rounds. Golf tournaments, by contrast, are decided by
cumulative stroke totals over several rounds and are not set up to
favor top players. It is thus much more likely that a lower-ranked play-
er will win in golf than in tennis. For example, the PGA top earner,
Greg Norman, won only two of nineteen tournaments in 1986, and,
on the women’s side, the LPGA top eamer, Pat Bradley, won only five
of twenty-six. By contrast, Ivan Lendl won seventy-four of eighty
matches and nine of the fifteen tournaments he entered that year;
Martina Navratilova won eighty-nine of ninety-two matches and four-
teen of seventeen tournaments.?* The failure of a handful of consis-
tent winners to emerge on the PGA tour may also help explain the
relative popularity of the senior men’s tour, which showcases a limited
number of better-known older players, such as Amold Palmer and
Jack Nicklaus.

In all cases the value of winning a spot on the agenda depends on
how much effort is required to maintain that position once achieved.
As in the case of political office holders, incumbents in other arenas
often enjoy a clear advantage.
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Habit Formation, or Acquired Tastes

Winner-take-all markets sometimes arise because of aspects of human
nature that traditional economic analysis tends to ignore. A standard
assumption in economics is that the more we consume of something,
the less we are willing to sacrifice to obtain more of it. In many cases
this assumption is well founded: A thirsty man, for instance, is willing
to pay more for his first pint of water than for his third. Yet there ap-
pear to be important exceptions to this pattern. For example, a new
style of music that irritates on first hearing often grows much more ap-
pealing after repeated listenings. As psychologist David Berlyne
writes: “Particular harmonic or melodic practices are considered ob-
jectionable and proscribed at one period; they stir up protest when a
few innovators begin to adopt them; they are then regarded as accept-
able and enjoyable.”?

Similarly, we initially dislike some foods that go on to become fa-
vorites once we get used to them.2¢ Few smokers report having liked
the taste of their first cigarette, and most Scotch drinkers say it took
them awhile to acquire a taste for it.

Habit formation and acquired tastes often help to concentrate de-
mand on a handful of top performers. During the early 1990s, the
MacNeil/Lebrer Newshour almost always turned first to David Gergen
and Mark Shields for commentary as major news stories unfolded. Ar-
guably many others were just as knowledgeable about domestic politi-
cal affairs. But viewers grew accustomed to hearing from Gergen and
Shields on such occasions, and many were bitterly disappointed when
Gergen left to join the Clinton White House.??

Of course, the preference for the familiar is not absolute. In his dis-
cussion of musical innovation, for example, Berlyne goes on to ob-
serve that, once they have won acceptance, many innovations wear out
their welcome and in the end are regarded as “banal and insipid.”28
More accurately, then, we might say that peoplc prefer the “familiar
but not too familiar.” Such a preference might help to explain the
rapid turnover in those segments of arts and fashion—MTV videos,
for instance—in which exposure to the top performers is intensely
repetitive.

The importance of habits and acquired tastes points to another rea-
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son that history matters. It also suggests an underlying rationale for
the phenomenon of brand loyalties, whose intensity often appears to
transcend all narrowly economic measures of costs and benefits.

Purely Positional Concerns

Another aspect of human nature that gives rise to winner-take-all mar-
kets is our tendency to value many goods not just according to their
absolute properties, but also according to how they compare with the
goods consumed by others. Such goods have sometimes been called
status goods, but we prefer the more neutral and general term “posi-
tional goods,” coined by the late economist Fred Hirsch.2?

Sometimes the demand for positional goods reflects pure status
seeking. But positional demands are often important even when buy-
ers are not consciously aware of any desire to keep up with the Jone-
ses. We may find satisfaction in driving a fast car that handles well, for
example, even if we have no interest in an auto race with our neigh-
bors. Yet qualities like speed and handling are inescapably relative.
Today a fast sedan is one that will accelerate from zero to sixty miles
per hour in less than seven seconds. In 1925, by contrast, a car was
considered fast if it would eventually reach sixty. No matter which era
we consider, however, only a limited number of cars can attain su-
perlative status in any category. Thus, if the elapsed times in accelera-
tion tests were suddenly to rise by half for every automobile, the
owner of a Porsche 911 Turbo would still derive the same satisfaction
as before from driving one of the fastest cars on the road.

By its very nature, the demand for top rank can be satisfed by only
a limited number of products in any given category. And this, together
with the fact that people are often willing to pay substantial premiums
for top-ranked products,’® often gives rise to intense winner-take-all
competitions between the aspiring suppliers of those products.

Even consumers who profess no interest in consumption compar-
isons per se will nonetheless often have much at stake in how their
consumption compares with that of others. This is especially true
when people care what others think of their ability. For example, at-
tributes like intelligence or productivity are only imperfectly observ-
able, and job seekers in particular stand to lose much if evaluators



42  The Winner-Take-All Society

underestimate them. Hence their interest in relative consumption, for
in competitive markets, there is a positive correlation between ability
and earned income and in turn between earned income and observ-
able consumption items like clothing, automobiles, and houses. An in-
vestment banker, for example, would be ill advised to wear a polyester
suit when meeting an important client for the first time.

Gifts and Special Occasions

Similar issues arise in connection with gift giving and the celebration
of special occasions. As economist Richard Layard once put it, in a
poor society a man can prove to his wife that he loves her by giving her
a rose, but in a rich society he must give a dozen. To celebrate a special
occasion, people search not for an average restaurant meal or bottle of
wine but for oncs that are special. As New York restaurateur Alan Still-
man describes this phenomenon: “On any given day in New York,
hundreds of major business deals are closed, deals worth millions of
dollars. On any given day, dozens of people get big promotions, huge
law fees or court settlements. When they celebrate at a dinner or
lunch, cost literally is no object. They order the most expensive wines
we have.”3! A 1982 Chiteau Petrus for four hundred dollars a bottle?
No problem. But although every vintner and every restaurateur would
be delighted to be chosen on celebratory occasions, only a limited
number can ever attain that status. With gifts, likewise, the rule of
thumb is that the more important the occasion, the more we plan to
spend. And as before, the emphasis is on relative quality: We give two
ounces of Russian caviar, not forty pounds of frozen whitefish costing
the same amount; one silk undergarment, not an equivalent dollar
purchase of Fruit of the Loom cotton underpants. A young man gives
his fiancée a half-carat diamond, not the thirty-carat gamet that he
could buy for the same money, and so on. In each of these cases, the
result is to concentrate demand on a handful of top suppliers.

Avoidance of Regret

The demand for a front-rank product or service may also stem from a
desire to avoid regret over possible adverse outcomes attributable to
having bought less than the best. Thus when you buy the highest-rated
brand of tires, you needn’t second-guess yourself when you have an
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accident caused by a blowout. One leading manufacturer banks on
precisely this motive when it spends millions on television ads showing
a baby sitting atop a tire as the voice-over urges viewers to “buy
Michelins because so much is riding on your tires.”

Similarly, the manager who hires the blue-chip consulting firm insu-
lates herself from the criticism she would face if a regulatory issue
were decided adversely. Sometimes choosing the premium consultant
may be warranted because of the high stakes of the contested issue.
But even when the stakes are not high, managers will of ten want to be
able to cover themselves by having done everything possible in the
event of an unfavorable outcome. In genuinely high-stakes arenas, this
pressure to hire the best can be all but irresistible:

“Imagine yourself a producer in charge of a very, very expensive film,”
said a top composer connected to a network of successful producers, a
freelancer who had worked with some of the biggest people on some of
the most expensive films in the seventies. “You could shop around and
see who's good but not expensive,” he explained, “but if your picture
goes down the drain, the people who are working with you, and the peo-
ple in charge, say, of distribution at Disney, Universal, Fox—wherever—
will scream, ‘Idiot, why didn’t you get the best?’ So there’s pressure to

hire a name.”32

The pressure to “hire a name” is a demand-related source of winner-
take-all markets not just in entertainment, but in many other arenas
as well.

Concentrated Purchasing Power

Another important demand-related source of winner-take-all markets
stems from the concentration of great wealth in the hands of a few in-
dividuals. The wealthiest 1 percent of American families holds roughly
37 percent of the nation’s total wealth.3> These people are able to
bring great resources to bear on behalf of outcomes they care strongly
about, and this often gives rise to what we have called deep-pocket
winner-take-all markets. Speaking of high-priced lawyers, for example,
economist Alfred Marshall noted that “a rich client whose reputation,
or fortune, or both, are at stake will scarcely count any price too high
to secure the services of the best man he can get.”>* Concentration of
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wealth also yields winner-take-all effects in markets for paintings,
sculpture, architecture, and other one-of-a-kind artistic productions.

Similar concentration exists in the distribution of valuations by or-
ganizations. Large corporations, for example, place a high value on
limiting their tax liabilities. The most talented corporate tax attorneys
are often able to reduce these liabilities by tens of millions of dollars,
and their salaries are scaled accordingly. Regulated companies may be
viewed as being in high-stakes contests with the government across an
even broader front. These contests pit the skills of company lawyers
and economists against those of the regulators, and the result is often
intense bidding for the economists and lawyers most likely to influ-
ence their outcomes. Similar behavior is triggered by decisions about
the locations of attractive government facilities, the recipients of
broadcast licenses, tariffs and quotas on imports, and other forms of
public largesse.>>

With this picture of the forces that give rise to winner-take-all mar-
kets in hand, we are now in a position to examine how the economic

environment has been changing over time.
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The Growth of
Winner-Take-All Markets

Winner-take-all markets are hardly a new phenomenon. The
renowned British soprano Elizabeth Billington, for example, eamed
between £10,000 and £15,000 in the 1801 London season,! an envi-
able sum indeed by the standards of her day. And yet the technology
of Billington’s era imposed sharp limits on her ability to reach broader
audiences.

What is new is the rapid erosion of the barriers that once prevented
the top performers from serving broader markets. In the music indus-
try, the driving force was the arrival of breathtakingly lifelike recorded
music. Changes in physical production technologies have been impor-
tant in other industries as well, but they often explain only a small part
of the picture.

More important and sweeping changes have strengthened the basic
forces that give rise to winner-take-all markets. As we will see, these
changes predict both an expansion, or a broadening of the scope, and
an intensification—that is, an increase in the dispersion of rewards—
of winner-take-all markets.
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Falling Transportation and Tariff Costs

One early and continuing change, well under way even before the ink
was dry on the Declaration of Independence, has been the decline in
the cost of transporting goods and services to market. The turnpikes
and canals of the eighteenth century, the great railroads of the nine-
teenth century, and modern trucking along the vast highway networks
of the twentieth century have each, in turn, made it possible for the
best producers to extend their offerings to ever broader domestic
markets.

More recently, technological advances in ocean shipping, the grow-
ing importance of air freight, and the steady decline of tariff barriers
have extended this phenomenon across international borders. With
the exception of the period between World Wars I and II, internation-
ally traded goods have grown as a share of output in Western countries
since the dawn of the Industrial Revolution, more than doubling since
1960 alone.2 To be a player in the tire market in northern Ohio it was
once sufficient to be the best tire maker in that part of the state. But
the well-informed consumers of northern Ohio—like their counter-
parts everywhere else—now choose from among only a handful of the
best tire producers worldwide.

The importance of transportation costs and tariff barriers naturally
varies from industry to industry. Transport costs are especially impor-
tant for products that are heavy or bulky in relation to their value.
Falling transport costs thus do much to help explain why the hundreds
of piano manufacturers at the turn of the century have now dwindled
to just a few. The cheaper a product is to transport, the more likely
that a mere handful of suppliers will dominate its global market.

Goods have become less costly to ship not only because unit trans-
portation costs have fallen, but also because goods have gotten /ighter.
In other words, there has been a general increase in the ratio of the
prices of goods, adjusted for inflation, to their shipping weights. For
example, roughly 80 percent of the cost of a computer in 1984 was in
its hardware, the remaining 20 percent in its software; by 1990 those
proportions were reversed.> More generally, the weight of U.S. export
products, per constant dollar, fell by 43 percent from 1967 to 1988.4

This movement is the result of many forces, including the move to-
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ward “mass customization”—the oxymoronic term used to describe
the mass production of individually customized goods and services. In
1993 Joseph Pine contrasted this movement with the mass production
movement ushered in by Henry Ford:

While the practitioners of Mass Production share the common goal of
developing, producing, marketing, and delivering goods and services at
prices low enough that everyone can afford them, practitioners of Mass
Customization share the goal of developing, producing, marketing, and
delivering affordable goods and services with enough variety and cus-

tomization that nearly everyone finds exactly what they want >

One publisher’s new custom electronic publishing venture is an ex-
ample of this mass customization movement. Requiring little more
lead time than for supplying conventional texts and collections of
readings, it allows professors to assemble books tailored to their exact
specifications. For instance, chapters from one text can be combined
with chapters from a second, and both then supplemented with teach-
ing aids from a third. This flexibility naturally commands a higher
price, but the premium is not large and many buyers are willing to pay
more for products that more fully meet their needs. The result is to in-
crease the worldwide demand for texts written by the publisher’s
authors.

In more general terms, one of the many effects of mass customiza-
tion is to increase the value per pound of delivered product, thus re-
ducing effective transport costs. And this, as we have seen, further
broadens the scope of domestic and international markets, further
concentrating demand for the most able producers in each category.

Computing and Telecommunications

Perhaps the most profound changes in the underlying forces that give
rise to winner-take-all effects have stemmed from technological devel-
opments in two areas—telecommunications and electronic comput-
ing. Information is essential for a market to expand in scope. Sellers
must be able to identify potential customers and persuade them to try
their products; they must also be able to communicate with, and mon-
itor the behavior of, their agents in remote parts of the distribution
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chain. Buyers, for their part, need some way to identify the offerings
that best suit their needs. They must also feel confident that the local
sales agent can speak and act on behalf of the manufacturer, which, in
turn, requires close communication between the two. Even if goods
could be transported free of charge, markets would remain highly lo-
calized unless buyers and sellers had some means to accomplish these
tasks. The global communications revolution has unleashed a host of
new capabilities that facilitate them.

Indeed, despite all that has been written about this revolution, it re-
mains difficult to comprehend how quickly and profoundly it has al-
tered the worldwide flow of information. The first transatlantic
telephone cable, which could transmit no more than 36 conversations
at one time, was not laid until 1956, and even as recently as 1966, only
138 simultaneous conversations could take place between Europe and
all of North America.

Describing the difficulty his New York headquarters had when try-
ing to make telephone contact with overseas branches in the 1950s
and 1960s, former Citibank chairman Walter Wriston says: “There
were so few international lines available that it could take a day or
more to get a circuit. Once a connection was made, people in the
branch would stay on the phone reading books and newspapers aloud
all day just to keep the line open until it was needed.”¢ Branch officers
hired squads of youths, called “dialers,” who “did nothing but dial
phones all day in hope of getting through.””

The pace of change quickened in 1966 with the launching of the
first earth communications satellite, and by 1976 the addition of the
sixth transatlantic cable had brought total capacity to four thousand
simultaneous conversations. The year 1988 saw the installation of the
first fiberoptic transatlantic cable, which by itself could carry forty
thousand additional conversations. And by the early 1990s there were
upward of 1.5 million available voice connections, a large fraction of
them carried via satellite.

These developments have been accompanied by a parallel reduc-
tion in the time required to disseminate information through other
channels. Military commanders once had to wait hours or even days to
learn the results of their initiatives. But with the minicam and satellite
uplink feeding CNN’s live coverage, both Saddam Hussein and the
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Allied pilots discovered instantly whether the bombs had struck their
targets. And whereas almost all television news footage is now broad-
cast on the same day it is taped, as recently as the 1970s more than
half was at least a day old.

The changes in our ability to process information have been no less
dramatic than the changes in our ability to communicate it. This man-
uscript was composed on a desktop computer whose capabilities, even
though two generations behind current equipment, could scarcely
have been imagined by the men who developed the first electronic
computer in 1946. Stored on its hard disk is a commercial software
program that can beat all but the world’s leading chess players, a feat
that experts not long ago confidently predicted would never happen.

At the frontiers of computing research lie still more impressive ca-
pabilities. The NSF-sponsored supercomputer at Cornell University,
for example, can process 125 billion floating-point calculations per
second. New developments in parallel processing promise to increase
that capability many times over.

With our progress in data processing has come equally rapid
progress in our ability to store and transmit large volumes of informa-
tion. A single CD-ROM can replace two thousand conventional li-
brary card-catalog drawers, and we can now digitize and transmit in
just a few minutes all of the information contained in a two-hour mo-
tion picture.

For present purposes, perhaps the most important effect of our in-
creased capacity to collect, process, and transmit information has been
to reinforce the trend toward broader markets launched by falling
transportation and tariff costs. For example, electronic media have
transformed local and national entertainment markets into genuinely
global ones. And successful American films and television programs
increasingly dominate markets worldwide.

Information technology has also been decisive in the struggle be-
tween commercial air carriers. Two of the strongest survivors of the
postderegulation era in the United States, United and American, owe
much of their success to the entrenchment of their computerized
reservations systems among the nation’s travel agents. When an agent
equipped with American’s Sabre reservation system punches in a re-
quest for flight schedules between Chicago and Dallas, for example,
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the computer screen preferentially displays American’s flights, relegat-
ing competitors to the bottom of the list. So critical is this seemingly
small advantage that American Airlines president Robert Crandall re-
marked in 1986 that if he were forced to divest either the airline or
Sabre, he would keep Sabre.8

A second, more subtle way in which the information revolution has
supported the intensification of winner-take-all markets involves the
mental-shelf-space constraints we discussed in chapter 2. Although
our ability to generate and process information electronically has
grown rapidly, our capacity as human beings to absorb and make sense
of information has changed relatively little. The amount of informa-
tion we can actually use is thus a declining fraction of the total infor-
mation available.

The abstracts alone of the papers presented at a recent meeting on
sequencing the human genome ran to more than 350 printed pages.
Richard De Gennaro, the chief librarian at Harvard, estimates that
although the college’s holdings will double during the next twenty
years, from seven to fourteen million volumes, each year’s acquisi-
tions will continue to fall as a share of the total volumes published
that year.’ One upshot is that mental-shelf-space constraints and
agenda limitations bind ever more tightly. For any given number of
sellers trying to get our attention, an increasingly small fraction in
each category can hope to succeed. Mental-shelf-space constraints
and agenda limitations thus constitute another growing source of
winner-take-all effects.

A third effect of both the information revolution and the fall in
transportation and tariff costs is an enhanced capacity to match buyers
and sellers in deep-pocket markets. When additional information is
costly to acquire or process, searching may not be worthwhile, even
when important outcomes hang in the balance. For example, the task
of visually comparing crime-scene fingerprints with prints stored in
card archives is so time consuming that many jurisdictions do not even
attempt it except for crimes involving murder, kidnap, or rape. In ju-
risdictions that have computerized facilities, by contrast, these search-
es take only minutes.

Several decades ago it was likewise often extremely difficult for
people with highly specialized interests to make contact with one an-
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other. But with the rise of electronic bulletin boards and specialty pub-
lications, this matching problem has become increasingly soluble. Wit-
ness, for example, the recent emergence of the American Gourd
Society, whose 2,500 members have a shared passion for raising
gourds and for crafting artifacts from them; or the Diving Dentists So-
ciety, which unites North American dentists interested in scuba or
other forms of diving. There is now even a Ginger Alden “Lady Super-
star” Fan Club. This organization consists of fans and friends of Elvis
Presley’s last girlfriend, a model and actress. !0

Diving dentists’ clubs and Ginger Alden fan clubs are clearly not or-
ganizations of great economic significance. But the existence of these
organizations forcefully illustrates that a search for the right product
or service is worthwhile if it can be accomplished at sufficiently low
cost. Trade magazines, specialty catalogs, 800 numbers, and electronic
bulletin boards each year put a growing number of consumers in
touch with the producers whose products best fill their idiosyncratic
demands, and for which they are therefore willing to pay premium
prices. And although the size of individual premiums is often small in
such cases, cumulatively they can spell large increases in producer in-
comes.

Consider also the related case of the hundreds of Kuwaiti oil fields
left ablaze as Iraqi soldiers fled the country near the end of the Persian
Gulf war. These fires confronted Kuwaitis with a multibillion-dollar
problem, and for help in solving it they did not confine their search to
the Middle East. As with many other high-valued services, there is
now a well-organized global market for the best oil-field firemen, and
this market led the Kuwaitis directly to the late Red Adair. In an earlier
time, Adair would have labored exclusively in the West Texas oil fields
near his home, where he originally earned his reputation as the world’s
premier oil-field fireman. With the global communication network in
place, however, he worked on only the most valuable jobs, no matter
where in the world they might be located.

The information revolution and falling transport and tanff costs
have also combined to strengthen the network effects that give rise to
winner-take-all markets. This change follows from what it means to be
part of a network—namely, that there be some form of interconnect-
edness among members. Perhaps the most explosive growth has come
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in the most literal networks of all—electronic communications net-
works like telephone, fax, and E-mail.

The number of fax machines, for example, grew from just 300,000
worldwide in 1983 to more than 8 million in 1992.!* From 1985 to
April 1994 the Internet grew from some 200 networks to well over
30,000. During the same period the number of people wired into the
Internet worldwide grew from roughly 1,000!2 to over 25 million.!? In
mid-1994 the number of Internet users and traffic flow over the net-
work were each growing from 10 to 15 percent per month.! By forg-
ing closer communications between people, these networks push us
ever closer to Marshall McLuhan'’s vision of the global village.

The growing influence of American television, films, and other
media has created international cultural and fashion networks of a
more diffuse sort. And these networks, in turn, support a variety of
growing international markets, each of which serves to extend the
reach of the most talented performers.

The Growing Role of English

Not even the most advanced electronic technologies can facilitate
communication if people do not share a common language. The very
existence of cheap means of communication appears to have acceler-
ated the emergence of English as the de facto international language,
and, with it, the further expansion and intensification of winner-take-
all markets:

When an Argentine pilot lands his airliner in Turkey, he and the ground
controller talk in English.

When German physicists want to alert the international scientific
community to a new discovery, they publish their findings in English-lan-
guage journals.

When Japanese executives cut deals with Scandinavian entrepreneurs
in Bangkok, they communicate in English. . . .

When pop singers from Hong Kong to Heidelberg ring out their
songs, the lyrics as often as not are in English.13

English is the native language in twelve countries and is used as a
medium to conduct official government business in thirty-three oth-
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ers. It is now a required or widely studied subject in the schools of at
least fifty-six additional countries. More than one person in seven
worldwide speaks English as either a first or second language. More
than 80 percent of all information stored in computers around the
world is stored in English.!6 English has already become the language
of choice for the international business community; and to the great
dismay of the French and others, the European Community will con-
duct much of its official business in English.

The growing importance of English affects the forces that give rise
to winner-take-all markets in at least two important ways. First, it joins
the information revolution and falling transport and tariff costs in sup-
porting a broader scope of international markets. A second effect, also
a consequence of putting more people into effective contact with one
another, is to strengthen the various network relationships we have
discussed.

Innovation in Production Methods

Adam Smith was the first to recognize formally the enormous gains in
productivity that arise from the division and specialization of labor.
He illustrated the basic idea with this classic description of work in a
small Scottish pin factory:

One man draws out the wire, another straightens it, a third cuts it, a
fourth points it, a fifth grinds it at the top for receiving the head; to
make the head requires two or three distinct operations . . . I have seena
small manufactory of this kind where only ten men were employed . . .
[who] could, when they exerted themselves, make among them about
twelve pounds of pins in a day. There are in a pound upwards of four
thousand pins of middling size. Those ten persons, therefore, could
make among them upwards of forty-eight thousand pins in a day. Each
person, therefore, making a tenth part of forty-eight thousand pins,
might be considered as making four thousand eight hundred pins in a
day. But if they had all wrought separately and independently, and with-
out any of them having been educated to this peculiar business, they cer-
tainly could not each of them have made twenty, perhaps not one pin in

aday..."V7
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In addition to supporting greater productivity, the division and spe-
cialization of labor also gives rise to winner-take-all markets. To be
sure, the enormous gains in productivity have meant higher incomes
even for society’s poorest workers. In relative terms, however, those
who specialize in highly repetitive production tasks have been the
losers in this process, while those who oversee the results have been
the winners. Payments that once accrued to a multitude of skilled
workers increasingly flow toward the much smaller number of design-
ers, executives, financiers, and others whose efforts are responsible for
the new automated processes.

Adam Smith also recognized that the division and specialization of
labor is limited primarily by the scale of the relevant market. Large
markets support high levels of specialization; small markets do not:
“In the lone houses and very small villages which are scattered about
in so desert a country as the Highlands of Scotland, every farmer must
be butcher, baker, and brewer for his own family.”!8

Since the earliest days of the Industrial Revolution, growing urban-
ization facilitated ever finer specialization of labor and the develop-
ment of complementary machinery. More recent technological forces
that broaden the scope of markets have pushed this process yet anoth-
er step. These same forces have thus contributed not only to the ex-
pansion of winner-take-all markets, but also to their intensification.

Before World War II, automated production equipment performed
only the tasks of the least skilled workers. Strong backs continue to be
displaced by machinery, but we now see programmable industrial ro-
bots that displace even highly skilled craftsmen, often doing their in-
tricate work not only faster but to a higher quality standard as well.
The result has been a reduction in demand for craftsmen and an in-
crease in demand for the designers of the robots that replace them.

Perhaps the most significant change in production methods is that
the new machines not only perform the work but also gather, record,
and transmit detailed information about what they are doing. As
technology analyst Shoshana Zuboff describes the change: “The same
technology simultaneously generates information about the underly-
ing productive and administrative processes through which an
organization accomplishes its work. It provides a deeper level of trans-



The Growth of Winner-Take-All Markets 55

parency to activities that had been either partially or completely
opaque.”!?

The newly available information, Zuboff argues, will have profound
effects on the ways in which businesses are organized and managed.
One change is that the middle managers whose job it was to monitor
production will occupy fewer slots on the organizational charts.
Zuboff also argues that the need to anticipate and respond to rapidly
changing environmental conditions will concentrate additional power
in the hands of what she calls the organization’s “intellective skill
base.” We may thus be witnessing the emergence of a new class of
winners on the industrial scene—the “symbolic analysts,” to use Sec-
retary of Labor Robert Reich’s term:

Included in this category are the problem-solving, -identifying, and bro-
kering of many people who call themselves research scientists, design
engineers, software engineers, civil engineers, biotechnology engineers,
sound engineers, public relations executives, investment bankers,
lawyers, real estate developers, and even a few creative accountants.
Also included is much of the work done by management consultants, fi-
nancial consultants, tax consultants, energy consultants, agricultural
consultants, armaments consultants, architectural consultants, manage-
ment information specialists, organization development specialists,
strategic planners, corporate headhunters, and systems analysts. Also:
advertising executives and marketing strategists, art directors, architects,
cinematographers, film editors, production designers, publishers, writ-
ers, and editors, journalists, musicians, television and flm producers,

and even university professors.20

No matter what new organizational forms ultimately emerge, the
cumulative effect of these changes will be to increase still further the
leverage of the economy’s most able performers.

The Erosion of Rules That Limit Bidding for the Best

Before there can be large and concentrated rewards in a winner-take-
all market, not only must the top performers generate high value, but
also there must be effective competition for their services. Yet in many
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markets, a variety of formal and informal rules traditionally prevented
such competition.

Most major sports leagues in the United States, for example, once
maintained restrictive agreements that prevented team owners from
bidding for one another’s most talented players. In the wake of Andy
Messersmith’s successful challenge of baseball’s reserve clause, how-
ever, these agreements have toppled one by one. By now, players have
won at least limited free agency rights in all the major professional
team Sports.

There have been parallel changes in the rules governing payments
in individual sports. Amateur status, for example, is no longer re-
quired for competing in the Olympics. And under the rules of the new
Association of Tennis Professionals (ATP) tour, players are no longer
prohibited from accepting guarantees and appearance fees.

Unlike the owners of professional sports teams, business owners
were never subject to formal sanctions against bidding for one anoth-
er's most talented employees. But informal norms often seemed to
have virtually the same effect. Under these norms it was once almost
universal practice to promote business executives from within, which
frequently enabled companies to retain top executives for less than
one-tenth of today’s salaries.

The antiraiding norms of business have recently begun to unravel.
As recently as 1984, the business community expressed surprise when
Apple hired a new chief executive with a background in soft-drink
marketing. But since then interfirm and interindustry boundaries have
become increasingly permeable, and business executives are today lit-
tle different from the free agents of professional sports. Firms that fail
to pay outstanding executives their due now stand to lose them to ag-
gressive rivals.

Deregulation has provided an additional source of increased com-
petition in the airline, trucking, banking, brokerage, and other indus-
tries in the United States. Added to that has been the increased threat
of outside takeovers resulting from the introduction of junk bonds
and other new sources of financial capital. These developments have
increased the potential damage that could result from poor perfor-
mance, making it all the more important to bid for the most talented
players in key positions.
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The Rise of Independent Contracting

Several factors have caused traditional employment contracts to be in-
creasingly replaced by independent-contractor relationships. Electronic
communications, for example, make it possible to work in remote sites
and still remain in effective contact with other team members. Advances
in information processing have also reduced the overhead costs associ-
ated with independent-contractor status. Computer software can now
bill clients electronically, keep accounts in order, and file tax retums.
The rising costs of health care and other fringe benefits, together with
increasing exposure to tort liability, have given firms additional incen-
tives to deal with independent contractors rather than employees.

One immediate consequence of this shift has been to tie the work-
er’s pay much more closely to the economic value of what he or she
produces. When people work as employees of large firms, their com-
pensation is typically determined by bureaucratic personnel formulas
that link pay to seniority, education, job title, and a variety of other
easily measured characteristics. Within any given category, pay usually
varies little among individuals, even in the face of substantial individ-
ual variations in productivity. Under this traditional system, the most
productive employees in a group effectively subsidize the least pro-
ductive.?! The move to independent-contractor status eliminates this
subsidy, and enables the most productive individuals to come much
closer to capturing their full market value.

Changes in the Level and Distribution of Income

Although the rate of income growth has declined since the early
1970s, real per capita income in the United States was nonetheless
more than 11 percent higher in 1989 than it had been a decade earlier.
When income rises, patterns of demand change. Spending on some
goods—necessities like food and work clothing, for example—rises
less than in proportion to income. Spending on other goods, such as
fine jewelry, foreign travel, and vacation real estate, goes up more than
in proportion to the rise in income.

Positional goods are in the latter category. Again, these are goods
whose value depends in large measure on how they compare with
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goods consumed by others—in brief, goods that confer status. Status
matters in both rich and poor societies, but people devote a larger
share of their incomes to positional goods in rich societies. As we
noted in the last chapter, demands for positional goods give rise to
winner-take-all markets because only a limited number of producers
can credibly claim to have the best offering in any category. So as in-
come grows and, with it, the demand for positional goods, the payoff
to supplying these goods will also grow.

Reinforcing this effect have been significant changes in the distribu-
tion of income. The pretaxincomes of the top 1 percent of U.S. earners,
for example, grew by 104 percent from 1977 to 1989, a period during
which the median income rose less than 7 percent.?? At the same time,
tax rates on the top eamers have fallen since the 1960s. Whereas the
marginal tax rate on the highest incomes was 91 percent when John F.
Kennedy took office in 1961, it was only 28 percent when Ronald Rea-
gan left the presidency in 1989. The tax legislation enacted in the early
part of the Clinton administration has moved tax rates on top U.S. in-
comes slightly higher, but even with these changes, personal disposable
income is now much more concentrated at the top than it was several
decades ago. The effect of this distributional change is to bolster still
further the demand for positional goods, and thus to concentrate de-
mand still further on the handful of producers who supply them.

The Amplifying Effect of Social Context

In later chapters we will attempt to trace the effects on earnings of
changes in the forces that give rise to winner-take-all markets. Anyone
making such an effort needs to be mindful of the importance of social
comparisons in pay determination. We touched on this subject briefly
when we discussed the effect of independent contracting on market
salaries.

There we noted that people tend to be more concerned about how
their salaries compare with those of closely associated coworkers than
with those of people who work outside their organizations. Yet com-
parisons with outsiders also matter. And they matter especially for
people who occupy unique positions—for whom reference standards
are therefore unlikely to be available within the firm. The only reason-
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able reference standard available to CEOs, for example, is the salary
distribution of other CEOs. Similarly, an investment banking firm has
only one chief economist, an orchestra has only one first violinist, a
baseball team has but one starting catcher, a television network has
only one news director, and a basketball team has just one coach.

External pay comparisons matter not only because of individual
concerns about equity, but also because it is of ten hard to measure the
value of an individual’s contribution to the firm's bottom line. That
Wayne Gretzky helped the Edmonton Oilers win four Stanley Cups is
beyond question. Yet no one can say precisely how much he helped
them. That Lee Iacocca rescued Chrysler from bankruptcy and greatly
enriched the corporation’s shareholders is likewise beyond question.
Yet in his case, too, no one knows just how much he enriched them.
And hence the natural tendency of compensation committees to rely
on external benchmarks.

The upshot is that the pay of unique employees depends not only
on direct estimates of the value of their contributions but also on the
actual pay received by similarly situated outsiders. There is, in effect,
an element of social construction to pay determination. Thus a change
in any one individual’s productivity affects not only that individual’s
pay but also the pay of others; and the resulting movements in their
pay in turn induce additional movements in the prime mover’s pay.

Self-reinforcing processes of this sort are a prominent feature of the
mathematical literature on chaos. For our purposes their significance is
that even small changes in the forces that give rise to winner-take-all mar-
kets may be strongly amplified through the social comparison process.

Countervailing Effects: The Boutique Movement

Of course, not all the economic changes of the past century have been
hostile to lesser-ranked performers. Computerized typesetting, for in-
stance, has enabled publishers to bring niche books to market with
smaller print runs than was ever possible before. Likewise, the same
information revolution that has given us the Diving Dentists Society
often enables buyers to desert large firms in favor of smaller specialty
suppliers. This tendency is reinforced by growth in real incomes,
which historically has supported consumer appetites for greater vari-
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ety. The clearest manifestation of this trend has been the flowering of
the boutique movement, a process whereby specialty suppliers have
stolen market share, especially among upper-income buyers, from tra-
ditional mass merchandisers.

In some cases, these countervailing forces may transform a large-
scale winner-take-all market into several smaller ones—an offset, in
our terms, to the intensification of winner-take-all markets that results
from other forces. The boutique movement in effect compresses the
gap between the top earners and others.

At the same time, however, the boutique movement is itself subject
to many of the same forces that have given rise to consolidation and
intensification in other areas. Once small independent microbreweries
demonstrated the profitability of specialty beers, for example, large
national breweries began producing and distributing similar beers
under their own specialty labels. Likewise, once affluent shoppers
began leaving traditional department stores in favor of independent
specialty clothing shops, the national chains began to partition large
portions of their floor space into in-house specialty boutiques.

Even when boutique sellers remain small, moreover, the movement
makes it possible for many people with special talents to command
premium rewards in the marketplace. In these cases the boutique
movement itself contributes to both the expansion and the intensifica-
tion of winner-take-all markets.

It is possible, too, that the growing boutique movement may pro-
vide additional competition for the top performers in existing large or-
ganizations. In television, for example, the growing number and
availability of cable channels might influence the salaries of current
network star performers in two offsetting ways. By fragmenting the
audience, these channels might make any given performer’s drawing
power less valuable. Countervailing this pressure, the presence of ad-
ditional players in the game, each aspiring to capture audience shares
from rivals, might drive star performers’ salaries even higher. The
question of the extent to which these opposing forces have actually al-
tered the distribution of economic rewards in specific industries is of
course empirical.

e
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Runaway Incomes at the Top

By the end of 1994, Steven Spielberg’s Jurassic Park had grossed nearly a
billion dollars, making it by far the biggest box-office bonanza in film histo-
ry. Spielberg himself headed Forbes magazine's list of the top earners in the
entertainment industry, with 1993-94 income of more than $330 million.
A growing number of CEOs now earn comparable amounts and a handful
of Wall Street money managers take home even larger sums. Multimillion-
dollar annual paychecks have also become increasingly common in athlet-
ics, law, journalism, consulting, publishing, and a host of other domains.

These trends are consistent with our claim that winner-take-all mar-
kets have expanded and intensified. For a small group of illustrative
cases, we will now argue that changes in the forces responsible for
growth in these markets do indeed appear to be linked to the runaway
earnings of top performers. None of these cases is meant to be defini-
tive. Rather, our claim is that, taken as a whole, the pattern they trace
is consistent with the view that winner-take-all markets are a phenom-
enon of growing importance.

Book Publishing

Changes in the distribution of rewards in the publishing industry have
been driven in part by changes in the ways information about books is
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disseminated. National best-seller lists and television talk shows have
become increasingly prominent in the marketing of books, with the re-
sult that publishers feel increasing pressure to invest in book tours and
related promotional activities. The best-seller lists by definition, and
the promotional investments in fact, are concentrated on only a small
proportion of titles.!

Also important has been the explosive growth of chain retailing.
Book retailing was once a cottage industry run by thousands of inde-
pendent entrepreneurs, each with an idiosyncratic sense of what titles
might interest local readers. These bookstores have increasingly given
way to large conglomerate chain outlets, such as Whldenbooks and
Barnes & Noble. The four largest book chains accounted for almost
40 percent of total sales in 1991, more than triple their market share
in 1972. Waldenbooks, which had only sixty-nine stores in 1969, had
more than twelve hundred by 1993.2

The chains rely heavily on high turnover of best-sellers, and tend to
stock almost identical titles in shops of a given size—in contrast to the
more diverse lists of the independent operators. Where it was once
common to see scores, if not hundreds, of titles on display in a store
window, these spaces increasingly feature only a few authors, whose
latest books are displayed in stacks of fifty or a hundred copies.

Editors and publishers explicitly recognize the increasingly all-or-
nothing character of the business. In the late 1970s Aaron Asher, then
editor in chief at Farrar, Straus & Giroux, had this to say about the
increasing difficulty of selling paperback rights to the titles of midlist
authors:

Now more and more of these books are not being bought at all by the
paperback houses. It’s not merely that the mass-market publisher who
has laid out a million dollars for a blockbuster can’t afford the additional
money to buy ten middle books for five thousand dollars apiece—that’s
adrop in the bucket to him. The roonz isn’t there. The investment, the
energy, all the thinking in a paperback house are geared to the book that
it can make a killing on. Everything else is secondary.

Another important change in the publishing industry has been the
erosion of informal norms that once bound authors to their editors
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and publishers for extended periods. One result of these norms was
that best-selling authors received the same royalty rates as other au-
thors, which meant that the high revenues from their work were
spread, in effect, among midlist authors. Publishing houses, however,
are increasingly in the hands of bottom-line-oriented conglomerates;
and authors are increasingly represented by agents who shop for the
most favorable contracts. The effect of these changes has been to shift
rewards from midlist to best-selling authors.

Of course, not all the relevant changes in the publishing industry
have worked to the advantage of best-selling authors. On the physical
production side, as noted earlier, computerized typesetting helps
make smaller niche books economically feasible. On the distribution
side, Random House has tried to compensate for the chain stores’ un-
willingness to stock midlist titles by producing a catalog with annotat-
ed listings of current titles in print, any of which can be shipped within
days to buyers who call an 800 number. More recently, some of the
major chains, and some independents as well, have been constructing
“superstores,” warehouselike facilities that stock upward of 250,000
titles. As we will see, however, these countervailing forces do not
appear to have prevented a sharp increase in rewards to best-selling
authors.

The competitive logic of the publishing industry tells us that the
lion’s share of the rewards from any manuscript with a good chance of
becoming a best-seller will be captured by the author. Book buyers sel-
dom know, and even less care, which companies publish the books
they read. Their primary interests are the subject, the author, and the
quality of the manuscript. Any one of a large number of competing
publishing houses can do the job of producing the book and distribut-
ing it. And so the well-known author with a good manuscript sits in
the driver’s seat.

The truth of this claim has always been evident in the paperback
segment of the publishing industry. The surest prediction that a manu-
script will be commercially successful in paperback form is that it has
already succeeded in the hardcover market. In 1968 Fawcett paid
$410,000 for the rights to Mario Puzo’s The Godfather. In 1972 Avon
paid $1,100,000 for the rights to Jonathan Livingston Seagull, by
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Richard Bach. Colleen McCullough’s The Thorn Birds fetched
$1,900,000 from Avon in 1976. In 1978, New American Library
(NAL) paid $2,550,000 for Mario Puzo’s Fools Die.4

As competitive pressures intensified, large paperback auctions were
consummated for manuscripts that had not yet even appeared in hard-
cover, and for which, therefore, there could be no reassuring market
evidence. In September 1979, for example, Bantam paid more than
$3,200,000 for the paperback rights to Judith Krantz's Princess
Daisy—then the highest amount ever paid for paperback rights—even
though the book was not scheduled for hardcover release until the fol-
lowing March.

Bantam'’s payment to Krantz, widely reported in the press, sent
shock waves through the publishing industry. “It’s revolting,” said
Roger Straus of Farrar, Straus & Giroux.”> Yet given the success of
Krantz's first novel, Scruples, which sold more than a million copies in
hardcover, and the confident judgment that Princess Daisy was an even
better manuscript, Bantam was not greatly at risk despite its
$3,200,000 commitment. At a sale price of $3.50 a copy and a printing
cost of only 13 cents a copy (in print runs of one million copies), Ban-
tam stood to collect roughly $1.00 per copy after paying all distribu-
tion and royalty expenses. Bantam already had three million
paperback copies of Scruples in print, with the prospect of an addition-
al wave of sales once the six-hour television miniseries based on the
book was aired. The paperback version of Princess Daisy would reap
similar benefits from the release of the feature film based on the book.
If the book came even close to expectations, Bantam would do fine.
And in the end, Bantam came out very well indeed. Princess Daisy
went on to sell more than seven million copies in paperback.

With Bantam'’s experience in mind, authors and their agents saw
the prospect of even larger sums from publishers. And indeed, com-
petitive pressures pushed the bidding well into seven figures not just
for paperback rights to completed works, but for hardcover rights to
manuscripts not yet even written. In January 1986, for instance, the
William Morrow Company, having seen only a few draft chapters, bid
$5 million for the rights to James Clavell's Whirlwind.

This deal also struck observers at the time as a shockingly impru-
dent investment. But Clavell’s Shogun had been an enormous hit, and
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if Whirlwind did as well, Morrow would make back its advance and
then some. As it turned out, however, Morrow ended up losing money.
Even though Whirlwind could have been considered an enormous
success by ordinary commercial standards—twenty-two weeks on the
New York Times best-seller list, four of them at number one—a merely
“successful” book simply doesn’t generate $5 million in net revenues.

Industry executives have begun to bid with greater caution. The
days of the “nearly sure bet” for publishers appear to be over. Even so,
authors with consistent track records have continued to receive
sharply escalating advance payments. And for such authors, it has be-
come increasingly common to sign multibook contracts involving
books that have not even been outlined. In 1990 Viking gave Stephen
King $40 million for the rights to his next four books, and in that same
year, Delacorte paid Danielle Steel approximately $60 million for her
next five novels.

Increasing concentration is evident even among authors who make
the best-seller lists. Forinstance, the authors of only two of 1978's five
top-selling titles had appeared at least once on the top-ten lists of the
preceding five years—James Michener (two top-ten appearances in
the last five years) and Sidney Sheldon (one). By contrast, all five of
1990’s top five had: Danielle Steel (eight appearances), Stephen King
(seven), Sidney Sheldon (three), Robert Ludlum (two), and Jean Auel
(one). Five of 1978's ten top-selling authors appeared among the top
twenty in the previous five years, compared to nine of the top ten in
1990. In the spring of 1993, John Grisham had not only the number
one book on the New York Times hardcover fiction list, but also the
top three books on the Times paperback fiction list. Doubleday made
a profit of some $14 million from sales of his The Pelican Brief.6 By
April 1995 Grisham had more than fifty-five million books in print.

Professional Tennis

Professional tennis provides a clear illustration both of how technical
forces have amplified the economic value of key performers and of
how changes in the rules have enabled these players to capture higher
salaries.” In tennis, as in most other sports, revenues were once gener-
ated largely by the sale of tickets to fans who watched matches in per-
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son. But since the 1970s, tennis has joined other major sports in deriv-
ing a rapidly growing share of its revenues from the sale of television
rights. For example, more than three times as many hours of profes-
sional matches were televised in 1987 than just a decade earlier.

With the growing role of television, the relative earnings of top-
ranked players have risen sharply. In 1980 the average earnings of the
top ten players, including endorsement fees, were roughly twelve
times the average earnings of players ranked forty-one through fifty.
By 1987 that ratio had grown to almost thirty.

Most tennis matches shown on network television involve at least
one player ranked in the top ten. The exposure received by these play-
ers has created a lucrative endorsement market, which for the top
players often yields annual earnings of several times their tournament
winnings. Endorsement earnings fall off sharply outside the top ten,
and few players outside the top fifty receive significant cash income
from endorsements.

Earnings from exhibition matches are not readily available, and
thus could not be included in our estimates of the returns to top-
ranked players. Fragmentary information suggests, however, that exhi-
bition earnings are even more highly skewed than endorsement
eamnings.

In 1990 the men’s professional tour was reorganized in a way that
has still further concentrated rewards in the hands of top players. Well
aware that they were not capturing revenue in proportion to their eco-
nomic clout, the top men'’s players broke away from the Men’s Tennis
Council, the sport’s existing governing body, to form the independent
ATP tour. From a distributional perspective, the most important
change implemented by the new tour was the legalization of appear-
ance fees—guaranteed payments to individual players in return for
their agreement to appear in specific tournaments. This change has
enabled competing tournament directors to bid openly for the handful
of top players whose name recognition guarantees sellout crowds and
valuable television contracts. Appearance fees are often much larger
than the tournament prizes themselves. For example, Andre Agassi’s
two-hundred-thousand-dollar appearance fee for the 1993 San Fran-
cisco ATP tournament was almost five times the amount he received
for winning that event.
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Executive Compensation

Following the death of Walt Disney, the entertainment conglomerate
he founded was taken over by his son-in-law Ron Miller, a former pro-
fessional football player with the Los Angeles Rams. The company lan-
guished under Miller’s leadership, and in the autumn of 1984 the
board replaced him as CEO with Michael Eisner, then the highly re-
garded number two executive at Paramount Pictures.

There ensued a period of spectacular financial success for Disney.
The company’s earnings rose from 15 cents per share in the fiscal year
just before Eisner’s appointment to $6 per share in the fiscal year end-
ing in September 1990.° Eisner’s performance has been handsomely
rewarded. As former compensation consultant Graef Crystal describes
the Disney chief’s pay package:

In 1990, he received- a bonus of $10.5 million in addition to his
$750,000 per year base salary. But the real payoff has come from his
stock option grants. . . . Calculated off a late March 1991 market price
of $119.25 per share, his unexercised option gains were likely on the
order of $240 million. And as of March 1991, he still had more than
three years of time remaining on his 1984 option grants and almost eight
years on his 1989 grants. I once asked one of Eisner’s key subordinates
why Eisner seemed to be interested in amassing so much money. He said
he thought that Eisner wanted to amass one of America’s great family
fortunes, on the order of the Rockefellers, Mellons, and duPonts. He
appears to be well on his way.!0

Although Eisner has clearly done well even by the lofty standards of
CEO pay, he is by no means a fraternity of one. Brookings Institution
scholar Margaret Blair reports that whereas CEOs earned approxi-
mately twenty-three times what engineers earned in the early 1980s,
and seven times what Supreme Court justices earned, these pay differ-
ences had nearly doubled by 1992.1!

According to Crystal’s estimates, the surge in executive compensa-
tion began well before the 1980s. He reports that whereas the typical
head of a large American corporation “earned total compensation (ex-
cluding perquisites and fringe benefits) that was around 35 times the
pay of an average manufacturing worker in 1974, a typical CEO today
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earns pay that is around 120 times that of an average manufacturing
worker and about 150 times that of the average worker in both manu-
facturing and service industries.”!2 In a sample of two hundred of the
largest United States corporations, Crystal estimated current average
CEO pay, including the value of stock options and other incentives, at
$2.8 million per year. The top twenty CEOs on the Business Week tab-
ulation for 1993 all made more than $10 million, led by Eisner with
$203 million (which, the magazine reported, was nearly as large as the
GNP of Grenada).

Crystal and other critics have argued that there is little economic
sense to the vast increases in compensation for CEOs, claiming that
the increases are the result of cozy dealing between management and
directors, and thus come directly out of shareholders’ pockets. Share-
holder abuse undoubtedly does occur in specific cases. Under Ross
Johnson’s “leadership,” for example, RJR-Nabisco maintained a large
fleet of corporate jet aircraft (the “RJR Air Force”) used to ferry exec-
utives, directors, and high-profile clients to weekend retreats in the
Colorado Rockies, where they played golf with top touring profession-
als on seven-figure company retainers. According to one report, the
only passenger on one RJR-Nabisco cross-country jet was Johnson’s
dog, which was listed on the flight manifest as “G. Shepherd.”!3 Al-
though Johnson’s pay consistently placed him near the top of the Busi-
ness Week rankings throughout his tenure, the market provided stark
evidence of the cost of his stewardship when it pegged the price of
RJR-Nabisco stock at roughly half what it eventually fetched in the fa-
bled takeover.

In The Cost of Talent, former Harvard president Derek Bok argues
that shareholder abuse is not the only cause of runaway CEO com-
pensation.!¥ According to Bok, prevailing market conditions are
incompatible with effective competition for executive talent. Compa-
nies know that hiring the best CEO will often mean tens of millions
in additional profit each year, yet hiring committees can never be
truly certain which of the many attractive candidates is best.

In a world of incomplete information, the occasional conspicuous
failure is of course inevitable. But this does not signal a breakdown of
competition. Indeed, intense competition is what forces companies to
play their hunches in the market for CEOs. Because firms share large-
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ly common expectations about the quality of talent, failure to pay high
salaries will often mean losing top candidates to rival bidders. It is
newsworthy when highly paid performers fail, but isolated failures do
not support Bok’s more general claim.

Moreover, the market imperfections that Bok cites are not new.
Nor have they become more prevalent. On the contrary, improved
communications and falling transportation costs have made such im-
perfections much /ess serious now than they were several decades ago.
Buyers may not be perfectly informed, but they have more informa-
tion than they used to, and this makes it more difficult for renegade
sellers to outrun their bad reputations. Similarly, with increased vigi-
lance on the part of institutional shareholders and a growing threat of
hostile takeovers, the latitude for executive pay abuse should be
shrinking rather than growing. Granted, mediocre executive perfor-
mances are sometimes rewarded with high salaries, as in the celebrat-
ed instance of former General Motors CEO Roger Smith. But as
Smith and his immediate successor, Robert Stemple, can attest, exec-
utives who fail to deliver on the corporate bottom line cannot expect
to remain in command indefinitely.

The other essential element in Bok'’s story is the social ratification
of greed he identifies with the 1980s, which made huge salaries more
acceptable than they once were. According to Bok the same market
imperfections that produce such large salaries today might also have
done so in the past had it not been for social norms that kept inequali-
ty at bay.

Bok is surely correct that social forces influence salaries. Who
would deny that a corporate board would find it easier to approve a
multimillion-dollar CEO compensation package if such contracts
were the rule than if theirs were the only one? But by itself this cannot
explain how seven-figure salaries became common in the first place.
Bok seems to assign responsibility to the free-market values of the
Reagan administration. Yet similar values were celebrated during the
1920s and 1950s, and executive pay was a much smaller multiple of
the average worker’s salary in those decades than it is now.

We have argued that the explosion of CEO pay has resulted not
from any imperfections in competitive forces, but rather from their in-
creasing intensity. The high cost of capital during the 1980s led corpo-
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rations to restructure themselves through leveraged buyouts and stock
buyback programs. The corporate debt used to finance these pro-
grams was attractive because it could be serviced with before-tax dol-
lars (unlike profits on equity). Debt also removed much of the slack in
corporate finances, forcing managers to focus on enhancing net worth
rather than pursuing other goals. Even though the cost of capital came
down in the late 1980s, the pressure remains as corporations en-
counter ever keener competition in the global marketplace. In an en-
vironment of high leveraging and rapid change, the CEQO’s job has
become more critical than ever before.

It is doubtful, however, that these pressures alone could account
for the explosive growth in executive pay in the United States. After
all, globalization has had similar effects on the leverage of executives
in Germany and Japan, where executive compensation remains mod-
est by U.S. standards. Crystal, who estimated that U.S. CEOs earned
roughly 150 times the average worker’s salary in 1990, estimated that
the corresponding multiples were only 16 in Japan and 21 in Ger-
many.! As the experience in those countries has clearly demonstrated,
the mere fact that a top CEO contributes millions to a company’s bot-
tom line does not by itself give rise to a commensurate salary.

In order for top CEOs to capture their full economic value, a sec-
ond factor must also be present—namely, there must be open compe-
tition for their services. And here, too, big changes have been
occurring. Put simply, there has been a dramatic increase in the extent
to which American firms compete with one another for the services of
top executive talent.

In seeking the best possible chief executive, boards have increas-
ingly searched outside their own corridors. Hiring an outsider may
seem risky when things are going well, but may be necessary when a
major downsizing or restructuring is required. Once relatively rare,
moves of this sort have grown increasingly commonplace and now
scarcely raise an eyebrow. Our own study of CEOs hired by roughly
eight hundred of the largest U.S. manufacturing and service compa-
nies found a steady increase in the proportion of outside hires. Thus
from the early 1970s to the early 1990s, we estimate that the number
of new CEOs who had been with their companies for less than three
years grew by almost 50 percent.!6
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A case in point is Eastman Kodak's decision to go outside in 1993.
In the face of huge losses, the board decided to replace its chief exec-
utive, Kay Whitmore, after just three years. The company tapped
George Fisher, who in his six years as head of Motorola had “engi-
neered one of the most remarkable transformations in U.S. corporate
history, turning Motorola into a worldwide leader in microprocessors
and cellular telephones.”!?

IBM, another failing giant, had pursued Fisher earlier in 1993, but
after he turned them down, Kodak came to him with a more enticing
offer of corporate and personal opportunities. One report pegged
Fisher’s new compensation package at close to $70 million, which
would be a bargain of the first magnitude if he proved successful.
Eastman Kodak had losses of $1.7 billion during the first three quar-
ters of 1993.

If every company were to promote from within, there would be no
reason to pay the most talented senior officers what they were worth,
because they would have no place else to go. This remains the current
state of affairs in Germany and Japan, where CEOs are still promoted
almost exclusively from within, and where, as noted, CEO pay has
grown much less rapidly than in the United States.

A critically important implication of the U.S. trend toward hiring
from the outside is that it effectively breaks the implicit reserve clause
that once bound executives to their companies. Although it is still true
that more than half of newly appointed CEOs are insiders, the game has
now fundamentally changed. In the United States, leaving for an out-
side post has become an increasingly available option for the best per-
formers. To hang on to its most valued senior officers, the board must
now pay them enough to keep them from jumping ship. Elimination of
the reserve clause in baseball was an essential precondition for the ex-
plosive growth in the salaries of top players in recent years. Increased
mobility has played a similar role in the market for top executives.

The effects on executive pay of this more open system of competi-
tion will be amplified by the social forces we discussed in the previous
chapter. In an environment where multimillion-dollar compensation
packages are unheard of, compensation committees will be reluctant
to pay that much even in the face of clear evidence that their CEO is
worth it. But let some other firm try to bid that CEO away, and the
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compensation committee will quickly begin to see matters differently.
Rather than lose their CEO, they might agree to a multimillion-dollar
package, despite the fire it would draw from social critics. Once im-
plemented, this package becomes a benchmark that makes subse-
quent multimillion-dollar packages much easier to justify.

Business Consulting

With businesses facing more intense competitive pressures than ever,
they have increasingly turned to paid consultants for advice on how to
manage. AT&T, for example, paid out almost $350 million to business
consultants in 1993 alone. !8

When the CEO of a major corporation is under fire, she cannot
turn to just anyone for advice. She knows that if things continue to go
wrong, her board will want to know why she didn’t retain the best.
These pressures have created a bonanza of late for an elite handful of
consulting companies. For example, McKinsey & Co.—“the most
well-known, most secretive, most high priced, most prestigious, most
consistently successful, most envied, most trusted, most disliked man-
agement consulting firm on earth”!—had revenues of $1.3 billion in
1993, more than twice its volume only five years earlier.20 Although
McKinsey is not the largest management consulting firm, its 3,100
consultants generated an average of $387,000 in billings, the highest
of any firm in the industry.2!

McKinsey's spectacular eamings growth is by no means unique. In-
deed, its three-year growth as of 1993 was the lowest among the ten
largest consulting firms. (See table 4-1.)

The forces that drive the market for consultants are essentially the
same as the ones that drive the market for CEOs. To the extent that
these forces have increased the leverage, and hence the economic
value, of CEOs at the highest levels, they will have similar effects for
top consultants.

Motion Pictures and Television

The star system in the film and television industries is nothing new.
But growing international markets, increased revenues from sales of
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TABLE 4-1
Revenues and Growth of Top Consulting Firms

1993 Revenues  3-Year Growth Rate

Firm (8 Million) (Percentage)
Andersen Consulting 2,876 53
Coopers & Lybrand 1,351 50
McKinsey & Co. 1,300 31
Booz Allen & Hamilton 800 54
Gemini Consulting 516 128
CSC Consulting 470 96
Boston Consulting Group 340 114
A.T. Keamney 278 84
Mercer Management Consulting 134 34
Monitor 90 80

Source: John A. Byrne, “The Craze for Consultants,” Business Week, July 25, 1994, p. 65.

video cassettes and other subsidiary rights, and the unprecedented
success of several blockbuster films like Jaws and Star Wars in the
1970s launched a process that has driven star salaries to new levels.

The market for video cassettes was launched in 1977 when the
Magic Video Corporation released cassette recordings of 50 feature
films at retail prices between $49.95 and $79.95.22 Sales of video cas-
settes, which stood at only 22 million copies as recently as 1984, now
exceed 250 million copies a year and generate more than $5 billion in
annual revenue.?? Sales of rights to broadcast and cable television
have also been swelling rapidly. By 1981 Home Box Office (HBO)
had surpassed the largest theater chains to become Hollywood’s
biggest single customer, with annual purchases in excess of $180 mil-
lion. Foreign box office revenues grew more than 52 percent during
the decade ending in 1990, more than twice the estimated growth rate
for domestic revenues.?4

These new revenue sources have helped fuel an unprecedentedly
heavy round of bidding for the basic ingredients of a hit movie—a
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good screenplay, good actors, a good director, and a good musical
score. Just as authors tend to capture most of the financial rewards in
publishing, screenwriters, actors, directors, composers, and a handful
of other key players tend to capture the payoffs from hit movies. As
the revenues generated by the biggest hits rose, so did the payoffs to
these top performers.

As Harold Vogel wrote in his 1986 book, Entertainment Industry
Economics:

By hiring pcople whose ability to attract large audiences has already
been proved, a producer can gain considerable financial leverage. It may
be less risky to pay a star $1.5 million than to pay an unknown $100,000;
the presence of the star may easily increase the value of the property by
several times that $1.5 million salary through increased sales in theatrical
and other markets, whereas the unknown may contribute nothing from
the standpoint of return on investment.?

Economic theory tells us, however, that if it is clearly better to hire a
star at $1.5 million than an unknown at $100,000, then the star is ac-
tually underpriced. And there is evidence that, even at several million
dollars per film, the salaries of top stars were indeed too low in the
early 1980s. In an illustrative budget for a blockbuster film produced
in 1979, Leedy used a figure of $2 million for the “major lead actor.”26
In 1987 Twentieth Century-Fox paid Bruce Willis, then the star of the
hit television series Moonlighting—but an actor without a single signif-
icant movie credit—$5 million for the lead role in Die Hard. In 1988
Arnold Schwarzenegger received $11 million for Tota/ Recall, and in
1990 Michael Douglas got $15 million for Basic Instinct.??
Schwarzenegger received $15 million (plus a percentage of gross re-
ceipts) for True Lies in 1994; the same amount went to Eddie Murphy
for Beverly Hills Cop 3 and to Bruce Willis for Die Hard 3. Even child
star Macauley Culkin received $8 million for his appearance in Getting
Even with Dad. Mel Gibson and Kevin Costner now command more
than $10 million per film, a sharp increase from just a few years earli-
er; when profit shares are included, their total compensation per film
sometimes tops $25 million.28

Screenwriters who just a few years ago got $250,000 for a screen-
play are now paid well over a million dollars.?? For example, Shane
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Black, who wrote the screenplay for Lethal Weapon, received $1.75
million for the script for The Last Boy Scout.3® Joe Eszterhas got $3
million for his screenplay for Basic Instinct.>! Richard Donner, director
of Lethal Weapon, now asks $4 million per film plus revenue sharing,
James Cameron got $6 million for directing Termzinator 2.

As in publishing, the bidding has escalated to the point where hir-
ing the top talent is no longer any assurance of a successful project.
Among some of the recent big-budget losers: Hudson Hawk, starring
Bruce Willis; Days of Thunder, starring Tom Cruise; Dick Tracy, star-
ring Warren Beatty and Madonna; and even the one film that seemed
to have every possible ingredient for success—Warner Brothers’ The
Bonfire of the Vanities, based on Tom Wolfe’s best-selling novel, star-
ring Tom Hanks and Bruce Willis, and directed by Brian De Palma.?2

To anyone familiar with the competitive logic of winner-take-all
markets, it will come as no surprise that the ultimate winners are not
the studios who produce high-profile films or the investors who back
them, but the handful of personnel who attract large audiences. “As
Geoffrey Holmes, a senior vice president at Time Warner Inc. puts it:
‘Wall Street brought money to Hollywood by the bucket, but it all
ended up at the Beverly Hills Rolls Royce Dealers.””33

In television as well, the growing importance of international and
syndication rights appears to have supported sharply increased de-
mand for top performers. In the winter of 1993, shortly after NBC
announced with regret that its hit series Cheers would be closing down
after thirteen seasons, the series’ lead actor Ted Danson told friends
that he had refused the network’s offer of $13 million to do another
season.> Danson’s 1993-94 salary alone would have been more than
double Cheers’s entire annual production budget a decade earlier. Also
in the winter of 1993, CBS announced the signing of late-night talk-
show host David Letterman to a three-year contract valued at more
than $42 million. Small changes in Nielsen ratings translate into mil-
lions of dollars in advertising revenues, and performers who can deliv-
er the points have enjoyed expanding economic leverage.

Film stars have received enormous salaries for many years, and so it
may seem only natural that television entertainers have achieved parity.
What is more surprising is the emergence in recent years of television
newscasters as celebrities in their own right. The networks have long
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since recognized the importance of high ratings in their nightly news
broadcast as a lead-in to their prime-time programming. This realiza-
tion has set in motion an intense competition among the network
news shows, in which the most important dimension is the anchors
themselves. Their ability to attract audiences is now clearly reflected in
their pay: ABC pays perennially top-ranked Peter Jennings approxi-
mately $7 million per year. At CBS, Dan Rather and former coanchor
Connie Chung collectively earned almost as much, while NBC’s Tom
Brokaw comes in at a bargain-basement rate of $2 million.’

The networks have also discovered that one way to beat the rising
production costs of entertainment programming is to schedule prime-
time news magazines. Footage for these shows is relatively cheap and,
with a celebrity reporter in front of the camera, the audience shares
are comparable to those of traditional dramas or sitcoms. We should
expect, therefore, that recognition of this profit opportunity should
lead to increased bidding for the celebrity hosts with proven drawing
power. And indeed it has. ABC, for example, now pays Barbara Wal-
ters $10 million annually for cohosting its popular 20/20. Diane
Sawyer receives more than $5 million for appearing on several ABC
prime-time news magazines each week. Ted Koppel, king of the late
news time slot, gets $6 million a year.’¢ All these sums are far more
than mere cost-of-living adjustments to the salaries once received by
Cronkite and Huntley and Brinkley.

Even sportscasters have become celebrities. When CBS lost its
NFL contract to the upstart Fox network, Fox and the remaining net-
works scrambled to sign John Madden, then the premier football ana-
lyst for CBS. After many rounds of bidding, Madden emerged with a
four-year contract from Fox estimated to be worth between $25 and
$30 mullion.’”

Both the Madden case and Diane Sawyer’s recent contract negotia-
tions with ABC offer an opportunity to assess the strength of the coun-
tervailing forces associated with the boutique movement discussed in
chapter 3. In the television industry, this movement is embodied in the
growth of cable channels, which might be expected to produce two
countervailing effects on the salaries of top performers. On the one
hand, by fragmenting audience sizes, the new channels might make
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the services of any given star performers less valuable; on the other,
the new channels also reduce channel loyalty and create more vigor-
ous competition for audience shares, which may drive top performers’
salaries higher than ever.

In hindsight, analysts appear to be converging on the view that the
growing number of channels makes the top stars more valuable. As in-
dustry analyst Ken Auletta recently observed:

With more channels and movies and games and home-shopping and
sports and computer bulletin boards to choose from, brand names like
Sawyer and Madden stand out. “Uniqueness and distinctiveness be-
come more important as people are confronted by multiple choices,”
Eric Ober, the president of CBS News, says. And [ABC News president
Roone] Arledge says, “If five hundred new colas were introduced tomor-
row, Coca-Cola would be more important than ever.”38

Fashion Models

In 1928 Paul H. Nystrom, then professor of marketing at Columbia
University’s business school, published The Economics of Fashion,
which to this day remains the definitive economic history of the fash-
ion industry from the late eighteenth through early twentieth cen-
turies. Nowhere in Professor Nystrom’s 521-page volume does he
refer to any fashion model by name. Models of that time posed largely
for artists’ sketches, and although there was some glamour in the
work, they were paid little and received virtually no public recognition.
Shortly after the publication of Nystrom's book, however, fashion
models began to assume a more prominent public role. Increasingly
they were photographed rather than sketched, and by the early 1930s,
the John Robert Powers agency had organized an elite cadre of models
whose faces and figures graced the covers of national publications.
But models as celebrities first came into their own with the rise to
prominence of the Conover Modeling Agency, founded in Manhattan
in 1938 by Harry Conover (with the help of a loan from former Presi-
dent Gerald Ford, then a Powers model). Conover gave his models
what were thought at the time to be catchy nicknames—Lassie New-
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land, Jinx Falkenburg, Choo Choo Johnson—and his agency staged
elaborate publicity stunts to get their names and pictures into the
media.?® Walter Winchell and Ed Sullivan mentioned them regularly in
their newspaper columns. They became known as the “Conover Cover
Girls” and were the inspiration for the 1944 Columbia film Cover Girl,
in which some of them appeared.

With this rise in public recognition came substantially greater eco-
nomic rewards. The most successful of all of the Conover models was
Anita Colby. Nicknamed “The Face,” Colby was then the highest-paid
model in the business, earning an hourly fee of $25 in the early 1940s
(about $300 per hour in 1995 dollars). A few of the agency’s other top
models at that time earned as much as $20 per hour, but most re-
ceived the standard rate of $5.

Those figures, of course, were only the beginning. Caprice Bendet-
ti, described by the New York Times in 1993 as “an average model,”
earns between $150,000 and $300,000 yearly.“® Her face has never ap-
peared on the cover of Vogue, Elle, or Harper’s Bazaar; and because
she is approaching twenty-seven, an advanced age in fashion model-
ing, it probably never will. Few people outside the fashion industry
know who Caprice Bendetti is, but Cindy Crawford, Elle Macpher-
son, Claudia Schiffer, Kate Moss, and Kristen McMenamy are house-
hold names—or, at any rate, household faces—and command daily
fees well into five figures. Schiffer, for instance, was reportedly paid
$25,000 for “a couple of laps on the runway at Macy’s Passport fash-
ion show” in October 1992.%! She and a handful of other supermodels
dominate the fashion magazine covers, earning between two and three
million dollars each year in modeling fees alone. Their earnings from
workout tapes, MTV series, and endorsements add considerably to
these totals.

Modeling is a winner-take-all market of the most extreme sort.
Contrary to the pronouncements of the New York Times, however, an
average model does not come close to earning $150,000 a year. In
fact, the annual income of most models, now as in the 1940s, is zero—
even negative, if allowance is made for money spent on portfolios and
modeling schools by the many thousands of aspiring models who
never land a professional booking. But the winners in this business are
paid ever more handsomely.
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College and Professional Team Sports

The infusion of television revenues during the past several decades
has substantially increased the revenues that accrue to the best college
athletic programs, especially those that make it to one of the presti-
gious postseason football bowl games or to the final four of the Na-
tional College Athletic Association (NCAA) basketball tournament. In
1988, for example, the NCAA paid more than $28.6 million to the 64
teams in its Division I men’s basketball tournament—including
$1,153,000 to each of the final four teams.?2 By 1990 the NCAA was
paying out $64 million to member conferences and schools under its
basketball television contract. Under the current contract, signed in
December 1994, the television rights to the tournament will cost CBS
an average of $216 million each year, 51 percent more than under its
previous contract.?? The lure of such sums has caused the athletic
budgets of major colleges and universities to escalate sharply. For ex-
ample, the University of Michigan's athletic budget, which stood at
around $3 million in 1968, had grown to approximately $20 million by
1988.

Where large prizes are at stake, whether in college athletics or in
any other arena, contestants face powerful incentives to bid for the
key resources that will enhance their chances of winning. The adminis-
trators of Texas A&M University were clearly thinking along these
lines in 1982, when they paid the then-unprecedented salary of
$375,000 to lure football coach Jackie Sherrill to their campus. Sher-
rill had demonstrated in his previous posts the ability to create a win-
ning program, and he went on to do the same at A&M, winning three
Southwest Conference titles in seven seasons.*

In short order other schools saw the logic of this move, and the
salaries of elite coaches escalated sharply further. In 1990 Rick Pitino,
the University of Kentucky men’s basketball coach, was paid more
than $800,000; the late Jim Valvano, North Carolina State Universi-
ty’s men'’s basketball coach, got $750,000; and Lou Holtz, head foot-
ball coach at Notre Dame, was paid between $500,000 and
$700,000.45

Indeed, athletic directors think that having just the right coach is so
important in big-money sports that many have now taken to buying
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out the contracts of coaches who have failed to produce winning
records. In December 1992, for example, the University of Pittsburgh
announced that it was paying Paul Hackett $500,000 to step down
after he had compiled a 13-20-1 record during his previous three
years as head football coach. At the time, Hackett had three years re-
maining on his contract. The University of Arkansas fired head foot-
ball coach Jack Crowe in the fall of 1992 after a loss to The
Citadel—only one game into his five-year contract. Crowe got a
$600,000 severance payment. His replacement was Danny Ford, who
had himself gotten a $1 million payment in 1990 to stop coaching the
Clemson Tigers.%

Evidence of the bidding for critical inputs is even more fierce in the
realm of professional sports, where players’ salaries have escalated
dramatically for the past two decades. These soaring salaries have led
critics to denounce franchise owners for their stupidity and players for
their greed. But as the logic of competition in winner-take-all markets
makes clear, neither of these attributions is necessary to account for
the observed changes in compensation levels.

For most of their history, major professional sports leagues enforced
agreements that prohibited franchise owners from bidding for one an-
other’s players. Former St. Louis Cardinal outfielder Curt Flood chal-
lenged the major league baseball reserve clause in 1970, and although
the courts ruled against him, they characterized the clause as an “aber-
ration.”¥? Further challenges ensued and, in the wake of the celebrat-
ed Andy Messersmith and Dave McNally cases in 1975 and 1976,
baseball became the first professional sport to abandon its reserve
clause. In the years since then, we have had a chance to witness the ef-
fect of free-market incentives on players’ salaries.

These salaries rose relatively slowly in the years prior to 1976 but
have escalated sharply since then. (See Figure 4-1.) The average
salary was more than 2,000 percent greater in 1993 than it was in
1976. It is now more than fifty times the average per capita income in
the United States, up from only eight times in 1976.48 Although the
pace has slackened a bit in the wake of a recent decline in national
television revenues, bidding for the most talented players remains in-
tense. On November 28, 1989, Oakland Athletics outfielder Rickey
Henderson signed a four-year contract at an average of $3 million per
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FIGURE 4-1
Average Salaries in Major-League Baseball
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Source: Major League Baseball Players Association, as reported in The Sporting News, August 8,
1994, p. 15.

year, making him the highest-paid player in the game at the time. But
between then and the 1993 season, 122 other players signed contracts
at even higher salaries.®® By 1994, there were 362 players eaming
more than $1 million.5

Because free agency has existed much longer in baseball than in
other team sports, baseball salaries tend to be the highest. Indeed,
baseball salaries have escalated to the point where even relatively weak
players receive million-dollar annual salaries. Los Angeles Dodger
shortstop Alfredo Griffin, for example, received $1 million in 1990 de-
spite ranking eleventh among National League shortstops in batting (at
.211) and being tied for first in fielding errors (with twenty-six).>!

But other team sports are rapidly generating their own stables of
multimillionaire athletes. Thus twenty-seven players in the National
Basketball Association earned at least $2 million in the 1990-91 sea-
son.’2 James Worthy of the Los Angeles Lakers was the highest paid
NBA player during the 1994-95 season at $7.2 million,>? but will soon
be surpassed by the Knicks center Patrick Ewing, whose contract calls
for $9.5 million the following year.>4 Larry Johnson’s current contract"
with the Charlotte Homnets will pay him $84 million over twelve years.

NFL players have long been the lowest-paid among the three major
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U.S. sports. But the players and owners agreed on a limited form of
free agency in 1993, and player salaries have begun to escalate accord-
ingly. John Elway, for instance, signed a four-year, $20 million contract
with the Denver Broncos in March 1993; and Dallas Cowboy quarter-
back Troy Aikman became the highest-paid player in the NFL in 1994
with an annual salary of $6.25 million.

Even hockey, which until recently lacked a network television con-
tract, has a growing group of millionaire athletes. Its highest-paid star,
Wayne Gretzky, earned more than $8 million in 1993-94.5

Prices of Luxuries

As noted in the preceding chapter, one consequence of growing in-
come inequality is that a growing share of the national income is spent
on the goods and services demanded by the rich. This predicts a
change in spending patterns: A smaller share of the national income
will be devoted to necessities like food, and a growing share to luxu-
ries like vacation homes. In tum we should see a rise in the prices of
luxuries relative to other goods, and a corresponding rise in the in-
comes of those who produce luxuries.

It is difficult to track movements in the prices of luxuries and other
positional goods because the goods that confer status in one period
are often completely out of fashion in another. There are a handful of
items, however, whose ability to signal high rank has endured for con-
siderable periods. Russian caviar, for example, has long been a staple
of the very rich, and although the sports cars manufactured by Jaguar
may have lost some of their luster in recent years, they remain power-
ful symbols of status in many countries. In late 1992 The Economist
published a study of price movements for these and several other lux-
ury goods. The Jaguar two-seater is included for the sake of continuity
despite its poor market performance in recent years. The study’s find-
ings, summarized in table 4-2, conform to the predicted pattern of
price increases well in excess of the rate of inflation.

Oil paintings by past masters are perhaps the quintessential posi-
tional goods. The prices of such paintings move erratically, with occa-
sional episodes of sharp increase or decline followed by extended
periods of stasis. Over the long run, however, prices not only have
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TABLE 4-2
The Rising Prices of Positional Goods
Average Annual

Price (year)  Price (1992) Percentage
Item (in 1992 Dollars) Increase
Russian caviar (2 0z.) 20.37 (1912) 129.00 23
Most expensive 11,143.00 (1932) 73,545.00 3.2
Jaguar two-seater
Parker Duofold 60.00 (1927) 236.00 22
fountain pen
Top-of-the-line 7,312.00 (1901)  38,380.00 1.8
Purdey shotgun
Dunhill “Rollagas” 92.00 (1958) 205.00 2.4
cigarette lighter
Louis Vuitton 422.00 (1912) 1,670.00 1.7
suitcase
Cartier Tank watch 1,223.00 (1921) 4,180.00 1.7
Index of all goods 1.00 (all years) 1.00 0.0

and services

Source: Adapted from The Economist, December 26, 1992, p. 96.

trended substantially upward, but have done so at an accelerating rate.
In a recent book, Peter Watson has meticulously documented the evo-
lution of art prices since the early 1700s.5¢ Some sample points on his
estimated trend line for the most expensive painting ever sold: in 1715
Nicolas Poussin’s The Seven Sacraments brought $121,680 in 1992 dol-
lars; Raphael's The Alba Madonna fetched the equivalent of
$1,381,613 1992 dollars in 1836; and on a May evening in 1990, be-
fore a hushed crowd at Christie’s in Manhattan, van Gogh's Portrait of
Dr. Gachet became (and remains) the most expensive painting ever
sold, at $82,500,000 ($88,533,285 in 1992 dollars). Watson estimated
that growth in the prices of the most expensive paintings accelerated
in the mid-1800s and again sharply around 1980.

The market for art has always been and probably will always remain
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a winner-take-all market. The biggest winners in this market have usu-
ally been dead for many years. But there are also winner-take-all mar-
kets on an only somewhat smaller scale for the works of the best living
painters in every era. For example, Jean Meissonier’s Friedland, which
sold for £13,500 in 1887 ($1.5 million now), made him the most ex-
pensive living painter of his day, and a wealthy man even by current
standards.”’

The evidence we have examined is fragmentary, and much of it is
anecdotal. But as we are about to see, its general pattern is consistent
with more systematic evidence on how incomes have changed over
time in specific occupations.

T



5

Minor-League Superstars

For all the attention that has been focused onthe explosive growth in
multimillion-dollar salaries in recent years, the number of people who
eamn such salaries remains relatively small. By themselves superstar
salaries have thus contributed little to rising inequality. The really im-
portant new source of inequality has been the escalating earnings of
the near rich—the salespeople, administrators, accountants, physi-
cians, and millions of other “minor-league superstars” who dominate
the smaller niche markets of everyday life.

Why have the eamings of these people been rising so rapidly? De-
spite all that has been written on this phenomenon, it remains largely
unexplained. Traditional economic theories focus on differences in the
education, training, experience, and other attributes that people bring
to their jobs—important factors, to be sure. Yet growing inequality has
not resulted from significant changes in these factors. Indeed, the top
eamers today have skills that are little different from the skills top
eamners had fifteen years ago.

The real changes have been not in people but in the way the envi-
ronment translates skill differences into eamings differences. This
transformation has resulted from the same forces that give rise to
celebrity labor markets. The process has been further enhanced, as in
those markets, by institutional and social trends that have led to more



86  The Winner-Take-All Society

open competition for top performers. The best performers are simply
worth more now, and they’re getting it. Although the winner-take-all
phenomenon is most conspicuous in celebrity labor markets, its aggre-
gate importance is far greater in the ordinary labor markets that em-
ploy most readers of this book.

Trends in Inequality

Despite its social and political turmoil, the Vietnam era provided a fa-
vorable economic climate for most workers. The sustained growth in
productivity and wages during that period continued a trend that
began just after World War II. The broad-based upward movement in
earnings provided an ever larger group with the trappings of the
American dream—a house in the suburbs, two cars, a college educa-
tion for the kids.

All this came to an end with the Arab oil embargo of 1974. Since
then, wages and salaries have generally lagged behind inflation, espe-
cially for males of average skills and education. So accustomed had
most of us become to steadily rising living standards that it remains
something of a shock to realize that the all-time peak in the average
wage rate occurred more than two decades ago. Since then the in-
crease in labor force participation by women has mitigated the loss in
male eamnings, but despite this, median family income has grown little
since the early 1970s.

Yet while members of the middle class have struggled to hold their
own, the rich have grown considerably richer. The increasing polariza-
tion of household incomes is a trend every bit as troubling as the lack
of growth in the middle. Economist Paul Krugman has estimated that
the top 1 percent of households claimed 70 percent of overall growth
in personal income between 1977 and 1989.! By the end of the Rea-
gan presidency, this elite had average income nearly twenty times as
large as that of the median household.2

These trends in household income are largely the result of corre-
sponding movements in wages and salaries, which constitute roughly
70 percent of personal income. During the 1980s the ratio of hourly
earnings between the ninetieth and tenth percentile of full-time work-
ers increased sharply, by approximately 20 percent for men and 25
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percent for women.? The real earnings of the median worker held
roughly constant during that decade. “The country’s future as a mid-
dle-class society is in jeopardy,” warned journalist Robert Kuttner in
1983, when the first hints of earnings polarization were coming to
light.4 Things have gotten worse since then.

Many explanations have been offered for these trends in eamings.
Trade unions have declined, as has employment in manufacturing,
with the concomitant loss of “good” blue-collar jobs paying wages that
could support a middle-class lifestyle. As trade barriers have fallen,
American manual workers have increasingly found themselves com-
peting with their low-wage counterparts in the Second and Third
Worlds to determine who will produce the goods sold by global corpo-
rations. Another important cause of increased inequality has been
technological change, associated in large part with the computer revo-
lution.” Employers in both service and manufacturing industries have
had increasing need for more educated workers with problem-solving
skills. This led to a sharp rise in the relative earnings of college gradu-
ates during the 1980s.6

Still, much of the increase in inequality of earnings remains a mys-
tery. In a recent review of research on eamings trends, economists
Frank Levy and Richard Murnane concluded that the “most impor-
tant unresolved puzzle” is the steady increase since 1970 in the “resid-
ual variation” in earnings—the variation left after education and other
observable characteristics of workers, such as occupation and demo-
graphic characteristics, are accounted for.?

Our own work, which we will summarize presently, documents the
considerable increase in inequality even within the white-collar profes-
sions. The number of high-paid workers has increased rapidly even as
the average white-collar job was barely keeping up with inflation.

Jobs That Pay Well

What do you have to earn in a year to make it into the top 1 percent?
In 1989 the answer was about $120,000. Just 1.07 million U.S. work-
ers eamned that much8 Let’s call this elite group the “Centurion
Club.” Using census data,® we can identify the occupations that con-
tribute most to club membership, and track their growth over the
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decade since the previous census. Fortunately for our purposes, 1979
and 1989 were at similar points in the business cycle, both being peak
years.

Do some occupations supply disproportionately many Centurions?
It is hardly surprising that doctors and lawyers are well represented in
the club. Forty percent of the full-time physicians were Centurions in
1989, and 20 percent of the lawyers. Together they constituted almost
30 percent of club members.

Another group of relevant occupations, including sales and execu-
tive positions, had far lower average earnings. In each of these, fewer
than one in twenty workers earned as much as $120,000 in 1989. But
these occupations are so large that they still make a major contribution
to Centurion membership. Most notable are the executive and admin-
istrative positions, making up 34 percent of the Centurions; sales su-
pervisors and representatives, 19 percent; and management-related
professions such as accountants and consultants, 7 percent.

Other occupations figure less prominently in our elite but are still
of interest. For example, in the arts and entertainment—including all
writers, actors, musicians, artists, and athletes—only about 2 percent
(16,000 people) earned $120,000 or more in 1989. And only 1.4 per-
cent of our fellow college professors—>5,800 in all—made that much.

Back in 1979 an income of $70,000 had the same purchasing
power as $120,000 in 1989.1% Using $70,000 as our cutoff point, the
number of Centurions in 1979 was only 538,000. That this number
nearly doubled by 1989 is due partly to expansion in the number of
people employed in the relevant occupations. A second factor behind
the growing number of Centurions was growth in median earnings
(after adjusting for inflation). This factor made a substantial contri-
bution in law and a few other professions. But by far the most impor-
tant cause of the increase in Centurions was growth in earnings
inequality. Earnings became more concentrated at the top in every
relevant occupation.

Consider dentists, whose membership in the Centurion Club ex-
panded by fully 78 percent between 1979 and 1989. The number of
full-time, practicing dentists actually fell slightly in the 1980s, so over-
all growth cannot explain this dramatic increase. Nor was there any
significant growth in the inflation-adjusted median earnings of den-



Minor-League Superstars 89

tists. What changed for dentists in the 1980s was a dramatic shift in
the distribution of their earnings about the median. Whereas fewer
dentists earned incomes in the moderately high range of $60,000 to
$120,000, the numbers increased sharply at both the low and high
ends of the earnings spectrum.

We looked at all the white-collar occupations in this fashion, and in
each category found the same general pattern. For all these occupa-
tions combined, we found this striking result: Sixty-three percent of
the growth in the Centurion Club between 1979 and 1989 resulted
from increased inequality of earnings.!!

Finally we checked to see if some of the growing inequality was the
result of changes in the age and experience profile in these occupa-
tions. But when we confine the analysis to full-time male workers aged
thirty-five to fifty-four with a college education, our conclusion is
much the same as before. Even for this more narrowly defined group,
the increase in eamings inequality was dramatic during the 1980s, and
accounts for almost half the increase in high-paid workers.

Explaining the Growth in Inequality

The growth in earnings inequality for dentists, lawyers, and others in-
dicates that the market is placing a higher value on the services of the
top performers. But why are these people being paid so much more?
Our claim is that it is largely because of the strengthening forces that
give rise to winner-take-all markets. This explanation differs sharply
from the prevailing explanations of inequality. And because inequality
is a subject of such pressing policy concem, it is important to scruti-
nize the competing explanations with care.

Economists have tried to explain growing earnings inequality by
asserting that the best performers have somehow gotten “better” rel-
ative to their colleagues in recent years (in the sense of having ac-
quired more of whatever attributes the market values). This view
follows naturally from human capital theory, the reigning economic
theory of wage determination. Human capital theory explains differ-
ences in wage rates by differences in education, training, experience,
intelligence, motivation, and other human factors that influence pro-
ductivity.
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These factors add up to an amalgam that economists call human
capital, which is analogous to financial or physical capital. Human cap-
ital commands a price in the labor market, just as financial capital
commands a price in the capital markets. Thus, a worker with twice as
much human capital as another will earn twice the wage, just as some-
one with $10,000 in the bank will earn twice as much interest as some-
one with only $5,000.

Human capital theory has explained many important features of the
labor market. People who invest more in schooling, for example, earn
more, on average, than people who invest less. But despite its surface
plausibility, the theory has always left a great deal unexplained. For in-
stance, Christopher Jencks, in his book titled Inequality, found that
schooling and other indicators of human capital account for only 15
percent of the variance in individual earnings. Thus it should not seem
surprising that changes in the distribution of human capital have been
unable to explain the sharp increases in inequality of recent years.

The human capital story directs our attention to the worker rather
than the job. Yet a person who embodies a certain level of human cap-
ital will realize its full value only if placed in a position with adequate
scope and opportunity. This principle is evident to Westerners who
visit Eastern Europe, where the legacy of Communist rule is a highly
educated populace with remarkably low eamnings. For example, physi-
cians in Romania are paid just $100 a month. Some end up supple-
menting their eamnings by cleaning house for Western expatriates in
Bucharest at $10 a day. Many Romanians and other Eastern Euro-
peans would qualify for jobs paying twenty to one hundred times as
much in America as they currently earn.

Similar observations apply to the comparison of workers within the
U.S. economy. Here, too, we find people with similar accumulations
of human capital earning vastly different incomes.

To understand such large differences, the winner-take-all perspec-
tive urges us to look first to the nature of the positions people hold,
rather than to their personal characteristics. Organizations have hier-
archies of positions, with pay scales that reflect the level of responsibil-
ity or scope of each position. High salaries are associated with
positions that entail a great deal of leverage on the worker’s efforts. In
these positions small differences in performance translate into large
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differences in the profitability of the venture. Corporations seek the
ablest candidates for these highly leveraged positions, and are willing
to pay a hefty price for them.

An economist under the influence of the human capital metaphor
might ask: Why not save money by hiring two mediocre people to fill
that position instead of paying the exorbitant salary required to attract
the best? Although that sort of substitution might work with physical
capital, in does not necessarily work with human capital. Two average
surgeons, CEOs, novelists, or quarterbacks are often a poor substitute
for a single gifted one.

The result is that for positions in which additional talent has great
value to the employer or the marketplace, there is no reason to expect
that the market will compensate individuals in proportion to their
human capital. For these positions—ones that confer the greatest
leverage or “amplification” of human talent!2—small increments of
talent have great value, and may be greatly rewarded as a result of the
normal competitive market process. This insight lies at the core of our
alternative explanation of growing earings inequality.

Of course, there are circumstances under which even the most tal-
ented do not enjoy unusually high earnings. Military officers have al-
ways been in the same bind as baseball players were under the reserve
clause. Since there is no effective competition among employers for
their services, even the most senior officers are paid rather modest
salaries.

In other arenas bidding up the salaries of the most able is con-
strained by law, custom, or internal politics. Members of the presi-
dent’s cabinet, for example, are paid only six times as much as recent
college graduates hired into the management track of the federal ser-
vice as GS-7s. This modest spread is virtually unchanged from what it
was in 1974. For some nonprofit agencies, similarly, the charitable
ethos forbids lavish compensation for the top officers, no matter how
valuable they might be to the organization—witness the uproar when
it was revealed that the head of United Way was being paid $450,000
in 1992.

But when market forces are given free play, the talented individual
who has a choice of employers (or of becoming self-employed) has the
chance of ending up a big winner.
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Jobs in Which Success Breeds Success

At first glance careers in such occupations as sales or dentistry might
not seem to involve winner-take-all payoffs. Within a given sales
group, for example, an individual salesperson’s commissions are typi-
cally proportional to the number of sales he or she makes. Likewise,
among practicing dentists, someone who fills three cavities per hour
would appear to generate billings at roughly three times the rate as
someone who fills only one.

These observations are misleading, however, because they focus too
narrowly on productivity differences for individuals performing the
same tasks. Within any specific occupation, a far greater proportion of
the variability in lifetime earnings is explained by differences in the
kinds of tasks individuals actually do. In virtually every occupation ex-
cept the most menial ones—and even in some of those—a successful
career evolves in a series of “trials.” As in Jesus’ parable of the talents,
the financial analyst (or lawyer or manager) who does relatively well in
a position of small responsibility is then promoted to a position with
greater scope.

In the sales profession, for example, employers monitor perfor-
mance and award the more lucrative sales territory to those who
demonstrate their effectiveness. In his book Liar’s Poker, Michael
Lewis illustrates this point with an account of his initiation as a bond
salesman in London for Salomon Brothers: “I couldn’t help noticing
that [my customers] were different from the customers of established
salesmen. Mine were small institutional investors, defined as those
with less than one hundred million dollars each who, on each trade,
would commit only a few million.”!? As a result of a combination of
luck and skill, Lewis performs well with these small clients and is
quickly promoted. As he puts it: “Success bred success. Pretty soon
Salomon management was leading me to the clients of other salespeo-
ple in hopes that with larger customers I could do gargantuan pieces
of business. By June 1986, six months into the job, I was plugged into
several of the largest pools of money in Europe.”*

Lewis's success at Salomon was thus explained not by the fact that
he sold more than his colleagues to the same kinds of clients they
served; rather, it was because management realized that his unusual
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selling talents would yield the highest payoff if he were assigned to the
firm’s high-volume clients. There are only so many of these clients to
go around, and Lewis gained access to them by outperforming his im-
mediate rivals, who in this case were other Salomon Brothers sales-
people.

Self-employed persons go through a comparable process. The
scope for the talents of private-practice professionals depends on the
market for their services. The demand for the services of an accoun-
tant, lawyer, chiropractor, or dentist typically stems from his or her
reputation in the relevant community, which engenders referrals and
word-of -mouth advertising. Competence is perhaps necessary, but cer-
tainly not sufficient, for developing a strong reputation and enough
leverage to earn a Centurion-level income.

Consider two clinical psychologists with similar skills and training
who decide to establish private practices. One acquires clients early as
a result of referrals from physicians and therapists who have the im-
pression that she is competent, based on a casual knowledge of her
training and personality. Since most of her clients feel good about
their sessions with her, they eventually begin to refer their friends to
her as well. Success breeds success: As she gains experience, her skill
as a therapist increases, and as her base of current and former clients
grows, the market for her services expands. Ultimately she is able to
maintain a full practice with high fees.

The other psychologist, with equal skills as a therapist but slightly
fewer connections to referral sources in the community, gets off to a
slower start. Although his clients have high regard for him, he does not
attract enough of them initially to achieve self-sustaining growth in the
demand for his services. Eventually he is forced to give up trying to
build a lucrative career in private practice and accept a position with a
mental health clinic at a modest salary.

As these examples make clear, the development of professional ca-
reers is shaped by a variety of self-reinforcing processes that translate
human capital into actual productivity. This process is uncertain. Abili-
ty and know-how matter at every step along the way. But the distribu-
tion of earnings within a group of experienced dentists, psychologists,
accountants, or technical salespeople is far more diffuse than suggest-
ed by the initial distribution of measurable ability, and reflects the va-



94  The Winner-Take-All Society

garies of chance events along the career path. Winners will tend to be
selected from among the most able. And given the importance of rep-
utation in the markets for professional services, the top tier of
providers will likely do far better than the second tier—even if the ob-
jective differences between them, as measured by their human capital,
are small.

Applying the Winner-Take-All Perspective

So why have we seen greater concentration of workers at the highest
earnings level? What is the solution to this “mystery” of “residual vari-
ance” described by Levy and Murnane? The human capital perspec-
tive suggests the existence of a pervasive but unmeasured change in
the distribution of economic talent. The winner-take-all perspective,
by contrast, focuses on changes in the leverage or scope afforded
human capital in the top positions. Comparing 1989 with 1979, we
find that changes in technology and other factors underpinning the
winner-take-all phenomenon do indeed afford greater scope for talent
at the top. And in many cases, the increasing value of talent has been
accompanied by greater market freedom for individuals to claim that
value in the form of high earnings.

The quintessential industry of the 1980s was investment banking,
in which securities traders and salespeople enjoyed a modern gold
rush. Total revenue for this industry nearly quadrupled between 1980
and 1989 (to $77 billion). Michael Lewis, in his autobiographical ac-
count of the vast growth and volatility of the bond market during the
early 1980s, notes: “Nothing changed within Salomon Brothers that
made the traders more able. Now, however, trades exploded in both
size and frequency. A Salomon salesman who had in the past moved
five million dollars’ worth of merchandise through the traders’ books
each week was now moving three hundred million dollars through
each day.”1% The skills of any given salesman in this environment were
suddenly given much greater leverage, so that one with exceptional
flair and persuasiveness with customers was worth millions of dollars
per year to the investment house. Lewis notes that when Salomon
balked at paying bonuses in line with this value, rivals First Boston
and Drexel Burnham were quick to step in with better offers. Al-
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though the bonanza may have slowed since then, the average salary
of securities salesmen in the New York firms remains well into six
figures.16

As we saw earlier, earnings in sales professions became considerably
more unequal, with the number of Centurions more than doubling be-
tween 1979 and 1989. This growth has not been limited to the finan-
cial markets. In other asset markets that enjoyed a boom during the
1980s, notably real estate, there were new opportunities for the bro-
kers working with wealthier clients to earn high incomes by collecting
their fixed percentage of ever larger transactions. And in real estate
brokering as in other areas, technical changes increased the productiv-
ity of sales agents.

One text reports that the major trends in sales technology during
the 1980s involved an increased use of personal computers and tele-
phones.!7 PCs facilitate order taking, accessing inventory information,
lead tracking, communication, and time management. Declining tele-
phone tolls, combined with the dissemination of answering devices
and the introduction of affordable cellular phones, caused the cost
and inconvenience of communicating with customers and prospects to
decline rapidly. The telephone became increasingly acceptable as the
medium for calling on small accounts, filing orders, and following up
on initial contacts. At a number of large companies (including IBM),
many of the sales staff do not even have offices anymore. They stay in
touch with headquarters through various electronic means and spend
their time in the field, working with clients and potential clients.

These changes have had the obvious effect of increasing the poten-
tial productivity of salespeople: They can make more contacts, and are
freed from the necessity of relying on extensive staff support. The re-
sult is to increase the size of the territory that can be effectively ser-
viced by any one agent. Hence the most persuasive and skilled
members of the sales staff will do more business, while those with less
ability must struggle to find a niche.

In sales, as in other areas, the earnings of the top performers are
not necessarily proportional to their value. Some companies cap the
commissions of their salespeople to keep their earnings in line with
other employees’. Of course, such firms often lose their top salespeo-
ple to rivals that are less sensitive to pay equity.
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Sometimes the solution is to go outside the company for at least
part of the sales effort. One text suggests that over half of all manufac-
turers make use of independent sales organizations, a practice that has
been increasing since the mid 1970s.!8 High commissions paid to in-
dependent sales representatives cause less envy and concern than
those same commissions would if paid internally.

Sales is one of the occupations that experienced the greatest
growth in inequality at the top of the earnings range during the
1980s. But what of dentists, for whom the growth in inequality was
nearly as great? What forces were at work there? As it turns out, there
is virtually no recent economic literature about this particular profes-
sion,!? so we are forced to speculate on the basis of fragmentary in-
formation. One relevant change is a move to greater specialization,
similar to what took place in the medical profession. According to
Chester Douglass of the Harvard School of Dental Medicine, the size
of the entering class in dental schools in the United States shrank
from about 6,000 in 1982 to about 4,000 in 1994. During this same
period, the number of slots for residencies in oral surgery, orthodon-
tics, periodontics, and other specialties remained constant at 1,250
per year. Thus the fraction of graduates who train in one of these
highly paid areas has increased significantly. This would explain why a
higher proportion of dentists might be Centurions in 1989 than in
1979, but it cannot account for the absolute number of Centurions
increasing so dramatically.

A more promising explanation lies in the overall growth in the de-
mand for dental services. Part of this growth has stemmed from ex-
pansion in dental insurance coverage, but an even more important
source is the aging of the population. As the baby boomers move in-
creasingly into middle age, more and more people are at the stage of
life when the demand for dental services tends to be highest. Adding
to this is the fact that older people keep their teeth longer than ever
before. One study of New England residents, for example, found that
although the average seventy-year-old had only seven of his or her own
teeth in the early 1970s, that number has now grown to seventeen.

Jim Bader, editor of the Journal of Dental Education at the Universi-
ty of North Carolina, notes that although the demand for primary
dental services has declined slightly as a result of fluoride use, there
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has been strong growth in the demand for cosmetic, consumer-orient-
ed dentistry—procedures to whiten teeth, adult orthodontia, applica-
tion of porcelain jacket crowns to approve the appearance of front
teeth, and so on. The growth of cosmetic dentistry is fueled in part by
the emergence of new computer technologies that can generate porce-
lain restorations of teeth. Dentists with the right software can even
show their clients in advance what their new, custom-designed smiles
will look like.

Bader also mentioned the lifting of the Federal Trade Commission
ban on advertising as yet another factor behind the growth of cosmetic
dentistry. To this must be added the effect of rising incomes for top
professionals in all fields, which might be important for two separate
reasons. First, these incomes make elective procedures like cosmetic
dentistry more affordable. And second, the corresponding growth in
competition for top positions may have increased the value of taking
steps to improve one’s appearance.

Taken together these changes appear to have created ample oppor-
tunity for self-reinforcing processes, like the ones that have character-
ized competition for top positions in other fields, to have expressed
themselves in dentistry as well. Although we cannot measure the pre-
cise extent to which growing inequality among dentists is the result of
these processes, this much seems clear: The available data rule out
changes in human capital as a significant explanation.

Winner-take-all effects also appear to explain the growth of top in-
comes in the legal profession. Thus economist Sherwin Rosen recently
had this to say about the market for lawyers in the United States:

Some evidence suggests that changes in the organization of practice—the
growth of large partnerships, more frequent use of contingent fees, class
action suits—have resulted in extremely large eamings among a relatively
small, elite group of lawyers. This “star quality” hardly is new, but its size
and frequency may have become more important than in the past. ...
Furthermore, increasing litigiousness and demand for legal services might
have increased scarce ability rents in law, at least in the short-run.20

The explosion of tort litigation in the United States has been well
documented.?! Plaintiff attorneys typically litigate tort cases on a con-
tingent-fee basis, claiming from 30 to 50 percent of all monetary dam-
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ages awarded to their clients. Tort-related earnings of attorneys thus
depend on the number of suits filed, the probability of winning, and
the average damages awarded. The years since 1960 have seen large
increases in all three.

Thus cases in which products were blamed for injuries increased
fourfold between 1976 and 1986, and in the decade ending in 1987
more medical malpractice suits were filed than in the entire previous
history of American tort law. Damage claims against cities doubled be-
tween 1982 and 1986. Between 1984 and 1985 alone, claims filed
against the federal government grew by 30 percent. The plaintiff’s
probability of winning, which was between 20 and 30 percent for
product-liability cases in the 1960s, had grown to more than 50 per-
cent by the 1980s. Monetary judgments have also grown sharply. In
real terms the average tort judgment rose from $50,000 in the early
1960s to more than $250,000 in the early 1980s.

Just as there are a limited number of positions in which talent is
highly leveraged in the other professions, so too there is an exception-
ally high payoff to legal talent in a limited number of positions atop
the litigation pyramid. Houston plaintiff attorney Joe Jamail, for ex-
ample, earned at least $450 million, possibly as much as $600 million,
in 1988 alone.22 A 1989 Forbes survey identified sixty-two other plain-
tiff attorneys who made at least $2 million in both 1987 and 1988, and
another 50 who made between $1 million and $2 million.23

In chapter 4 we discussed similar growth in eamings inequality in cor-
porate management, consulting, fashion, journalism, publishing,
sports, entertainment, and other areas. In each case we identified
changes in the economic environment that have increased the value
and compensation associated with the positions that have relatively
great scope or leverage. The census data suggest that this phenome-
non is at work not just in celebrity labor markets but also among top
performers in the labor markets of everyday life. This is important, for
it is the latter group that has accounted for most of the growth in earn-
ings inequality of recent decades.

Our claim is that the growth of inequality has stemmed largely from
the spread of winner-take-all markets. The most important competing
explanation is that inequality has grown because of some underlying
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change in the distribution of human capital. Yet no one has managed
to identify such a change.

Despite the apparent failure of the human capital model, the evi-
dence we have examined does not rule out the possibility that growing
inequality has been, at least in part, the result of other forces unrelat-
ed to winner-take-all markets. But here, too, no one has specified
clearly what these other forces might be. At minimum we can say that
the data are largely consistent with the winner-take-all explanation,
but largely inconsistent with competing explanations.

If winner-take-all markets have, on balance, grown more important
over time, then the issues we raise in the coming chapters assume
greater significance than if they have not. But even if winner-take-all
markets have not become more pervasive, they surely do play an
important role in contemporary economic life. And this alone makes
it important to know more about their consequences.

Trievr
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Too Many Contestants?

I 1994 the combined membership of the Actors’ Equity Association,
the Screen Actors Guild, and the American Federation of Television
and Radio Artists was more than 150,000. Hundreds of thousands
more who do not qualify for membership in these professional enter-
tainers’ unions nonetheless aspire to careers on stage, screen, and tele-
vision. Although many of these people undoubtedly are driven by the
sheer love of performing, countless others seek the unique combina-
tion of fame and wealth the entertainment industry can bestow. Yet
only a handful will ever achieve even modest recognition, and fewer
still will earn even a subsistence wage. In a recent year, for example,
only 12 percent of Screen Actors Guild members were paid for ap-
pearing in films, and 90 percent of them received less than five thou-
sand dollars for their efforts.! After supporting themselves by waiting
tables or driving taxis for several years, most aspirants eventually be-
come discouraged and move on to other pursuits.

As we have seen, the winner-take-all payoff structure of the enter-
tainment industry has increasingly permeated other sectors of the
economy. Our claim is that, as in the entertainment industry, this pay-
off structure has led too many people to abandon productive alterna-
tives in pursuit of the top prizes. In this chapter we will explore why,
exactly, the market goes astray.
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Overcrowding Defined

Perhaps the most important single task facing any economy is to as-
sign each of its workers to the job in which his or her talents add the
greatest value. From a narrowly economic perspective, the ideal as-
signment is the one that maximizes the total value of the goods and
services produced. This assignment also maximizes the total income
earned by all workers in the economy. So when we assert that winner-
take-all markets attract too many contestants, what we really mean is
that society’s total income would be higher if fewer people competed
in these markets and chose other occupations instead.

To forestall possible misunderstanding, let us emphasize that, in
making this claim, we are not saying that winner-take-all markets are
an unmitigated economic disaster or even, on balance, a negative
force. After all, when there is an important or highly valued job to be
done, and when the identity of the person who can best perform that
job is not known at the outset, we need some mechanism for finding
out who that person is. In capitalist economies winner-take-all mar-
kets accomplish this task. Without such markets, or their functional
equivalents, the enormous economic gains of the past two centuries
could never have been realized. When we say that winner-take-all
markets attract too many contestants, all we mean is that we could do
even better if the least talented aspirants were diverted into other ca-
reer channels.

Even this more limited claim is by no means self-evident. For in-
stance, the mere fact that more than 90 percent of all actors never
make a living at their craft is not, by itself, clear evidence that we have
too many aspiring actors. The more people trying to become actors,
the more likely it is that we will enjoy inspiring performances. Indeed,
it is possible to imagine a society with too few aspiring actors. If, for
example, there were only as many aspirants as needed to fill available
parts, we would surely end up suffering through many dismal perfor-
mances. In that case most people would gladly pay a little extra to gen-
erate better entertainment.

At the other extreme, however, it is equally clear that a society can
have too many aspiring actors. Suppose, fancifully, that the entire pop-
ulation chose acting as a profession. We would then end up with an
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extraordinary constellation of stars, to be sure; but we would also be
woefully short of health care, transportation, shelter, and other essen-
tial goods and services. At that point we would happily settle for lower
entertainment quality in order to have more of the other things we
value.

Between these two extremes lies the proper balance—the mix of
career choices that maximizes the combined value of entertainment
and all other goods and services. Our claim is that, in comparison to
this optimal mix, market incentives typically lure too many contestants
into winner-take-all markets, and too few into other careers. One rea-
son involves a well-documented human frailty—namely, our tendency
to overestimate our chances of prevailing against our competitors. We
will discuss this issue next. But as we will go on to show, too many con-
testants would enter winner-take-all markets even if everyone were
perfectly informed about the odds of winning.

The Overconfidence Problem

The decision to compete in a winner-take-all market is akin to buying
a lottery ticket. If you win, you earn many times more—possibly even
hundreds or thousands of times more—than you would have in a less
risky career. If you lose, however, you earn much less.

Needless to say, an intelligent decision about whether to take such
a gamble requires knowledge of the odds of winning. In a large mod-
ern economy, however, people are unlikely to know even the number
of other contestants in each arena, let alone any detailed information
about their relative strengths and weaknesses.

But even if people were told exactly how many others were compet-
ing, and also provided with objective evidence on the capabilities of
each contestant, it is by no means clear that they would assess their
odds correctly. On the contrary, our tendency grossly to overestimate
both our abilities and our luck has been recognized for centuries. As

Adam Smith described it:

The over-weening conceit which the greater part of men have of their
own abilities, is an ancient evil remarked by the philosophers and moral-
ists of all ages. Their absurd presumption in their own good fortune, has
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been less taken notice of. It is, however, if possible, still more universal.
There is no man living who when in tolerable health and spirits, has not
some share of it. The chance of gain is by every man more or less over-
valued, and the chance of loss is by most men under-valued, and by
scarce any man, who is in tolerable health and spirits, valued more than
it is worth.2

Worst of all, for present purposes, overconfidence seems to peak at
precisely that point in the life cycle when it does the most harm. As
Smith put it, “The contempt of risk and the presumptuous hope of
success, are in no period of life more active than at the age at which
young people choose their professions.”

Smith’s characterization of human nature is no less accurate today
than when he made it two hundred years ago. A recent news clip, for
example, reported that more than 60 percent of NCAA Division I col-
lege basketball starters believe they will eventually start for a National
Basketball Association (NBA) team, whereas the actual proportion is
less than 5 percent. Possibly the surveyed players exaggerated their
true beliefs. But there is systematic evidence from a variety of other
sources that overconfidence is pervasive.

Studies have found that most people think they are more intelli-
gent! and better drivers than the average person.” Workers asked to
rate their productivity on a percentile scale relative to their cowork-
ers responded with an average self-assessment of being in the 77th
percentile, and more than 90 percent felt they were more productive
than the median worker.¢ More than 70 percent of one million high
school seniors reported in a survey that they had above-average lead-
ership ability; only 2 percent saw themselves as below average.
When asked about their ability to get along with others, virtually all
of those same students said they were above average; 60 percent
thought they were in the top 10 percent, and 25 percent thought
they were in the top 1 percent.” Another survey revealed that 94 per-
cent of university professors thought they were better at their jobs
than their average colleague.® People also see themselves as more
likely than their peers to earn a large salary, and less likely to get di-
vorced or suffer from lung cancer.® A recent survey found that al-
though only 25 percent of the population thought the economy
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would do better in the coming year, more than half thought that they
personally would do better.!°

Psychologist Tom Gilovich has called this the “Lake Wobegon Ef-
fect,” after Garrison Keillor's mythical Minnesota town “where the
women are strong, the men are good-looking, and all the children are
above average.”!! The phenomenon has most often been explained in
motivational terms by authors who note that the observed biases are
psychologically gratifying.!2 Thus, since it is unpleasant to think of
oneself as below average, a cheap solution is simply to think of oneself
as above average. Consistent with this view, one study found that a
sample of clinically depressed patients had remarkably accurate as-
sessments of their various abilities and social skills—this in sharp con-
trast to a group of ostensibly normal subjects, who had significantly
inflated self-assessments.!?

But the Lake Wobegon bias clearly has cognitive dimensions as
well. Thus psychologists Amos Tversky and Daniel Kahneman have
shown that when people try to estimate the likelihood of an event,
they often rely on how easily they can summon examples of similar
events from memory.!* Yet, although ease of recall does, in fact, rise
with the frequency of similar events, it also depends on other factors.
Events that are especially salient or vivid are easily recalled even if
they happen only infrequently. Wall Street money manager George
Soros is not quite a celebrity, yet there is no denying the power of his
$1.1 billion 1993 income to capture the imaginations of ambitious col-
lege students.! It is easy to think of examples of the relative handful
who have made it big, but much harder to summon individual exam-
ples from the multitudes of anonymous individuals who have not; and
hence, in part, the biased perception in favor of success.

The invisible-hand theory says that we get socially optimal career
choices when people make well-informed, self-serving decisions on
the basis of market incentives. But it also says, by implication at least,
that if people generally overestimate their prospects in winner-take-all
markets, the resulting career choices will not be socially (or even indi-
vidually) optimal. Whatever its ultimate source, the Lake Wobegon ef-
fect describes just such a bias, for it makes participation in
winner-take-all markets seem misleadingly attractive.
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A Simple Winner-Take-All Economy

Free marketeers will not be surprised that we get inefficient outcomes
when people make career choices on the basis of inaccurate informa-
tion. Our claim, however, is that even in a world of complete foresight
and full rationality, too many people would still compete in winner-
take-all markets.

To grasp the reasoning behind this claim, we find it helpful to exam-
ine the career choice that confronts people in a very simple hypotheti-
cal economy. Indeed, this economy is so simple it may strike some
readers as a whimsical abstraction with no possible relevance to a
complex modern economy. Yet, for all its simplicity, it captures the
essence of the difficulty that winner-take-all markets pose for
economies like our own.

In our hypothetical economy, there are only two occupations, and
you must choose one or the other. In one, people make pots out of
clay; and in the other, the best singer from a field of contestants is cho-
sen for a lucrative recording contract. The potter’s market is a labor
market of the traditional sort: People are paid a fixed wage from the
sale of pots in the world market. The recording market, on the other
hand, is a winner-take-all market. If you compete and win, you get
much more than a potter’s wage. Precisely how much more you get
depends on sales of your recording, which in turn depend on the qual-
ity of your voice. But if you lose, you earn nothing, even if you are the
runner-up and your voice is of only marginally lower quality than the
winner’s. Thus, unlike your reward in the potter’s market, which de-
pends only on absolute performance, your reward in the recording
market depends on both absolute and relative performance. Singers
and potters pursue their respective careers for the duration of their
working lives.

Suppose there were an omniscient observer who could scan the
population of this hypothetical economy at a glance and identify the
individual with the best voice. The best possible allocation of talent
(that is, the income-maximizing allocation) would be simply to send
that one individual to the recording industry and let all the others
make pots. In real life, however, no one knows at the outset who is the
best singer. That is why people who aspire to the recording contract
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must compete for it. For each contestant this means devoting time to
a singing competition that could otherwise have been spent making
pots. The question therefore is: If our goal is to maximize society’s
total income, how many should compete for the recording contract?

In general, the more contestants there are, the better—and hence
more valuable—the winner’s performance will be. The logic here is
simple, akin to the reasoning behind the claim that the best singer
from a school of 1,000 students is likely to have a better voice than the
best singer from a school of only 500. But, in most cases, there comes
a point where the gain from having additional contestants diminishes.
For example, the expected improvement in the winning singer’s voice
will generally be smaller when we move from 1,000 contestants to
1,100 thanwhen we move from 500 to 600.

The cost of adding contestants, however, does not diminish with
the number of contestants: Each time we add a contestant, we lose
what that person could have earned as a potter. If our goal is to maxi-
mize the expected total income earned in both markets, we should
keep adding contestants as long as the gain we expect in the winning
singer’s income is at least as large as the income that could have been
earned making pots. Thus if people can earn, say, $10,000 as potters,
and if adding an extra contestant is expected to increase the value of
the winning singer’s contract by $11,000 (because, with an extra con-
testant, the winner’s voice will be worth that much more, on average),
then we should add that contestant—the $11,000 gain in expected
recording income will more than compensate for the $10,000 loss in
potter’s income. Conversely, if adding another contestant is expected
to increase the value of the winning singer’s contract by only $9,000, it
would be better to have that person become a potter. The socially op-
timal (or income-maximizing) number of contestants is thus the
largest number for which the effect of adding the last contestant is to
increase the expected value of the winning singer’s income by at least
$10,000.

Unfortunately, however, this is not the number of contestants we
get when individuals choose the careers that will maximize their own
expected incomes. Rational contestants will focus not on how much
their presence affects the expected value of the winning singer’s con-
tract but on how much they, as individuals, can expect to earn. Sup-
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pose, for example, that there are already ninety-nine singers compet-
ing and that the entry of the hundreth will raise the expected value of
the winner’s contract by only $1,000—say, from $1,999,000 to $2 mil-
lion. If the hundredth contestant enters, she will have a one percent
chance of winning $2 million—in effect, a lottery ticket worth
$20,000, or twice what she could have earned as a potter. If she is will-
ing to accept a fair gamble, she will definitely compete for the record-
ing contract. From the perspective of the economy as a whole,
however, it would have been better if she had become a potter, for so-
ciety’s expected total income would then have been $9,000 higher.¢

The dramatic nature of the waste from overcrowding becomes clear
when we note that if people choose careers with the highest expected
incomes, society’s total income will be the same as it would have been
if the recording opportunity did not even exist. This follows from the
fact that contestants enter the recording contest until their expected
income is just what they could have earned by making pots. (If it were
higher, additional potters would enter the contest; if it were lower,
some of the existing contestants would switch to potting.) In effect,
the losses from overcrowding completely offset the winning singer’s
prize.

The difficulty is analogous to the celebrated “tragedy of the com-
mons” problem, in which villagers send too many cattle to graze on
commonly owned pastureland.!” An extra steer becomes more valu-
able because of the weight it gains from eating the grass on the com-
mons. But much of the grass it eats would otherwise have been eaten
by the steers already there. Since most of the existing steers are owned
by others, an individual villager considers only the weight his own
steer will gain when deciding whether to send an additional steer. Be-
cause he ignores the cost to others, the prospect of sending an addi-
tional steer seems more attractive to him than it is, in fact, to the
village as a whole. Similarly, when an additional singer enters the
recording contest, she makes each existing contestant less likely to
win, and because she ignores that cost, entry into the recording con-
test is misleadingly attractive.

The tragedy of the commons—and, by extension, the overcrowding
problem in winner-take-all markets—is also analogous to the problem
of environmental pollution. When people respond only to individual



Too Many Contestants? 109

market incentives, too much pollution results because people ignore
the costs of the pollution they impose on one another. Similarly, we get
too many aspiring actors and rock musicians—and too many aspiring
Wall Street lawyers—because people ignore the fact that their entry
reduces everyone else’s chances.!8

If the least talented contestants were to drop out and become engi-
neers, teachers, or production workers, the performance levels of the
top performers in winner-take-all markets would not fall by much, if at
all. In return, we would get additional output of much greater value.
In short, private market incentives lead too many contestants to enter
winner-take-all markets, often at high cost in terms of forgone output
in other markets.

A More Realistic Economy

Our hypothetical winner-take-all economy is obviously a stick-figure
caricature. Its simplicity is useful, however, insofar as it enables us to
see more clearly the forces that give rise to overcrowding in winner-
take-all markets. With this picture in mind, we can now flesh out the
example to see how career decisions might play out under conditions
more like the ones that exist in complex modern economies.

Future Opportunities

Perhaps the most patently unrealistic aspect of our hypothetical econ-
omy was that aspiring singers had to devote their whole careers to the
singing contest before discovering whether they had won. How would
things be different in an economy in which the contest consumes only
a small part of a worker’s life? We are long-lived creatures after all, a
fact that essentially eliminates the need to choose once and for all
whether to be a singer or a potter. One can try singing for awhile and
see how it goes. Those who feel they aren’t making progress after a
few years can then switch to pottery. In our example competing for the
recording contract would entail not a lifetime of lost potter’s wages
but only a fraction thereof, and the cost of overcrowding would thus
decline.

Yet a cost would remain. In many winner-take-all markets, it takes
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years to discover whether one has what it takes. More important, the
decision to compete will often entail outright forfeiture of other valu-
able opportunities. A student who passes up math and science classes
to practice his jump shot, for example, cannot easily go back and ob-
tain the credentials for admission to engineering school once he dis-
covers he is not going to make it in the NBA. The costs of such
forgone opportunities will accumulate for as long as one lives. Having
a long life span alleviates some of the efficiency losses stemming from
winner-take-all markets, yet significant losses remain.

The Loser’s Pay

In our hypothetical economy, the losing contestants for the recording
contract got nothing. This may seem like an exaggeration, but in many
winner-take-all markets it is not. Indeed, the music industry currently
requires aspiring rock musicians to bear the full cost of producing and
distributing their first albums. These costs often run to several hun-
dred thousand dollars, only a tiny fraction of which is ever recovered
in most cases. If the losers actually lose money, participation in the
winner-take-all market obviously becomes less attractive, from both
the individual and collective perspectives. Fewer people will compete,
and, since the cost of competing is higher than in our hypothetical
economy, fewer should compete.

In many other winner-take-all markets, by contrast, losing contes-
tants receive some modest payment. People in the arts, for instance,
often support themselves by moonlighting as waiters or taxi drivers. In
these cases more people will compete than in our hypothetical econo-
my, and since the cost of competing is smaller, more shou/d compete.

Thus the existence of either positive or negative losers’ payments
alters not only the actual but also the socially ideal number of com-
petitors in winner-take-all markets. Such payments, however, do noth-
ing to alter the underlying tendency of winner-take-all markets to
attract too many contestants.

Given the familiarity of the “starving artist” syndrome, it is easy to
see that the losers in many winner-take-all markets—failed actors,
painters, writers, and musicians, to name a few—do worse than they
would have done in other careers. In at least some winner-take-all
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markets, however, it may seem as if even the losers do better than they
could have elsewhere.

Consider high-stakes litigation. Opponents in a big lawsuit have
strong incentives to bid for the services of the most talented attorneys,
and the attorneys chosen for these tasks are handsomely rewarded.
But even ordinary lawyers don't fare poorly, and indeed the /easz-well-
paid lawyers appear to earn more than most other people. Popular cul-
ture makes little reference to a “starving lawver” syndrome.

Suppose that, in our hypothetical economy, even the losers in the
recording industry earn more than they could have earned as potters.
(Perhaps a foreign advertising agency will pay them for singing in com-
mercials.!®) What happens then? The answer clearly is that everyone
will now compete in the recording industry. Moreover, everyone
should compete, if our goal is to maximize society’s income. After all,
if one can earn a higher wage for work that is no less pleasant than
potting, why should anyone make pots?

In practice, however, market forces make it unlikely that the loser’s
payment could remain higher than what contestants could have
earned in other careers. The inexorable workings of supply and de-
mand virtually guarantee that as more people leave alternative occu-
pations to compete in a winner-take-all market, two things will
happen. First, the loser’s wage in the winner-take-all market will be
driven down; and second, the wage in the alternative occupations will
be driven up. If expected monetary compensation is all people care
about, these movements must continue until the loser’s wage falls
below that in alternative jobs.

And in fact, even though the loser’s wage in law, consulting, fi-
nance, and corporate management is often high, most of the “losers”
in those careers could have achieved more attractive combinations of
pay and working conditions in other, less risky occupations. In many
cases they could have done better elsewhere even in purely financial
terms. The students competing for admission to the nation’s leading
law and business schools are, after all, extremely talented and hard-
working.

More important, when nonmonetary aspects of the job are factored
in, the losers’ rewards in the high-risk fields often become much less
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attractive. A talented and energetic person, for example, will derive lit-
tle satisfaction from the routine processing of wills and divorce com-
plaints, or from the daily details of managing a small section in a
business going nowhere.20

In sum, then, even though the losers in some winner-take-all mar-
kets do reasonably well financially, these markets are essentially no dif-
ferent from the winner-take-all market in our hypothetical economy.
They, too, will attract too many contestants.

The Status Motive

In our example we assumed that money was the sole motive for com-
peting in the winner-take-all market, and in many cases this may be so.
But in many others, especially those in the public eye, nonpecuniary
motives may matter even more. The lure of fame, for example, ap-
pears to drive many aspiring athletes, actors, authors, and musicians.
And although great public notoriety is less often achieved by corporate
executives, lawyers, consultants, and investment bankers, the most
successful performers in these occupations also enjoy considerable so-
cial status.

The status motive reinforces our conclusion that winner-take-all
markets attract too many resources. Suppose that the contestants in
our hypothetical economy cared not only about the monetary payment
they would receive from winning the recording contract, but also
about the public recognition. The effect in our example would be the
same as if an additional cash payment were added to the expected re-
ward of each contestant—and this, in turn, would stimulate additional
entries.

But whereas the status motive increases the number of people who
choose to compete in winner-take-all markets, it does nothing to alter
the number who should compete on efficiency grounds. The criterion
for efficiency is that contestants should keep being added as long as
the sncrease in the winner’s income (including the implicit value of his
or her status) is at least as large as the amount contestants could have
earned in the potter’s market. Since adding a constant premium for
status does nothing to alter the rate at which the winner’s reward in-
creases with the number of contestants, it does nothing to alter the so-
cially efficient number of contestants.
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The status motive thus lends a zero-sum flavor to the winner-take-
all struggle. The reigning Wimbledon champions bask in the world’s
adulation each July, and this is surely a big part of what motivates as-
piring professionals to spend endless hours on the practice courts. But
the champions will have their moment in the spotlight whether ten
thousand players compete on the professional tennis tour or only a
thousand.

We might be tempted to object, however, that the winners’ moment
in the spotlight will surely be a little brighter the more competitors
they have to defeat on their way to the top. To be sure, winning in a
big arena confers greater prestige than winning in a small one. But
suppose the number of contestants in every arena were suddenly to
fall by half. Even if the absolute quality of play were to fall a bit, the
World Cup, the Super Bowl, the Tour de France, the World Series, the
U.S. Open, and the NBA finals would still be major media events. Al-
though the recognition that accompanies a winning performance de-
pends on the importance of the arena in which it occurs, importance is
measured in relative, not absolute, terms—hence our claim that the
status component of the tournament is a zero-sum contest.

How big a factor is the status motive? Studies have increasingly
shown that concerns about status often have a substantial influence on
wages.2! Introspection alone should persuade most people that the
recognition and approval of others is a profound source of human sat-
isfaction. Imagine being assured that, in return for two years of in-
tense preparation at a subsistence wage, you would win a standing
ovation at Carnegie Hall, an Olympic Gold Medal in the hundred-
meters, an Academy Award, a Pulitzer Prize, the Cy Young Award, or
any other accolade of your choice—but no additional monetary com-
pensation. Would you pay the price? That most people apparently
wouldn’t hesitate suggests that status is a big-ticket item. The more
people value it, the greater the inefficiencies that result from the win-
ner-take-all payoff structure.

Other Nonpecuniary Motives

Of course, status is not the only nonpecuniary motive that might influ-
ence the decision to compete in a winner-take-all market. Many aspir-
ing musicians, for example, report being driven simply by the joy of
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playing, and happily put in long hours of practice even though they re-
alize that the odds of becoming a star are prohibitively small. Like-
wise, many athletes find the stimulus of competition reward enough
for the long hours they log on the practice fields.

The intrinsic rewards from playing music well or competing intense-
ly in sports are like the status motive insofar as they draw more people
into winner-take-all markets than would enter if money were all that
mattered. But unlike status, these other rewards are not zero-sum.
Only a handful of athletes can enjoy the esteem of being stars, but all
can take pleasure in being fit and competing effectively.

In terms of their effect on the overcrowding problem, these other
nonpecuniary motives are thus functionally equivalent to a positive
loser’s payment. They lure more contestants into winner-take-all mar-
kets, but they also enlarge the number who should compete on effi-
ciency grounds. Unlike the status motive, these motives do not make
the overcrowding problem worse; but neither do they mitigate it.

Observable Talent Differences

Another unrealistic feature of our hypothetical two-career economy
was that potential contestants had no information about their relative
odds of winning the recording contract. Contestants in any real win-
ner-take-all market will differ in numerous observable ways that affect
their chances of winning. In tennis, for example, one can observe at a
glance whether another player has a stronger serve and more penetrat-
ing ground strokes.

Yet observable talent differences clearly do not uniquely predict the
outcome of most important contests. In addition to having a strong
serve and penetrating ground strokes, a winning tennis player must
possess a variety of other attributes that are not easily observed in one-
self, let alone in others. Observable talent differences matter a great
deal in many arenas, but they are almost never fully determinative.

On the other hand, where we can observe potential contestants’ tal-
ent differences, we will get a more efficient allocation of resources be-
cause only the most talented will find it worthwhile to compete. The
quality of the winning contestant will be higher, and the number of
contestants smaller. Both differences cause total income in the econo-
my to rise.



Too Many Contestants? 115

But although observable talent differences mitigate the efficiency
losses resulting from winner-take-all markets, they do not eliminate
them. As we have shown elsewhere, overcrowding persists.2

Arenas in Which Relative Performance Is What Really Matters

In some arenas absolute quality is all that buyers really care about. The
buyer of a machine tool, for example, is willing to pay 10 percent more
for a machine that yields 10 percent more profit than competing ma-
chines.

In many other arenas, however, relative performance is what mat-
ters to the buyer. The larger purses made possible by pay-per-view
television have led to an enormous increase in the number of aspiring
prizefighters, with the result that today’s leading heavyweights are at
least a little faster and stronger than the champions of earlier years. Yet
it is unclear that this increase in absolute quality has meant greater
value for fans. What most fans really care about is seeing the best
fighters in the game go all out for the title. Neither Gene Tunney nor
Jack Dempsey would be a serious contender in today’s much larger
field of heavyweights, yet fans old enough to know insist that there has
never been a more exciting bout than their 1927 title rematch.

Indeed, there may even be arenas in which an increase in absolute
quality causes a reduction in delivered value. In men’s tennis, for ex-
ample, weight and fitness training, high-tech racquets, and the gener-
ally larger field of contestants have produced players who would
completely overpower the champions of earlier eras. Yet as far as many
fans are concerned, the result has been a game that is less fun to
watch, at least when played on grass or other fast surfaces. In the 1994
men’s final at Wimbledon, for instance, only one of the several hun-
dred points played between Pete Sampras and Goran Ivanisevic lasted
even as many as four strokes.

The focus on relative performance is most evident in sports, but it
exists in varying degrees in other arenas as well. Perceptions of quality,
after all, tend to be highly context-dependent. A buyer’s satisfaction
with his color television set, for example, depends not only on the ab-
solute quality of its picture but also on how that quality compares with
other sets in use. Even the most technically inferior of today’s sets
project a much sharper and brighter image than sets made thirty years
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ago. In the context of that earlier era, many buyers would have been
thrilled to pay an enormous premium for one of today’s lowest-quality
sets. Yet buyers in today’s market take the very same picture quality
for granted.

A buyer’s satisfaction with the performance of her newly purchased
sports car likewise depends not only on the absolute quality of its per-
formance but also on how it performs relative to other cars. Consider,
for example, this reaction of Motor Trend's reviewer to the non-
turbocharged version of Toyota's award-winning Supra: “[W]e can't
help considering, perhaps unfairly, the [non-turbo version] to be a do-
mesticated version of the conquering Supra Turbo; a super sports car
after a turbotomy. (How fickle our feelings: This naturally aspirated
Supra claws the eyes out of the previous-generation Supra Turbo in
every parameter, and yet we think of it as a purring kitten.)"2

If relative quality were the only thing that mattered to buyers, the
social ideal would be to keep the number of contestants in each win-
ner-take-all market to a bare minimum. Expanding the number of
contestants would increase the absolute quality of what gets produced
in winner-take-all markets, but if relative quality is all buyers care
about, that would be a waste.

In reality, of course, most buyers care about both absolute and rela-
tive performance. The balance of these concerns will vary both from
buyer to buyer and from market to market. Other things being equal,
the losses from overcrowding will tend to be greatest in those winner-
take-all markets where relative performance matters most.

Aversion to Risk

In our hypothetical example of the singers and potters, people made
career choices to maximize their expected incomes. This amounts to
saying that they were willing to take fair gambles-—or, in the econo-
mist’s parlance, they were “risk-neutral.”

Are people in fact risk-neutral? Unfortunately, the behavioral evi-
dence concerning people’s attitudes toward risk is riddled with contra-
dictions. On the one hand, many people purchase insurance against a
broad range of contingencies, indicating an apparent aversion to risk.
Yet people fail to insure against many of life’s most important and con-
spicuous risks. People who live on floodplains, for example, often do
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not buy flood insurance even when it is offered by the government at
heavily subsidized rates.?* In 1992 some forty million Americans had
no health insurance—some because they were unable to afford it, but
many others who simply chose to spend their money in other ways.
Even more people, many of them with high incomes, go through life
without disability insurance, content apparently to trust their earning
power to the whims of fate. Few people have comprehensive liability
insurance commensurate with their assets at risk. Many, if not most,
people appear to enjoy gambling, even when the odds of winning are
considerably less than fair. Skydivers, hang gliders, bungee jumpers,
rock climbers, and white-water rafters spend considerable time and
money pursuing activities that, if not actually risky, have many of the
trappings of risk. In sum, the behavioral evidence concerning attitudes
toward risk is a muddle.

How do these attitudes influence participation in winner-take-all
markets? Someone who dislikes risk will find participation in a win-
ner-take-all market less attractive than will his risk-neutral counter-
part. And a risk-neutral person, in tumn, will find participation less
attractive than will a risk seeker, someone who is willing to gamble
even when the odds are against him. In sum, then, economies popu-
lated by risk seekers will see more contestants in winner-take-all mar-
kets than will economies populated by people who are risk-neutral,
which in turn will see more contestants than in economies populated
by people who are risk-averse.

Attitudes toward risk affect not only the number of people who will
compete in winner-take-all markets, they affect also the number who
should compete on efficiency grounds. In comparison with the socially
optimal number of contestants if people are risk-neutral, the optimal
number will be larger if people like to gamble, and smaller if people
prefer not to.

With all these factors to sort out, it might seem hopeless to try to
discover whether the actual number who compete in winner-take-all
markets is greater or less than socially optimal. There is one thing,
however, that we can say with confidence: Private entrepreneurs can
stimulate entry into winner-take-all markets when it is insufficient, but
they cannot prevent entry when it is excessive.

Suppose that because of a general aversion to risk, too few people
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compete in a particular winner-take-all market. Someone could orga-
nize a cooperative in which all contestants shared the payment gener-
ated by the winning contestant, thus converting the gamble into a
certain payoff. We would then, as before, be left with too many con-
testants, despite each person’s aversion to risk. The ability to form a
cooperative in such cases is tantamount to the ability to eliminate risk.
Such cooperative arrangements are often seen in the case of scientific
researchers, many of whom cede rights to future discoveries in return
for a guaranteed salary.

By contrast, if there are too many contestants in an unorganized
winner-take-all market, there is no comparable step a private entre-
preneur can take to limit entry. The World Boxing Association, for ex-
ample, has neither the power nor the motive to prevent inner-city
youths from dropping out of school to compete for the heavyweight
title.

The upshot: Winner-take-all markets will attract too many entrants
even when people are averse to risk taking.

Partitioning Winner-Take-All Markets

In our example, we spoke of an economy with only a single winner-
take-all market. But at least some of the technological forces we have
considered might permit a winner-take-all market once served by a
single supplier to be broken into several smaller winner-take-all mar-
kets, each served by a slightly different kind of supplier. Thus the
availability of additional cable television channels might change the
market for stand-up comedy from one served by only a few comedi-
ans, each performing similar material, to a more highly fragmented
market with perhaps a dozen performers, each aiming for a narrower
market niche.

What happens if instead of one large winner-take-all market we
have, say, ten smaller ones, each with a prize equal to one-tenth of the
original? If people are willing to take fair gambles, contestants will
enter each of these smaller winner-take-all markets until the expected
return in each is the same as could have been earned elsewhere. The
efficiency losses will thus be exactly the same as in the single winner-
take-all market. The entire value of the services generated in the larger
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number of smaller winner-take-all markets will be dissipated by exces-
sive entry into those markets.

Although partitioning a large winner-take-all market into many
smaller ones does not affect the overcrowding problem, it may have
significant effects on the distribution of incomes among contestants.
By replacing one big winner with many smaller ones, partitioning will
generally lessen income inequality.

The change will naturally run in the opposite direction when several
small winner-take-all markets are combined into a single larger one.
The total amount of overcrowding will not be affected by consolida-
tion, but there will be an increase in inequality.

Divergence Between Price and Social Value

In our hypothetical economy, we took the payment received by the
winning singer to be an accurate measure of the value of his or her ser-
vices. This is a standard premise behind Adam Smith’s claim that free
market exchange yields the greatest good for the greatest number, and
most contemporary economists continue to regard price as a reason-
able measure of the social value of a good or service. There are some
markets, however, in which price and social value differ significantly.
The following examples from law and scientific research illustrate two
ways such divergences might arise.

Imagine for a moment that Ford has filed a $10 billion lawsuit
against GM for infringing some patent. And let’s assume that, on
purely substantive grounds, it is not clear that GM has really done
anything improper, and that the odds that Ford will prevail in its suit
are exactly 50-50. In other words, suppose that, from society’s per-
spective, it makes no difference who wins the suit.

To the participants themselves, however, it obviously matters a
great deal. With the substantive issues equally favoring each side, the
relative skill and forcefulness with which opposing counsel present
their respective cases will be decisive. Now suppose there is one
lawyer in the profession—call her Jones—who is better than any other.
In fact, she is only slightly more able than Smith. But the difference
between the two is sufficient that, in a case this close, the side that
hires Jones is sure to win. Accordingly, if Ford and GM act indepen-
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dently, the bidding for Jones’s services will be intense. If Ford offered
Jones a $5 billion fee, for example, it would be in GM’s interest to bid
still higher, since its failure to retain Jones would mean a sure loss of
$10 billion. (Smith will not be of much value in this particular suit,
since any party that hired him would be sure to lose anyway; he is thus
likely to end up working for some other client with a lot at stake.)

As a result of the high-stakes bidding for the most talented litiga-
tors, some of the ablest people in the economy—people like Jones and
Smith who could have made substantive contributions in other
areas—are drawn into activities that add little or nothing to our gross
national product. The legal fees in lawsuits of this sort dramatically
overstate the social value of the corresponding legal services. In such
cases the inefficiencies will be much larger than those we identified in
our hypothetical economy, where the winner’s payment was the same
as the social value of his or her performance.

In at least some other cases, by contrast, the social value of the win-
ner’s payment will understate the social value of what he or she pro-
duces. Consider, for example, the case of John Bardeen and Walter
Brattain, the Bell Labs physicists who invented the transistor. Their in-
novation formed the basis of the information revolution discussed in
chapter 3. It has led to literally hundreds of billions of dollars worth of
expanded world output. Bardeen and Brattain themselves were not
the patent holders for the transistor. But even if they had been, they
could have captured only the most minuscule fraction of their prod-
uct’s value. As economist Partha Dasgupta observes, “Patents and se-
crecy offer only partial protection to inventors and discoverers.
Imitative research is a pervasive phenomenon.”?> Economist Edwin
Mansfreld and his colleagues have estimated that innovations can be
imitated for an average only 65 percent of their original cost, and that
60 percent of patented innovations are imitated within four years.2¢

Because innovation often generates significant external benefits, we
might expect market forces to call forth too little innovation. But mar-
kets for innovation also tend to have winner-take-all payoff structures,
and this, as we have seen, tends to generate excessive activity. The net
effect thus depends on which of these opposing tendencies is larger.
If, as may often be the case, the divergence between price and social
value dominates, then research and innovation may constitute an im-
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portant exception to our claim that winner-take-all markets attract too
many resources. It was to emphasize the potential importance of this
exception that we ended the title of this chapter with a question mark.

Winner-Take-All Markets and the Variability of Income

One characteristic feature of winner-take-all markets is that they
translate small differences in performance into large differences in
economic reward. The growing importance of winner-take-all markets
thus implies a change in the pattern of incomes observed in the econo-
my. More specifically, it implies that even if we control for age, educa-
tion, experience, ability, and other individual characteristics thought to
influence productivity and hence income, we should see greater in-
come variability now than in the past. In chapter 5 we saw evidence of
just such a change in income variability in the American economy.

Implications for Tax Policy

The similarity between winner-take-all markets and the tragedy of the
commons suggests a straightforward way of reducing the efficiency
losses associated with excessive entry into winner-take-all markets. In
the tragedy of the commons, recall, the problem was that individual
market incentives called forth too many steers onto the commonly
owned pastureland. If the problem is that the individual market re-
wards for an activity are too high from a social perspective, the sim-
plest solution is to tax that activity, thus making it less attractive. A
simple tax, or grazing fee, for each steer sent onto the commons will
do the trick.

In our singer-potter economy, suppose we levy a tax on the earings
of the winning singer. The individual will now compete for the record-
ing contract as long as the expected after-tax payoff is at least as large
as the potter’s wage. With the effective reward to the winning singer
thus reduced, the number of competing singers will fall. Of course,
taxation is not the only way of curtailing an activity that is misleadingly
attractive to individuals. An alternative solution to the tragedy of the
commons is to auction a limited number of grazing permits to the
highest bidders. Here, too, an altemnative solution would be to auction
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licenses to compete for the recording contract. In a world of perfect
capital markets and no transaction costs, the tax and auction alterna-
tives would be equivalent.

In practice, however, the tax solution is likely to be more attractive.
The auction approach assumes that potential contestants have re-
sources to bid the expected value of a singing license. If they do not,
and if capital markets are imperfect, then the license auction will be in-
efficient. Moreover, in a world in which the administrative machinery
for collecting income taxes already exists, it may be cheaper just to use
this machinery rather than incur additional costs to set up an auction.

We should note that any policy that limits the number of contes-
tants in winner-take-all markets entails an element of risk. A large con-
testant pool would be likely to contain the best performers, but since
contestants don’t know how good they are until the contest has been
concluded, there is a small chance that the best singers will have re-
mained behind. A policy that makes entry less attractive therefore en-
tails at least the possibility of discouraging the best performers. Thus,
although we are likely to gain more than we lose by limiting the num-
ber of contestants, the possibility remains that making the tournament
less attractive might discourage someone like Luciano Pavarotti from
entering.

This possibility becomes more remote once we allow that talent dif -
ferences are at least partially observable before the contest begins. For
in this case the effect of a tax is selectively to discourage the least tal-
ented potential entrants, those who were least likely to win in the first
place. By reducing the number of wanna-bes and directing them to al-
ternative pursuits, the effect of the tax is thus to reduce the cost of the
winner-take-all tournament (the output that contestants could have
produced in other sectors), without at the same time significantly re-
ducing its central benefit (the identification of the best performer).

Equity vs. Efficiency: An llusory Trade-off?

It is to the economics profession that people of the world owe the no-
tion that the quest for distributive justice comes always and every-
where at the expense of efficiency?’ The idea that progressive taxation
weakens economic incentives is hardly new. But in recent decades, it
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has achieved growing currency. Whereas Milton Friedman and his fol-
lowers at the University of Chicago waged a lonely battle through the
1950s and 1960s to persuade policy makers that taxation impedes
economic growth, by the time Ronald Reagan assumed office in 1981,
the sale had been closed. Indeed, Reagan administration officials went
so far as to embrace the “Laffer curve,” a relationship claiming to
show that reductions in tax rates would so stimulate the economy that
total tax revenues would actually rise.

Events of the past decade have cast doubt on the empirical validity
of the notion that tax rate reductions cause enduring economic
growth. Our analysis of the allocative effects of winner-take-all mar-
kets suggests that, on theoretical grounds, the equity-efficiency trade-
off ought never to have been expected in the first place. For the effect
of taxing the highest incomes in winner-take-all markets is to reduce
the allocation of labor to such markets; and this, we have seen, tends
to increase society’s total income.

This is not to say that sufficiently high tax rates would never dis-
courage effort and risk taking in the ways emphasized by supply-side
economists. But at the very least, the standard claim that progressive
taxation comes at the expense of economic efficiency deserves reex-
amination. In economies in which winner-take-all effects are impor-
tant, output not only need not fall with increases in the tax rates on
high incomes, but it may very well rise sharply.

Although our focus has been on the inefficiencies that result from
winner-take-all markets, we must again emphasize that there can be
great social gains when the best performers serve wider markets. But
even the most carefully conceived social institutions cannot identify
the best performers free of charge. When we say that winner-take-all
markets tend to be inefficient under market incentives, what we mean
is that these incentives tend not to minimize the cost of identifying the
best performers.

WY






7
The Problem of Wasteful Investment

Decades ago many American cities hosted annual soapbox derbies.
Fathers and sons would build small, unpowered four-wheel vehicles,
which the sons would then pilot in races held on specially constructed
ramps. Whichever car rolled to the bottom of the ramp in the shortest
time was the winner.

Although significant monetary prizes were seldom at stake in these
contests, people took them very seriously. Contestants often went to
great lengths to seek out even the tiniest competitive advantage. The
key to victory was to achieve an aerodynamically sleek vehicle with as
little rolling resistance as possible. Special fiberglass resins replaced
plywood in the construction of body panels. Stiffer rubber tires pro-
vided an additional advantage. But most of all, attention focused on
the quest for better bearings. There was almost no limit to what one
could spend for a bearing with only a marginally lower coefficient of
friction.

As construction expenses continued to escalate, soapbox derbies
were more and more likely to be decided by the size of one’s bank ac-
count rather than by one’s skill and determination as an amateur engi-
neer. Realizing this, the organizers of these contests eventually began
to impose spending limits. And although there were obvious enforce-
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ment problems, the general result was to restore the contests to a sem-
blance of their earlier form.

Soapbox derbies are winner-take-all contests. We will describe how
such contests almost invariably summon mutually offsetting, and so-
cially wasteful, patterns of competitive investment that reinforce the
inefficiencies we identified with overcrowding in chapter 6.

The Prisoner’s Dilemma

The basic difficulty here is that the incentives to invest in performance
enhancement confront contestants in winner-take-all markets with the
familiar prisoner’s dilemma, one of the most powerful metaphors in
modern social theory. Many credit it to mathematician A. W Tucker,
who is said to have been the first to employ the anecdote from which
it draws its name. As the story goes, two men are being held in sepa-
rate cells for a crime they did, in fact, commit. If convicted, each will
serve twenty years in jail. The district attorney’s problem is that he has
hard evidence sufficient to prove them guilty of only a minor offense,
for which the penalty is just one year.

To get around this difficulty, the DA makes the following offer to
each prisoner: “If you confess and your partner remains silent, you will
go free. But if your partner confesses while you remain silent, you will
spend twenty years in jail. If both you and your partner confess, you
will each spend five years in jail.” From the collective perspective of
the two prisoners, the best outcome is for each to remain silent, for in
that case the DA can convict them of just the minor offense and each
will spend only one year in jail. Yet imagine yourself in a cell thinking
over the DA's offer, and note the almost compelling incentive to con-
fess. If your partner remains silent, you will go scot-free by confessing.
Alternatively, if your partner confesses, you will get five years by con-
fessing, compared to the twenty you would get by not confessing.

Since you know your partner faces the same incentives, you know
that he, too, will be strongly tempted to confess (if only because he
suspects that you will be). But no matter what you expect your partner
to do, you will always get a shorter sentence by confessing. And yet
when you both confess, you each get five years, rather than the one
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year you would have gotten had you both remained silent. Hence the
dilemma.

The prisoner’s dilemma captures the essence of an important class
of problems in which actions that seem compellingly attractive to indi-
viduals yield results that are unattractive to the group as a whole. The
military arms race is a prisoner’s dilemma. Both antagonists do better
if neither invests in armaments than if both do. Yet each side faces
compelling temptations to invest, for it knows that the worst of all
possibilities is for its rival to invest while it does not.

The Positional Arms Race

In winner-take-all markets, contestants compete in a tournament in
which rewards depend not only on absolute performance, but also on
one’s rank ordering. In the examples we considered in chapter 6, the
outcomes of these contests depended only on the talent and other
personal characteristics of the contestants. More generally, however,
the outcomes will also depend on the contestants’ investments in per-
formance enhancement.

In a lawsuit, for example, each side’s chances of winning depend in
part on the amount of time its lawyers spend researching the histories
of related cases. If the contestants are evenly matched to begin with, a
small investment by any one of them can substantially improve his or
her chances of winning. Yet the same logic applies to all the other con-
testants as well. And it is a mathematical impossibility for each contes-
tant’s chances of winning to rise with investment, no matter how
much he or she might invest. The lawsuit will have only a single winner
no matter how many hours opposing counsel spend on legal research.
Contestants in winner-take-all markets—indeed, the participants in
virtually any contest—confront either a two-person or a multiperson
version of the prisoner’s dilemma described above.

The extent to which investments in performance enhancement in-
crease the market value of the winning contestant’s performance will
vary from case to case. In some cases—our soapbox-derby example is
one—individual investments will have virtually no effect on the value
of the final product. The aims of these competitions, after all, are
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equally well met whether all contestants spend one hundred dollars on
materials or all spend one thousand dollars.

In other cases investments in performance enhancement translate
into a more valuable product. The sopranos who compete for the
handful of recording contracts issued each year spend thousands of
dollars on voice coaches and other forms of music instruction. Such
efforts translate into greater clarity, dynamic range, and other perfor-
mance characteristics that yield additional listener satisfaction.

In cases like these, society has an interest in performance enhance-
ment, but only up to a point. People who invest in performance en-
hancement naturally turn first to the most effective investments—
those that raise value the most for a given outlay. Having exploited
their best opportunities, they turn next to investments with smaller re-
turns. If our goal, as before, is to maximize society’s total income, we
should keep investing in performance enhancement as long as the last
dollar invested yields at least a dollar’s worth of extra performance. (If
the last dollar invested had yielded /ess than an extra dollar’s worth, it
would have been better to invest less.)

Does an invisible hand lead contestants to invest in accordance
with this criterion? Unfortunately, the answer seems to be no. The dif-
ficulty is that whereas from society’s point of view we want invest-
ments to be driven by their effect on the value of the final product, the
primary concern from each contestant’s point of view is their effect on
who will be the winner.

Some insight into how individual incentives drive competitive in-
vestments is afforded by experiments involving a simple auction called
the entrapment game. First described by economist Martin Shubik,
this game is like a standard auction, but with a diabolical twist. The
auctioneer announces to an assembled group that he is going to auc-
tion of f a $20 bill to the highest bidder. After someone opens the bid-
ding, each successive bid must exceed the previous one by some
specified amount—say, $.50. The twist is that once the bidding stops,
not only the highest but also the second-highest bidder must give their
respective bids to the auctioneer. The highest bidder then gets the $20
bill and the second-highest bidder gets nothing,

For example, if the highest bid were $9.00 and the second-highest
bid were $8.50, the auctioneer would collect a total of $17.50. The
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highest bidder would get the $20.00, for a net gain of $11.00, and the
second-highest bidder would have a loss of $8.50. Players in this game
face incentives like those that confront contestants considering invest-
ments in performance enhancement. In both cases, by investing a little
more than one’s rivals, one can tip the outcome in one’s favor.

Although the subjects in these experiments have ranged from busi-
ness executives to college undergraduates, the pattern of bidding is
eerily almost always the same. Following the opening bid, offers pro-
ceed quickly to $10.00, or half the amount being auctioned. There is
then a pause, as the subjects appear to digest the fact that, with the
next bid, the two highest bids will total more than $20.00, thus taking
the auctioneer off the hook. At this point, the second-highest bidder,
whose bid stands at $9.50, invariably offers $10.50, apparently think-
ing that it is better to have a shot at winning $9.50 than to take a sure
loss of $9.50.

In most cases all but the top two bidders drop out at this point,
and they quickly escalate their bids. As the bidding approaches
$20.00, there is a second pause, this time as the top bidders appear to
be pondering the fact that even the highest bidder is likely to come
out behind. The second-highest bidder, at $19.50, is understandably
reluctant to offer $20.50. But consider the alternative: Dropping out
means losing $19.50 for sure. But if he or she offers $20.50 and wins,
the loss will be only $.50. So as long as there seems to be even a small
chance that the other bidder will drop out, it makes sense to contin-
ue. Once the $20.00 threshold has been crossed, the pace of the bid-
ding quickens again, and from then on it is a war of nerves between
the two remaining bidders. It is quite common for the bidding to
reach $50.00 before someone finally yields in frustration.

One might be tempted to think that any intelligent, well-informed
person would know better than to become involved in an auction
whose incentives so strongly favor costly escalation. But many of the
subjects in these auctions have been experienced business profession-
als; many others have had formal training in the theory of games and
strategic interaction. For example, psychologist Max Bazerman re-
ports that during the past ten years he has eamed more than $17,000
by auctioning $20 bills to his MBA students at Northwestern Univer-
sity’s Kellogg Graduate School of Management, which is consistently
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among the top-rated MBA programs in the world. In the course of al-
most two hundred of his auctions, the top two bids never totaled less
than $39, and in one instance totaled $407.!

The incentives of the entrapment game constitute an extreme case
in the sense that, by bidding just a little more than others, a contestant
can be sure of winning. We might expect such incentives, for example,
when a city council announces its plans to award a cable television
franchise to whichever applicant gives most generously to favored
local charities.

More generally, however, we would not expect the highest investor
to be sure of winning. Alternatively, suppose that each contestant's
probability of winning is equal to his share of total investment in per-
formance enhancement. We call this the “lottery game” because of its
resemblance to the way in which the odds in some state lotteries are
determined. In such a lottery someone who buys three-quarters of all
tickets sold has a 75 percent chance of winning. Likewise, in a lottery
game with two identical contestants, someone who invests three times
as much as his rival has a 75 percent chance of being the winner.

The difference between the lottery game and the entrapment game
is that the incentives to escalate investment are weaker under the lot-
tery game. In the entrapment game, either of two candidates with
equal investments to begin with could tip the outcome decisively in
her favor by making only a small additional investment. In the lottery
game, by contrast, a slight increase in investment means only a slight
increase in the odds of winning.

The lottery model of investment has been much studied.2 It is well
known that when there are two identically situated contestants invest-
ing independently for a fixed reward, each will invest Y4 of that reward
on performance enhancement. Together they will thus squander Y2 the
total reward on mutually offsetting investments in performance en-
hancement. If there are not two contestants but one hundred, each in-
vesting independently under the incentives of the lottery model, the
total amount spent on performance enhancement will be 99/100. As
the number of contestants in a winner-take-all market becomes large,
the level of total investment quickly approaches the value of the re-
ward being sought. So, even under the weaker incentives posed by the
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lottery game, mutually offsetting investments in performance en-
hancement remain substantial.

In practice, contestants’ investments in performance enhancement
often result in a more valuable final product for end users. Thus when
singers compete by investing in vocal coaching, consumers end up
hearing better music. But, as careful theoretical analysis of this case
has shown, the resulting levels of investment in performance enhance-
ment, though smaller than when the final product’s value is indepen-
dent of investment, remain excessive.?

Common sense, empirical observation, and theoretical analyses of
investment incentives thus lead to the same conclusion: In winner-
take-all contests in which investments in performance enhancement
affect the individual contestant’s odds of winning, there will be mutu-
ally offsetting, socially inefficient investments in performance en-
hancement.4 Because of the obvious structural similarity of these
investments to the purchase of armaments in the classic military arms
race, we call this pattern the “positional arms race.” Let us look at
some illustrative examples.

Athletics

Training for the Olympics is a serious business, with six hours a day of
grueling workouts the norm for serious competitors in track and field.
And as everyone knows, the difference in payoffs for very small differ-
ences in performance can be enormous. For many years the face of
Mary Lou Retton, the 1984 gold medalist in gymnastics, peered out at
millions of Americans each morning from the front of their Wheaties
boxes. Her endorsement contracts have earned her several million
dollars in the years since her medal. But although Retton’s victory over
the 1984 silver medalist came by only a slim margin, today almost no
one can even remember the runner-up’s name.

With such large differences in return hinging on such small differ-
ences in performance, it is hardly surprising that athletes seek any pos-
sible edge they can get. As the financial stakes have risen, athletic
training regimens have grown significantly more grueling. Indications
to this effect are especially vivid in women'’s sports like swimming, fig-
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ure skating, and gymnastics, where peak performance often comes
well before the age of twenty.

Consider the gymnast Kristie Phillips, once thought to be a sure bet
to become the next Mary Lou Retton. At the age of eight, she left
home to live in Houston and train with Bela Karolyi, who had coached
Retton and, before her, the Romanian gold medalist Nadia
Comaneci.’ Phillips describes how Karolyi pressed her and other gym-
nasts to take laxatives, thyroid pills, and diuretics to lose the weight
brought on by puberty. She also suffered from bulimia, which is appar-
ently common among female gymnasts under constant pressure to
control their weight. “I weighed 98 pounds and I was being called an
overstuffed Christmas turkey,” she recalls.¢

Then there was the pain from injuries invariably brought on by in-
tensive training. Phillips took twelve Advil capsules and six anti-in-
flammatory Naprosyns a day for the pain in her fractured left wrist,
“which she trained on for three years because she felt she couldn’t af-
ford the time off to let it heal.”” For all that, Phillips failed even to
make the 1988 Olympic team. A few months later she slashed her
wrists in a suicide attempt.

Of course, hard, even punishing work has always been an acknowl-
edged price of athletic excellence, and there is a certain rough justice
in that. After all, the rewards of victory are great, and it would hardly
seem fair to win them without having had to lift a finger. What is
more, if Phillips had won the gold medal as expected, we may be sure
that she would have felt the price well worth it.

Yet the toll exacted by modern training methods is not limited to a
handful of elite athletes with clear chances for a gold medal. Among a
large group of female college athletes interviewed in a recent study, 32
percent engaged in at least one form of “disordered eating” (bulimia,
anorexia, or the use of laxatives, diuretics, or diet pills). Among female
college gymnasts, the figure was 66 percent. One study estimated that
two-thirds of female college athletes suffer from amenorrhea (irregu-
lar or nonexistent menstrual periods). Amenorrhea is associated with a
loss of bone density that renders athletes susceptible to stress frac-
tures, premature osteoporosis, and curvature of the spine. “We find
women in their 20s with the bone density of postmenopausal 50-year-
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old women,” said Pepperdine University’s Dr. Aurelia Nattiv, who has
studied amenorrhea in female college gymnasts.?

In extreme instances, of course, the consequences of eating disor-
ders can be much more serious, even fatal. On July 26, 1994, Christy
Henrich, a former Olympic gymnastics hopeful, died at age twenty-
two from complications arising from anorexia and bulimia. “I would
say 99 percent of what has happened to Christy is because of the
sport,” her mother told reporters during an earlier hospitalization
when her daughter’s weight had dropped to just sixty pounds. “All the
focus is on the body.”?

Whatever the stakes of the competition involved, the fact remains
that, from a collective perspective, extreme training measures are
wasteful. Someone is going to be the Olympic gold medalist or the con-
ference champion, after all, whether athletes train eight hours a day or
only four; whether they take painkillers to train through injuries or
take time off to let them heal; whether everyone takes laxatives and
diuretics or no one does.

The consumption of anabolic steroids is another widespread
method for gaining a competitive edge in athletics. Although one oc-
casionally hears claims that anabolic steroids do not enhance athletic
performance, few experienced athletes question that these drugs pro-
vide an advantage.

For years specialists in sports medicine in the former East Germany
conducted systematic experiments to measure the effects of steroids
on performance. Professor Helmut Bohl estimated that steroids pro-
vide a half-second advantage for a 100-meter sprinter, a three-second
advantage for an 800-meter runner, and an extra meter’s distance for
a shot-putter. ® These advantages are 8.33, 75, and 1.35 times the re-
spective differences between the gold- and silver-medal performances
in the 1992 Olympic Games.!!

And so we are not surprised that consumption of anabolic steroids
has become so common among world-class athletes. Just how com-
mon is difficult to say, because sophisticated masking techniques
make steroid consumption almost impossible to detect. When detec-
tion does occur, it is often only by a fluke. For example, although cred-
ible evidence of his long-term steroid use later emerged, Canadian
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sprinter Ben Johnson is said to have forfeited his 1988 100-meters
Olympic gold medal only because someone sabotaged his urine sam-
ple. Likewise, the German sprinter Katrin Krabbe, the world champi-
on in the 100-meter in 1990, failed a drug test only because it could be
shown that urine samples ostensibly from her and two other athletes
had in fact come from only one of them. Yet despite the difficulty of
detection, we know that at least six different Olympic gold medalists
consumed steroids through much of the 1980s.2

There is also indirect evidence that steroid use is widespread. From
time to time, for example, a technical advance in detection techniques
is announced, causing athletes to discontinue steroids until a new
masking technique can be developed. At the 1990 World Weightlifting
Championship in Budapest, the recently introduced “steroid profile”
detection method apparently had this effect, as lifters in that competi-
tion “attempted weights far below what they had put up in the past,
and only one athlete even tried for a world record.”3

In addition to enhanced athletic performance, the short-term med-
ical consequences of steroid use include hair loss, skin disorders,
heightened aggressiveness, and even severe psychosis. There is insuffi-
cient evidence to support confident predictions about the long-term
consequences of steroid use. But at least fragmentary evidence links
steroid consumption to a variety of circulatory disorders, testicular at-
rophy, abnormal sperm morphology, and higher risks of some cancers.!

Steroid use thus entails at least the potential to cause serious med-
ical harm. And since there is no evidence that steroid use enhances the
value of athletic competition from a spectator’s perspective, a strong
case can be made that the collective consequences of this particular
form of the positional arms race are uniformly negative.

Growing financial incentives have led to a variety of other position-
al arms races that now compromise the financial health of our colleges
and universities. Before television transformed college football and
basketball into big-time entertainment industries, college athletic pro-
grams had relatively modest budgets that were financed largely
through revenues from ticket sales, so that programs that did not gen-
erate a modest profit at least did not impose a heavy burden on their
institutions. But this, as we will see, is no longer the case.

There is no denying that the top prizes in college athletics have
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proved compellingly attractive. A successful college athletic program
generates not only large revenues (see chapter 4) but also many indi-
rect benefits. One is that these programs seem to attract more and
better students. After winning the NCAA basketball championship in
1983, for example, North Carolina State University experienced a 40
percent rise in applications for admission.!> Boston College applica-
tions went up from 12,500 in 1984 to 16,200 in 1985 after Doug Flu-
tie won the Heisman Trophy for the 1984 season.!® With more
applicants, a school can be more selective. One study has shown that
the SAT scores of a school’s entering freshmen rise when the school’s
within-conference winning percentage rises.!”

But viewed from the perspective of higher education as a whole,
the private incentive to invest in athletics in order to attract better stu-
dents is clearly too large. After all, for every football or basketball team
that wins an extra game, some other team must lose one. There are
only so many good students in the total applicant pool, and no clear
social purpose is served by reallocating them to schools with successful
athletic programs.

But if the gains from better applicants are illusory for higher educa-
tion as a whole, the increased revenue flows to individual colleges are
not. And with all these added revenues, it might seem natural to sup-
pose that college athletic programs have been making ever-larger con-
tributions to the institutions of higher leaming that sponsor them. In
fact, however, college athletic programs have been an increasing finan-
cial burden on their sponsoring institutions. As journalist Murray
Sperber described the financial picture in his recent book:

If profit and loss is defined according to ordinary business practices, of
the 802 members of the NCAA (the National Collegiate Athletic Associ-
ation), the 493 of the NAIA (National Association of Intercollegiate
Athletics), and the 1050 nonaffiliated junior colleges, only 10 to 20 ath-
letic programs make a consistent albeit small profit, and in any given
year another 20 to 30 break even or do better. The rest—over 2300 insti-
tutions—Ilose anywhere from a few dollars to millions annually.!

Note that this seemingly contradictory state of affairs is precisely
what ought to have been expected on the basis of the logic of position-
al arms races. Where large prizes are at stake, in college athletics or in
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any other arena, contestants face powerful incentives to spend money
to enhance their prospects of winning. And although a few winners
will come out ahead, most contestants will fare worse than if they had
not invested.

Athletes are of course the primary ingredient in a successful pro-
gram, so it is no surprise that expenditures on recruiting have escalat-
ed sharply. Whereas most programs once focused their recruiting
efforts on states close to home, a major program must now recruit na-
tionwide, a task that often consumes the energies of several assistant
coaches. The average 1985 expense budget, of which recruiting was a
major component, for Division I schools with football teams was 286
percent higher than in 1973.1°

Increasingly frequent violations of NCAA rules provide further in-
dications of the pressures of the positional arms race in college sports.
Reports of illegal side payments to athletes have grown more common
in recent years.2? Some programs even employ the lure of romance, ar-
ranging “dates” to enhance the athletes’ campus visits:

Often these dates belong to a special club, organized by the athletic de-
partment, and they receive some sort of compensation for their services.
The University of Florida’s “Gator Getters” was one of the first of these
groups but now most big-time programs have similar organizations. At
the University of Texas at Austin, a Texas Angel often follows up her
date with a football recruit by writing to him as often as once a day to try

to convince him to sign with the Longhorns.2!

Some organizations abandon all pretense that the dates are local
coeds. “A Texas Christian [University] booster tock a prospective
player to a local motel, where, the [NCAA] report said, the athlete
was provided with lodging, meals, and prostitutes until the signing
date.”?2

The deficits generated in pursuit of the top prizes in college sports
have spawned an energetic search for new sources of revenue. Corpo-
rations have contributed handsomely for the right to sponsor postsea-
son college bowl games, which now bear their corporate logos. Thus
we now have the USF&G Sugar Bowl, the John Hancock Sun Bow],
and the Sea World Holiday Bowl.

Universities have also turned to students for additional revenues to
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cover athletic budget deficits. The University of Maryland athletic de-
partment, for example, collects almost one-third of its total receipts in
the form of a mandatory athletic surcharge on students.?? After a 1982
audit showed an athletic deficit of $3.4 million at the University of
Houston, the athletic department’s share of student fees rose from
$400,000 to approximately $2 million, “despite protests from Hous-
ton students, 70 percent of whom were part-time or evening students,
and not interested in a high-powered college sports program.”4

Universities have even turned to the state for help. In 1985, for ex-
ample, the athletic departments of Division I football schools received
an average of more than $736,000 in public funds. More than two-
thirds of all public colleges in the NCAA received taxpayer dollars for
their athletic programs.2’ Indirect sources of public support—as when
an athletic coach at a public university draws his salary from the physi-
cal education department—add to these totals.

But the logic of positional arms races dictates that each new source
of revenue is consumed by a pressing new investment to maintain
competitive position. And so athletic budget deficits have continued
to grow. For example, a survey by the College Football Association re-
vealed that the cost of running an athletic department grew by 36 per-
cent between 1983 and 1988, while revenue from all sources was
growing by only 27 percent.2¢

Even large schools with traditionally successful programs are in-
creasingly plagued by athletic budget deficits. The University of
Michigan, a long-time powerhouse in both football and basketball,
lost $2.5 million in 1988-89.27 And imagine the dismay of the Fighting
Irish at the spectacle of a South Bend newspaper headline proclaim-
ing: NOTRE DAME WILL NOT MAKE MONEY ON ATHLETICS THIS
YEAR.28

University administrators have begun to appreciate the structural
forces responsible for their dilemma. For instance, Lansing Baker,
president of Utica College, had this to say in 1988 about the burdens
of participation in the NCAA's Division I (the most competitive of the
NCAA divisions): “[It] is like being in a poker game where you have
the second- or third-best hand, but they keep bumping up and bump-
ing up, until you have trouble staying in.”?° Indeed, some schools have
decided that the stakes have simply grown too high. Citing increased
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financial pressure from mounting athletic budget deficits, the Univer-
sity of Santa Clara (California) dropped its football program in Janu-
ary 1993.30

Earnings Forecasting

The stock market is the comnerstone of the American capital market.
Together with retained earnings, loans from commercial banks, and
proceeds from the sale of corporate bonds, revenues from the sale of
stock are the principal means of purchasing and maintaining the ma-
chinery and equipment that drive the American economy.

Ownership of a share of stock in a given company is, in effect, an
entitlement to a share in its present and future earnings. Thus, other
things being equal, a share in a company expected to have high future
earnings will sell for more than one in a company expected to have low
future earnings. From the perspective of overall economic efficiency,
this is just as it should be. It is the mechanism by which the market
makes capital available to those firms that are expected to produce
“what the public wants at prices it can afford.”

Since a company’s future earnings are always uncertain, the price of
its stock will necessarily depend on the market’s considered judgment
about what those earnings will be. This means that someone who can
forecast eamnings more accurately than others can reap enormous fi-
nancial rewards. Consider, for example, an investment analyst who
discovers that the future earnings of a given company are sure to be 20
percent higher than the market’s current estimate. This means that if
the company’s stock is currently selling for $100 per share, it will rise
to $120 once this information becomes generally known. By being the
first to have this information, the analyst and his clients are thus in a
position to make a financial killing. Their best strategy is to buy as
much stock as they can finance as quickly as they can. For example, if
they can buy just fifty thousand shares at the current price, they stand
to make a million dollars in a matter of hours or days.

The catch is that reliable new information about future earnings is
extremely difficult to come by. For one thing, nonpublic information
obtained through an official of the company is ruled out, because the



The Problem of Wasteful Investment 139

law prohibits trading on the basis of insider information. So the infor-
mation must come from an analysis of publicly available data. But
with so much at stake, thousands of other analysts are also feverishly
picking over the same data. If Salomon Brothers spends hundreds of
thousands of dollars on a computer forecasting model that yields re-
sults just a few days after those obtained by Morgan Stanley, Salomon
gets nothing. Under these conditions, each firm faces powerful incen-
tives to invest not only in more accurate but also in faster earnings
forecasting methods.

For society as a whole, however, both the timing and quality of
earnings forecasts are considerably less important. Granted, quicker
and better earnings forecasts are socially beneficial to the extent that
they speed the flow of capital to the companies that can make the best
use of it. But relatively little is lost, from society’s perspective, by small
delays in the timing, or marginal declines in the accuracy, of eamings
forecasts. Society'’s scarce capital resources would still be allocated to
the right companies even if all current forecasts were delayed by a few
days.

Given the gains that can be had by trading large blocks of stock at
favorable terms, it is not surprising that the earnings forecasting indus-
try confronts a positional arms race of the first magnitude. In the
United States alone, the financial industry now spends billions each
year on earnings forecasts. Many more dollars are allocated to the
same purpose through less formal channels. Unlike the investments in
steroids in athletics, not all these resources constitute social waste. Yet
it is certain that expenditures on forecasting could be cut substantially
without compromising the efficiency of the capital market.

Aduvertising and Promotion

The potential of television talk shows to promote the sale of books
first came to light with the publication of Alexander King’s Mine
Enemy Grows Older in 1959.3! King, a former editor and artist as well
as a gifted raconteur, had for many years been a frequent guest on
NBC'’s Tonight Show, then hosted by Jack Paar. King's memoir chroni-
cled his recovery from drug addiction, and in the wake of his lengthy
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on-the-air discussion of Mine Enerny with Paar, the book shot onto the
Times best-seller list. King's second book, May This House Be Safe from
Tigers, which he also promoted during appearances on Tonight, was a
big hit as well, selling more than 150,000 copies in hardcover.

Art Linkletter’s Kids Say the Darndest Things further demonstrated
what television promotion could do for the sale of a trade book. In-
spired by this example, Bernard Geis, who had been Linkletter’s edi-
tor at Prentice-Hall, broke away to form his own company, specializing
in the publication of books “that would be readily promotable by the
hosts or guests of television shows, not excluding shows being run by
the financial backers of Bernard Geis Associates.”32

Following the strategy of signing celebrity authors whose regular
television appearances could be used to plug their books, Geis pub-
lished a string of successful titles between the late 1950s and mid-
1960s. But it was not until 1966 that his firm had its first runaway
best-seller: Jacqueline Susann’s Valley of the Dolls, a novel about three
women who come to New York in search of romance and success.
Geis published Do/ls against the advice of several of his editors, who
even by the forgiving standards of Geis books condemned it as “liter-
ary trash.” Unlike other Geis authors, Jacqueline Susann was not a
celebrity when the book was published. But she became one in the
course of an unprecedentedly intense cross-country campaign to pub-
licize her book through television, radio, and print interviews, appear-
ances at bookstores and shopping malls, and more. As Geis put it,
Susann appeared on so many radio and television shows that “some-
one said then that the only thing you could turn on without getting
Jacqueline Susann was the water faucet.”?

The results were spectacular. Valley of the Dolls stayed on the hard-
cover best-seller list for almost eighteen months, selling 350,000
copies. In 1967, another whirlwind publicity tour launched Bantam’s
release of the paperback edition, which went on to sell more than 22
million copies.

The lesson that intensive, sustained media exposure could make a
big best-seller out of even a questionable manuscript was not lost on
publishing executives. Today every major house maintains a large, ag-
gressive staff of publicists who constantly search for new ways to bring
books to the media’s attention. Each year thousands of authors em-
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bark, full of hope, on national media tours, armed in many cases with
booklets provided by their publishers that instruct the authors how to
be self-confident, charming, charismatic, spontaneous. . . .

Print advertising adds to the resources consumed by publicity de-
partments. For example, a full-page ad in the New York Times Book
Review, which reaches no more than two million readers, now costs
upward of Afteen thousand dollars.

Yet no matter how much publishers spend on advertising and pro-
motional tours, an inescapable mathematical constraint remains. The
New York Times best-seller list includes only fifteen works of fiction
and fifteen nonfiction each week. Efforts on behalf of any one book—
in terms of their effect on its likelihood of making this critical list—
thus come entirely at the expense of others. If each publisher invested
a little less on publicity, authors and publishers would have a larger pie
to divide. And yet the simple logic of the positional arms race works
against such cutbacks: In the quest for elusive best-seller status, fail-
ure to pull out all the stops in promoting a given title all but consigns it
to the remainder tables.

Of course, publishing is not the only sector in which firms vie with
one another for a share of the buyer’s limited attention. Procter &
Gamble spends more than $2 billion a year to advertise its various
toothpastes, soaps, and detergents. The Philip Morris companies
spend nearly as much advertising their different brands of cigarettes.
Kellogg spends more than half a billion dollars a year plugging its
breakfast cereals and other products. And Anheuser-Busch spends al-
most the same amount to promote its various brands of beer. Alto-
gether, the top one hundred U.S. advertisers spent a total of almost
$50 billion in 1991 alone.3

Social critics have long identified advertising as perhaps the largest
and most conspicuous example of pure social waste in a market econ-
omy. This is an extreme view that ignores the many potentially bene-
ficial effects of advertising, such as providing useful product informa-
tion and helping to finance radio, television, and print media. But
even the most enthusiastic proponent of advertising must concede
that the private incentives to engage in it are larger than the social
ones.
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When, for example, Congress enacted a law in 1971 prohibiting
cigarette manufacturers from advertising on television, total tobacco
advertising expenses fell by 20 percent the next year, while the indus-
try’s profits rose sharply. In the years since, however, the inexorable
pressures of the positional arms race have led cigarette manufacturers
to discover new ways to promote their products. By 1991 Philip Mor-
ris alone was spending more on advertising in real terms than the en-
tire industry had spent during the year before the television ban.

If advertising and promotional expenditures were curtailed in every
industry, there would be both costs and benefits. But, as the logic of
the positional arms race makes clear, the collective gains from such a
cutback would almost surely exceed the collective losses.

The Overworked American

The positional arms race plays itself out not only in such high-stakes
arenas as investment banking, entertainment, publishing, and sports,
but also in the everyday competition to maintain or improve one’s po-
sition in the distribution of income. As abundant evidence from the
natural and social sciences has shown, relative income is an important
determinant of both psychological and physical well-being.3’ As we
discussed in chapter 2, even people who do not care about relative in-
come per se have powerful reasons for caring where they stand in the
distribution of income. If a parent’s goal is to educate her children as
well as possible, for example, then she can further that goal by having
higher relative income, which permits her to purchase a house in a
better school district.

In chapter 2 we discussed how small initial differences are often de-
cisive in many winner-take-all labor markets. In these situations peo-
ple have a variety of options available for attempting to get ahead of
their rivals. They may invest in more or better education (our subject
in the next chapter). They may accept riskier or otherwise less pleasant
jobs, which tend to pay more, or they may work longer hours. Our
focus here is on this last option.

In the standard economic calculus, we decide whether to work an-
other hour by weighing the value of what can be bought with the extra
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income against what we lose by giving up an hour of leisure. This cost-
benefit test presumes that the value of what can be bought with extra
income is independent of what others buy, which implies that the pri-
vate and social incentives regarding work are one and the same. But
when satisfaction—or the likelihood of promotion—depends not only
on absolute but also on relative effort, the invisible hand breaks down.
At the individual level, for example, each worker’s goal may be to en-
hance her odds of promotion by working a little longer. The logic of
this strategy, economist Lotte Bailyn explains, follows from the fact
that it is much easier for the employer to measure and reward a work-
er’s hours than to measure the amount she actually produces.?¢ But if
all workers pursue this strategy, they are destined to be frustrated, for
no matter how much they work, there are only so many slots for pro-
motion.

And yet the option of cutting back is hardly attractive either. “Peo-
ple who work reduced hours pay a huge penalty” in career terms, says
economist Juliet Schor. “It’s taken as a negative signal” about their
commitment to their employer.3? Thus, when relative performance is
an important determinant of reward, private incentives lead people to
work too much.?8 This helps explain the attraction of collective mea-
sures—overtime laws and national holidays, for example—whose ef-
fect is to reduce the number of hours people work. We will discuss
such policies in more detail in chapter 11. For the moment, we ob-
serve only that the growth in income and the increased income in-
equality of recent years—both of which foster demands for positional
goods—increase private incentives to work longer hours. In her recent
book, Schor has estimated that Americans do indeed work many more
hours than they did two decades ago. The increases have been sub-
stantial for both men and women, but particularly for women, who
worked an average of 22 percent more hours in 1987 than they had in
196939

Needless to say, if we worked less than we currently do, we would
have less income. But then if everyone worked less, we would need less
income, because the amount of income we “need” is in part deter-
mined by the amount that others have. Of course, individuals do not
face a collective choice between all working more and all working less.
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We must each choose individually, since we have no control over what
others do. And it is for this reason that private incentives favor exces-
sive work.

Cultivating the Aura of a Winner

The top performers in many winner-take-all markets consume in a
manner that befits their incomes: In the walk-in closet in the Holly-
wood superagent’s master bedroom, a rack of Armani suits; for his
commute to the office, a Ferrari Testarossa; to keep track of time, a
gold Rolex; for his evening meal, dinner at Spago; at day’s end, a
wooded estate in Brentwood; and for weekends, a Malibu cottage and
a chalet in Aspen.

Material possessions like these confer an almost tangible aura of
success on their owners. They are effective signals precisely because
the vice-president of a small-town bank cannot afford them.

Social circles are highly stratified, and the various layers have their
own symbols of success. Someone from the bottom layer cannot
mimic the lifestyles of those in the top layer, but within each layer
there is at least some room to maneuver. By saving less or borrowing
more, a person can buy a more fashionable suit or a better car, and
thus alter his apparent position within his circle.

The irony is that, from the individual’s point of view, doing so may
actually be a good investment. There #s a link, after all, between a per-
son’s ability and the amount of income he earns, which is why there is
also a link between the kind of goods he owns and outsiders’ esti-
mates of his ability. As clothiers never tire of reminding us, we never
get a second chance to make a good first impression. The job appli-
cant who arrives for his interview dressed for success is more likely to
be chosen than his rival whose clothes are merely clean and mended.

The more important the job, the more important—and the more
expensive—it is to look the part. An aspiring Hollywood agent is ill
advised to show up for lunch driving an eight-year-old Ford Escort. In
one sense, he cannot afford to buy the new Porsche Carrera; but in
another sense, he cannot afford not to. In many winner-take-all mar-
kets, the task of creating a favorable impression requires major capital
investments.



The Problem of Wasteful Investment 145

As compellingly attractive as such investments are from the individ-
ual contestant’s point of view, however, they contribute virtually noth-
ing to the welfare of contestants as a group. The problem is that in the
effort to create a good impression, it is relative, not absolute, perfor-
mance that counts. When all contestants escalate their expenditures
on cars and clothing, no one fares any better than before. The quest to
create a good impression is a positional arms race, pure and simple.

Investing in one’s own performance is not the only way to forge
ahead. Since reward depends on relative performance, an alternative
strategy is to sabotage the performance of one’s rivals. The assault on
skater Nancy Kerrigan by compatriots of rival Tonya Harding is a vivid
case in point.

Many forms of sabotage are illegal, of course. But many others are
well within the letter, if not the spirit, of the law. A corporation, for ex-
ample, may impose costs on its rivals by filing antitrust suits accompa-
nied by burdensome information requests.

Many investments in performance enhancement at least have the
redeeming feature of resulting in a product or service that is more
valuable to buyers. Sabotage clearly lacks this feature, with the result
that positional arms races involving sabotage generate even greater
welfare losses.

Some Exceptions

A word of caution is in order here. All we are saying is that whenever
market incentives would otherwise lead individuals to invest optimally
in performance enhancement, rewards that depend on relative perfor-
mance will lead to excessive investment. This clearly does not imply
excessive investment in a// cases—even those where reward depends
on rank. After all, a variety of other factors might cause people to in-
vest ¢oo little in performance enhancement.

Take, for example, the general problem of shirking by employees,
about which there is a large literature in economics.4 People dislike
work, the conventional theory goes, and will expend effort only if
their performance can be monitored and rewarded effectively. Thus,
when monitoring is costly, workers will tend to devote too little effort
to their jobs. In such cases a winner-take-all reward structure that
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stimulates additional effort might actually result in greater efficiency,
not less.

Indeed, firms may sometimes deliberately construct tournament
pay schemes for precisely this reason. A bonus may be awarded, for
example, to the agent who sells the most units each quarter. Our own
focus, by contrast, is on instances in which tournament pay schemes
are a natural feature of the market structure, not an artifact imposed
for the sake of stimulating extra effort. In these cases, and especially
when the rewards to top performers are extremely high, shirking is un-
likely to be a serious problem. On the contrary, the same incentives
that led Olympic gymnast Kristie Phillips to swallow painkillers so she
could keep practicing with a broken wrist are likely to call forth similar
levels of effort in other domains as well.

A second qualification to our general claim needs to be taken more
seriously. Our argument implies that investment in performance en-
hancement will be excessive from the point of view of the global econ-
omy, but not necessarily from the perspective of individual nations
within it. Citizens of the world at large, for example, might fare better
if we spent more dollars on food and health care, and fewer dollars on
improving the picture clarity of HDTV. But to the citizens of the na-
tion that developed the winning HDTV technology, things might look
very different. The winner’s rewards from capturing the world market
are likely to be more than sufficient to compensate for its own invest-
ments in R&D. This observation will be especially important when, in
chapter 11, we examine policies for dealing with winner-take-all mar-
kets. Individual nations will often have little interest in curtailing arms
races in which they have a good chance to win.

Yy
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The Battle for Educational Prestige

As college professors for more than two decades, we have witnessed
a steady shift in the career aspirations of our most able students.
Whereas these students once tended to favor careers in science, engi-
neering, and other academic disciplines, increasingly they have re-
sponded to the lure of six-figure paychecks in law and finance. Thus
the number of new lawyers admitted annually to the bar, which stood
at 19,000 in 1969-70, had risen to 47,000 in 1989-90.! During that
same period, the ratio of doctorates to bachelor’s degrees granted by
American universities fell from 0.064 to less than 0.04.2

As the financial rewards in law and finance have grown, so has com-
petition for the top jobs in those professions. Imagine the problem
confronting the hiring officers of Wall Street investment banking
firms, which attract literally thousands of ostensibly well qualified ap-
plicants for each entry-level position. According to one account, al-
most half of Yale’s 1986 graduating class interviewed for a position
with First Boston.

Given the costs of sorting through the deluge of résumés, it was in-
evitable that firms would come to rely heavily on educational creden-
tials. By now few students can have missed the message that without
an elite degree, access to the professional fast track has become in-
creasingly difficult. Elite educational credentials have also become in-
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creasingly important in the quest for admission to the nation’s leading
graduate and professional schools. Recall, for example, our account in
chapter 1 of the student from a small Florida college who was rejected
by Harvard in spite of a straight-Arecord and the unqualified praise of
her academic advisers.

Many of the nation’s most prestigious employers have an interest in
hiring the graduates of elite institutions quite independently of how
they perform on the job. Consider the CEO of a floundering Fortune
500 company faced with the task of hiring a management consulting
firm. He interviews the consulting teams from two firms and finds that
they are indistinguishable in terms of their ability to respond to his
concerns and formulate initial strategic plans. One team, however,
consists of graduates of Stanford, Harvard, and Chicago, while the
other is made up of graduates of less distinguished institutions.

With nothing more to go on, the CEO will have a compelling inter-
est in choosing the former team. He wants, after all, to tell his board
that he got the best advice available, and because the quality of advice
is inherently difficult to evaluate, educational credentials can sharply
increase the likelihood of a favorable assessment. McKinsey & Co.,
the nation’s leading management consulting furm, has disproportion-
ate access to the most lucrative consulting contracts in the industry;
and elite educational credentials are the “sine qua non for member-
ship in this outfit—filled as it is with Baker Scholars from the Harvard
Business School, Rhodes scholars, White House Fellows, nuclear
physicists, and Ph.D.s in the hard sciences.”

Students are remarkably sophisticated about these matters. If ac-
cess to the top jobs depends more and more on educational creden-
tials, we would expect them to do everything in their power to
improve their credentials, and indeed they have. Education’s growing
role as gatekeeper has given rise to increasingly intense competition
for admission into the nation’s leading colleges and universities.
Whereas it was once common for the brightest high school students to
attend state universities close to home, increasingly they matriculate at
a small handful of the most selective private institutions of higher
learning.

The universities that have been losing top students have not given



The Battle for Educational Prestige 149

up without a fight, however. Elite educational status is what these stu-
dents want, and one way a university can provide it is to hire faculty
with visible and influential research records. The increased bidding for
these faculty, we will see, has given rise to winner-take-all markets even
in the hallowed halls of academe. The salaries of star professors have
grown substantially, both in absolute and in relative terms, even as they
have experienced significant reductions in their teaching duties.

These competitive pressures have confronted universities with an
increasingly painful dilemma. Bidding for academic superstars places
greater strains on budgets that are already stretched thin; and yet fail-
ure to maintain their place in the academic hierarchy can lead to still
more daunting costs. Most schools have attempted to remain compet-
itive, and in the process, tuition costs have escalated sharply.

Determinants of Educational Status

There is no mystery about which colleges and universities constitute
the elite in American higher education. As noted by the sociologists
Paul Kingston and Lionel Lewis, “prestige is a somewhat amorphous
asset. Yet, for all the shadings of eliteness, there is remarkable continu-
ity and consistency—among raters and over time—in the rankings of
undergraduate schools.”> Some three dozen schools consistently place
at the top of the rankings in college guides and news magazines. The
eleven institutions identified by one study as best in the nation in 1940
have appeared at or near the top of most of the rankings published
since then.®

What factors govern membership in this elite? A reputation for a
long tradition of academic excellence is clearly important—indeed,
perhaps too important in some instances. Respondents in one survey,
for example, are said to have listed Princeton as one of the ten best
law schools in the country even though Princeton has never had a law
school. Yet it is equally clear that reputations cannot be sustained in-
definitely in the face of objective evidence to the contrary. The schools
at the top of the academic totem pole do in fact consistently score
higher than others on objective measures of faculty and student quali-
ty, the two most important components of academic prestige.’
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Student quality is measured in part by grades and test scores, but
includes other less formal criteria as well. For example, elite schools
strongly favor applicants with significant achievements outside the
classroom, such as having published a story in The New Yorker or hav-
ing won a figure-skating title. Their ability to attract such students,
and the high visibility these students often achieve after graduation,
further enhances the institution’s reputation.

How about the faculty? Direct measures of the quality of a faculty’s
research focus primarily on the quantity and influence of its publica-
tions. The influence of research is measured in a variety of ways, in-
cluding the selectiveness of the journals in which it is published, the
frequency with which it is cited by other scholars, and the extent to
which it is singled out for such academic awards as the Nobel Prize.

The faculty and students of elite institutions thus coexist in a rela-
tionship in which each helps to determine the status of the other. Stu-
dents acquire enhanced academic status merely by attending schools
in which top faculty are known to teach; for their part, faculty mem-
bers gain status by teaching in schools that are known to attract top
students.

Changes in the quality of either group are thus likely to set in mo-
tion a chain of self-reinforcing processes.® For example, a direct conse-
quence of adopting a more generous financial aid policy for gifted
students would be to increase the number of such students who
choose to attend. But there would be indirect effects as well. Having
better students would make it possible to attract better faculty, and
having better faculty would, in turn, make it still easier to attract bet-
ter students.

For that matter, merely having better students makes it possible to
attract better students. For example, one survey found that top high
school students tend to judge college quality primarily on the basis of
the achievements of the student body?® A second study found that ap-
plicants tend to prefer colleges that matriculate students abler than
themselves, the optimal choice being a school whose students’ average
combined SAT score exceeded their own by roughly one hundred
points.!? Unlike Garrison Keillor’s mythical Lake Wobegon, Ideal U.
is apparently a place where all the students are below average.
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Benefits of High Academic Status

No matter how it is measured, academic status is of critical impor-
tance for the distribution of resources, both within academia and be-
yond. Thus forty of the most prestigious institutions received more
than half of the $3.4 billion donated by private foundations and cor-
porations to institutions of higher learning in the 1989-90 academic
year.!! The top ten universities alone received more than 20 percent of
these funds.!?

Governmental research and fellowship support is similarly concen-
trated among the nation’s leading universities. In 1981, 28 percent of
the $4.4 billion in federal funding for academic research and develop-
ment went to just ten universities.!> And as we noted in chapter 2,
some two-thirds of the nearly seven hundred recipients of the presti-
gious National Science Foundation Graduate Fellowships chose to at-
tend one of just ten universities in 1988.

Academic prestige benefits not only the high-ranked institutions
themselves but also the faculty and students who populate them.
From the perspective of a faculty member, an appointment at a high-
ranked institution confers both the intrinsic satisfaction of high status
and a variety of other, more tangible rewards. Consider identical twins
with identical academic records except that, by some twist of fate, one
teaches at an elite institution, whereas her sister teaches at a lower-
ranked school. The first twin’s papers are more likely to be accepted
by leading professional journals.!* Her books are more likely to be dis-
cussed in the New York Review of Books. Her applications for research
grants are more likely to be funded. She is more likely to enjoy lucra-
tive consulting opportunities. If she writes a textbook, it will sell more
copies. She is more likely to be invited to give lectures and be asked to
join other leading scholars at professional