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The Harvard College Economist
Editors Note

The latest issue of The Harvard College Economist features severd
changes. With these changes, we hope to gpped to a broader audience while
staying trueto our fundamenta purpose of publishing firgt-rate economics papers
written exclusively by undergraduates.

Inthisissue, we offer anew editorid section with articleswritten by Judd
Kesder and Andrew Reider, our two columnigts. These editorids provide indi-
vidua pergpectives on current economic events and news. We have adso ex-
panded the staff of The Harvard College Economist in order to better repre-
sent the diverse interests of the undergraduate population. Senior Editors Emilie
Feldman, Anna Joo, and Erin Perzov, and Assstant Editors Colleen Horan,
Kayode Ogunro, Nadim Vasanji, and Ajit Vyas were invauable in ensuring a
high-qudity publication. In addition, we have begun distribution of thejourna to
sdect libraries outsde Harvard.

Findly, inthisissue you will find severd pieces which apply economicsto
non-traditional areas, such as progtitution, professond sports, and traffic prob-
lems. We hope you will find these innovative idess as interesting and thought-
provoking as we did.

For more information regarding submissons and saff pogtions, vist our
web ste at www.hcsharvard.edu/~hce, e-mail us a hce@hcs.harvard.edu, or
cometo theinformationd meetinginthefdl. Wewelcomeyouto send al etter to
the Editor viaour website with any comments or suggestions concerning the con-
tent of the journd. We are dways looking for enthusiastic sudents to write,
format, and edit for The Harvard College Economist and we encourage any-
one interested in the publication to contact us.

Sincerdy,
Megan Todd Ryan Myers
Editor-In-Chief President
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The U.S. Economy: An Interview with
Professor Robert J. Barro

Robert J. Barro is Robert C.
Waggoneer Professor of Economics
and is a regular contributor to
Businessweek and the Wall Street
Journal.

HCE: How do you expect U.S. and
world financial markets to perform
over the next few years?

RJB: Nobody can predict financia
markets. | think the steep decline of
U.S. stock market was related to new
technologies, particularly those related
to the computer andinternet. Therewas
agresat ded of enthusasm and optimism
in those areas, and many thought that
developments would be reflected in
long-term improvementsin productivity
and profitability. People changed their
minds about the commercid potentia of
thisin 2000. That, more than any kind
of bubble phenomenon, led to the big
collgpse. But that doesn’t mean thet |
can project from here where it’s going
togo. It sthenature of the market being
fairly efficient that you shouldn’t be gble
to predict that.

HCE: What about the economic
health of the U.S. and Europe?

RJB: Therearealot of problems. The
best guessis that there will be a dow
growth Stuation, but there are anumber
of factors that could make that worse.
However, I'm not particularly
pessmidic at the present time.

| would do moreon thetax sde
if | weretheBush adminigration. | think
that their tax package last year was
bascaly agood idea, but the end result
was a political compromise. They
wanted to have more of the tax cuts
structured in ways that would provide
incentivesfor working and investing, but
to get the measure through Congress,
they had to make concessions that
essentially just gave people money,
particularly those in lower-income
brackets. | don't think that provides
many incentive effects or productivity
effects. Overdl, | thought it wasagood
idea, morethan anything e se becauseit
took the money away from Washington
50 that they couldn’t find anything to
spend it on. It's not just Democrats,
but Republicans too: When they had a
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lot of money and there were large
budget surpluses, the main reaction was
to find new programs on which to spend
it or to increase existing ones. The
education bill, agriculturd subsdies and
health care initiatives were recent
examples.

| think it's good that they got
rid of the budget surplus. Part of it was
due to the tax cuts and part of it was
caused by the economy going downhill.
Now, there is more pressure to keep
down federd expenditures. A lot of the
date governments now claim they have
tight fisca pogitions, but that' s because
most of them increased spending a lot
when they had large sums of money and
now they don’t want to cut spending.

| would go further with the tax
cuts: | would accelerate thetax rate cuts
and try to have morethat’ sfavorableto
business investment. | think the Bush
adminigration will try to do thosethings,
and giventhe November eection results,
| think they probably will succeed.

HCE: You first introduced the
“ Ricardian Equivalency Hypothes's’
in 1974. Do you think that the
current and near-term tax cuts will
provide any stimulus in light of this
theorem? Will people spend the
money if they believe that taxes may

go back up in the future?

RJB: TheRicardian result gppliesunder
aparticular set of circumstances. The
two mogt important arefirg, afixed path
of government expenditurewhenyouare
talking about taxes versus expenditures,
and second, lump-sum taxes which
don’t directly distort but just have
money goinginor out of the government.
Theré s nothing in the Ricardian view
that would say that changes in the
margind taxes would not matter; it is
congstent with that proposition that they
would metter. The timing would dso
matter. For example, when Reaganhad
the tax cutsin the early 1980s, it was a
problem that the tax rate cuts were
phased in over afew years. Thiscreated
agtuation a thebeginninginwhich taxes
looked high rdaiveto wherethey would
be a few years later. That's clearly
contractionary. To some extent, the
Bush tax cut did the same last year
because most of the tax rate cuts were
promised inthefuture so that the current
tax rates (if you believed that promise)
are higher than they will be later. This
would actually motivate people to
postpone expenditures.

The big debate about budget
deficits was in the 1980s again under
Reagan. After the recesson of 1982-



1983, it wasunusud that the government
wasrunning big fiscal defidits; given that
the economy was recovering, that was
anunusud pattern. | think it did haveto
do with the tax effects, but that didn’t
haveill effectson theeconomy. Although
people talk about it now like it was an
obvious disaster, the economy did quite
wd| during that period: Interest ratesand
inflation came down subgtantialy and
investment growth did pretty well after
1983. Reagan wanted to cut both
gpending and taxes, but he was more
successful in cutting taxes at the
beginning, and that meant thet therewas
a deficit. By cutting the taxes and
reducing the revenue coming in, he did
hold down the size of the government
fromwhét it would havebeen otherwise.
| think that's dso being the effect now
fromthe 2001 tax cut; if wehave another
one, it will happen again. | think the
Democrats tend to oppose it because
they want more government
expenditure.

HCE: Do you think the U.S. should
be worried about the possibility of
deflation?

RJB: It's Japan that people talk about
usudly inthat context. 'Y ouwould think
that the problem would be so basic, but
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it is surprising how poorly it is
understood. It has been a puzzle that
Japan has been unable to get out of that
gtuation for some time. For a whilg,
policymakers were not being
expansionary enough in terms of
monetary policy, and they werethinking
too much about interest rates which
doesn’'t work when they get down
around zero (which was pretty much the
casein Japan). If you have asuccessful
expansonary palicy, you will get rid of
deflation and moveinto positiveinflation,
and interest rates should go up and not
down. For ingtance, if you printed alot
of money, you would expect interest
rates to rise; thereé' s something wrong
with dwayslooking for expanson when
interest ratesarefdling. Morerecently,
they have been printing moremoney, and
thereit has not had much of an impact.
People are just holding it. Japan has
provided the most poignant example of
deflation, so we should look to them to
learn about dangers for the U.S. It
seems like when interest rates on
government bonds are near zero, you
have to buy other things to be
expansonary. This is what Japan is
congdering trying: Printing money and
buying other assetslike equitiesor other
private assets. | suppose that might be
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successtul to get rid of deflation.

The U.S. is not in this
environment currently. There are Hill
plenty of other assetsto buy. Greenspan
was even taking about that the other
day: Even if short rates are at one
percent, longer-term government bonds
will be a four or five percent and we
can il buy alot of those.

HCE: Do you think that the
overhanging bank debt in Japan
creates problemsthat aredistinct from
theU.S?

RJB: | think thet deflationisnot themain
problem in Japan. | think it has more
serious problems. A lot of that had to
do with overexpansion and
overinvestment, and that is reflected in
thebank loans. Also, they have had anti-
market policies in terms of regulaions
and they were not very open in terms of
international trade. Some structural
differencesexist too: Thereisalot more
cross ownership of equities so that alot
of this ties in more directly with the
Situations of corporations. Thisis a
different structurefrom that which exists
in the U.S. Those are more serious
problems for Japan.

If I werein charge, | would try
to be more expansionary on the

monetary sde. | would try to get rid of
deflation, but | don’t think that would
be any guarantee that things would be
fine. | just think that deflation is a
problem that can be solved in Japan, so
why not do it? But | think the other
problems are more serious.

HCE: Corporate fraud has littered
the headlines over the past year. Do
you think the Bush administration has
dealt with the situation well, and how
should they continue to handle it in
the future?

RJB: | think the problem has been
overblown. Politicians dways like the
ideaof finding crooksand they think that
a crusade againg corruption and fraud
will solvethings. | think it saminor part
of thegtory. Themain cause of the stock
mearket coll gpse was overestimating the
potential of new technologies. Not that
the overestimation was something
supid; it wasvery difficult to know how
to evauate the commercia potentia of
internet companies. | believethat there
is corporate fraud in some examples
such as Enron, but | think it's a minor
pat of the overdl ory, paticularly if
you take a place like WorldCom which
has admitted to misrepresentative
accounting. | think that was adesperate



reaction to other problems like
overinvesment in capacity which was
not worth much. That's about $100
billionintermsof money downthedrain,
so then they can have $8 or $9 billion of
accounting fraud and they are till
bankrupt.

| would have preferred if the
Bush adminigration had focused more
on providing agood climatefor busness
rather than jumping on the bandwagon
and attacking business and making it a
broader problem than | think it is.

HCE: What about the long-term
fallout?

RJB: | think the government will put
on some more regulations, some of
which will not mean much and some of
which will cause trouble, like the new
accounting board. Certainly, accounting
could be made more transparent, but |
don't know if that will come out of this.
The correct treatment of things like
optionsisnot clear, and they don't seem
to be dudying it serioudy.

HCE: Your new book Nothing is
Sacred just came out in September.
You suggested that free markets can
be applied to a wide range of issues.
Can you provide an example, and do
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you think that there are limits to the
application of free market theory?

RJB: My colleague Gary Becker ishbest
known for extending economic andysis
toawidearray of topics. Someof those
things were the economics of the family
and crimind behavior. | think alot of
that has been useful intermsin getting a
better understanding of those topics.
For instance, considering the capita
punishment debate: | think alot of it has
to do with the deterrent effect. We
would like to know how potential
murderers respond to the punishment
sysem. So | think it is an important
extenson, but in the end it depend on
how well you can do with empirica work
to seehow important variousfactorsare.

My  first column in
Businessweek had to do with the
economics of beauty. | got in alot of
troublefor that. My maost recent column
dedls with the question of what is the
best monopoly in the United States. It
talks about the post office, OPEC,
Microsoft, and the Longshoreman’s
Union on the West Coast, but the
NCAA was my choice for the best
monopoly. They prevent collegeathletes
from getting paid beyond a limited
amount for scholarships. Obvioudy, thet
holds down financid competition and
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raises the profitability of college sports.
But the redly interesting aspect is that
they seem to convince people that they
have the high moral ground and that
people who cheat, like colleges or
donors trying to get around the
redrictions, are evil and that the NCAA
isdoing the good thing by preventing the
payment.

HCE: What are your thoughts about
thelabor disputethat wasjust settled
for West Coast port workers?

RJB: The threat of the federal
government was essential to the
resolution. | think that theworkerswere
scared thet if they went out on Srike again
that the federal government would do
something like send in the military to
work theports. Such intervention might
have been popular. 1 remember when
Reagan fired the air traffic controllers
early onin hisadminigration. That was
actudly quite popular at thetime. Now,
it's mogtly labor unions that complain
about it like it was awful, but in fact it
was very popular at the time he did it.
Peopledidn’t likedl that disruption and
it seemed to be a smdl union with an
inordinate amount of power usng it in

10

an inappropriate manner.

[t would bean antitrust Situation
except that, for some reason, the [abor
unions have been exempted from the
antitrust laws. But if you think about
the intent of them in terms of
monopolizing some sector and having
grest economic harm coming form that,
it fits perfectly. The Sherman Antitrust
Act of 1890, for example, wasorigindly
applied principaly to labor unions.
There was legidation later, such as the
Clayton Act and Wagner Act, which
changed that environment. These acts
Stated that labor wasn't an economic
entity and therefore was't covered; it
was very peculiar logic.

Antitrugt law, in generd, is not
very productive as it is applied. You
would think that we would want more
or lessparallel trestment on the Sdes of
management and labor. 1t's not clear
why you would want to gpply it on one
Sde an not the other, and labor unions
often do a better job of monopolizing
an industry. S0, the asymmetry is a
little peculiar.

HCE: You wrote a paper earlier this
year that dealt with the political
factors which dictated IMF lending.
Can you explains some of the main



factors?

RJB: The darting point of the paper
was that we wanted to assess the affect
of IMF programs on economic growth.
Normally, the IMF goes into places
wherethere are problems, likeadoctor
seppingintotrest anillness, soitisnot
farr to blame the IMF for the existing
problem. Neverthdess, if you wereto
judge solely from these existing
problems, it would appear that the IMF
was terrible.  Therefore, you have to
hold those conditions congtant to give
the IMF afair chance.

Then, thegenesisof thisproject
wasto do thisand assessthered effect.
We wanted to create an experimental
gtuation in which the IMF was going in
for some other reason than economic
problems. Therefore, we conducted a
politica economy andyss of the IMF.
They might go in because of the political
connections between the country andthe
IMF or with the United States. We
wanted to isolate the effect of the IMF
on economic performance. We found
a number of factors that seemed to
matter: Having nationa representetives
of the country at the IMF yielded a
higher probability of getting goprova,
and having a UN voting record Smilar
totheUnited Stateshelped aswell. The
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IMF loan to Mexico in 1995, the first
of theIMF shbig lending packages, was
the most obvious case of political
influence. President Summers was a
moving force behind the IMF's
participation. After that, therewerebig
lending programsin Asa, Russa, Brazl,
Argentina, and other countries.

Wefound anumber of variables
that seem to predict the instances in
which the IMF approves a loan, and
then we used these to determine the
effect of the IMF on economic growth.
Onceyou took thisinto account, thelMF
doesn't look nearly asbad. Wedid till
find thet the effect is negative, but not
nearly as negative as if one observed
the correlation between performance
and IMF participation.

HCE: You are teaching
“ Macroeconomics and Palitics’ this
Soring. Is there anything about the
cour se that we would not learn from
reading the course description?

RJB: | angoing to sart with thetheory
behind economic growth and
incorporate empirical evidence to
support it; 1 will then tie this into some
political issues. | have been working a
lot recently with my own research on
religion and economics. Certain

11
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variables representing religion include
church attendance, spiritud beliefs, and
government involvement in religion
(Communism, for instance, suppresses
organizedreligion). |1 amlooking a how
economic development influences
reigion and how rdigioninfluencesthings
like economic growth or democracy.
The class will dedl with issues such as
this. <

12
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Conver gence:
A Good Theory

Andrew Reider

After the frustrating 1980's,
Latin Americabdievedit could get back
on track and reach high growth rates.
The prescription was Smple and sug-
gedted that if the region “did its home-
work”—which meant stop trying to
solve economic problems with ineffec-
tive heterodox policies—it would be
ableto st back and experience the sus-
tained growth that East Asa had en-
joyed. Much of the promisecamefrom
areatively ample yet powerful notion
at the heart of economics: the theory of
convergence, whereby poorer countries
should grow faster than rich countries
under norma circumstances. Observ-
ers believed that convergence did not
occur for Latin America snce the late
1970 sduetoitscentraly planned, pro-
tectionist, and distorted economies.
Now, after severd currency crises and
a atimewhen eventheregion'sinditu-
tiond solidity is being tested, one can-
not reasonably argue that economic
theory delivered as promised. Many
have blamed severa factors to explain
theregion’ sunderperformance, but one
underdiscussed factor is the vdidity of

the underlying theory of convergenceit-
sf. Herel outline why the theory isa
good theory but that its power has not
been unleashed dueto itsinapplicability
to the redl globa economy.

As Sachs and Warner explain,
“themain reason for expecting economic
convergenceisthat the poorer countries
canimport capital and modern technolo-
gies from the wedlthier countries, and
thereby reap the “advantages of back-
wardness.” This occurs, as Adam
Smith ingenioudy explained, due to the
power of trade to promote growth
through severa channdls: increased spe-
cidization, efficient resource dlocation
according to comparative advantage,
diffuson of international knowledge, and
heightened competition. Thus poorer
countries should converge due to
cheaper inputs such as land and labor,
their increased return to capitd invest-
ments, and thefact that thefarther avay
one is from the technology frontier the
esder it isto make large legps in pro-
ductivity.

In fact, dements of the theory
of convergence have been confirmed by

13
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empirical evidence in cases where the
model closdy resembles redity. Just
after World War |1, for example, Ger-
many and Japan’s economies were in
shambles but they quickly converged
and are again among the richest econo-
mies. Since there was less capitd in
these countries—destroyed by the
war—the new investment made the
country grow faster than normal, sup-
porting thenotion thet investment in capi-
tal yieldsgrester returnsin poorer coun-
tries. Inthe 1860’ s, the American States
hed disparate income levels. After the
Civil War, the differences dowly disap-
peared as they became more fully inte-
grated—this supports the ideas advo-
cated by Adam Smith above. Further-
more, severd studies show that conver-
gence occurs within the OECD in the
globdization eras Jeffrey Williamson's
1995 paper on “ Globdization, Conver-
gence and History” “unambiguoudy”
showsthat convergence occurredinthe
late 19" century and late 20" century in
the OECD.?

Meanwhile though, most of
these pgpersadmit in their introductions
that globa convergence does not redly
occur. Williamson statesthat hisdataset
incdudes a“club” of countries that “ex-
cluded, of course, most of the Third
World and eastern Europe.” Thisisbe-

14

cause if he were to include them, he
would reach Pritchett’s (1997) conclu-
son that the ratio of per capitaincome
between richest and poorest countries
increased by roughly a factor of five
from 1870 until 1990. Part of the prob-
lem isthat the caseswherethe theory of
convergence works are exactly those
limited circumstances that the literature
usesto supportit. Itisnot that thetheory
isitsaf wrong (it is powerful as shown
in the cases above), but that once one
includesthefull set of countries, the het-
erogeneous resultincluding the different
trade and economic policies produce a
vastly complex redlity that departsfrom
the modd. While most theories and
moded sarenot expected to fully explain
the real world, this particular one faces
aredity that is so utterly distorted from
theory that its conclusons are diametri-
caly opposed to what the evidence sug-
gests (convergence rether than diver-
gence). In fact, thisis smilar to other
economic modelsof internationa scope,
such as the Heckscher-Ohlin modd’s
limitationsin explaining redl world trade
patterns and of the internationa capital
marketsmoded inexplaininginternationa
investment patterns (Feldstein and
Horioka 1980). One possibility is that
actua country interactionsare far more
complex than the economists models,



gmilar to the problem the subfield of
psychology and economics has uncov-
ered in the models of humans' interac-
tions.

Under this light, inferences of
economic behavior from Williamson's
“club” to generd trends—such as Sachs
and Warner' sclaim that oncetradelib-
erdizationsspread inthe 1990stheten-
dency towards convergence would
strengthen—have proved mideading.
Latin American exportsdid increase as
predicted once countries liberdized, in
fact they led the world in the 1990s.
However, not only did convergence not
occur, but these countries experienced
rignginequdity, enormousvoldility, and
economic growth ratesbelow their pogt-
WorldWear |1 average. Furthermorethe
countriesthat converged, such asChina
and India, followed heterodox economic
policies. Thus, despite convergence's
power in some settings, it seems that
economists  understanding of conver-
genceexplanslittle of how deve opment
occursin practice.

To see how the real world
economy actsinwaysfar fromwheat the
amplified theory suggests, it may be
useful to adopt the perspective of ade-
vel oping country’ seconomy. Onceone
puts onesdf in the pogtion of a deve-
oping country, one can see how despite
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the severd advantagesto backwardness
that can produce explosive growth,
“therearedso strong forcesfor stagna:
tion” (Pritchett).

Fird, the rules of the game are
weighted in favor of rich countries.
Whilethereare severa examplesof this
such as the TRIPS agreement, lets ex-
amine how the WTO makes develop-
ing countriesfed like second-dassmem-
bers in terms of protectionism and the
issues that are discussed. Despite the
worldwide trade liberdization and hal-
lowed era of globdization, when poor
nations export to rich countries they
facetariff barriersfour timeshigher than
those in North-North trade—to an ex-
tent thisisdueto agriculturd protection-
ism, but there are other products like
ded that are now coming to the fore-
front of internationd disputes. Protec-
tionism in agriculture alone cogts deve-
oping countries at least $100 hillion a
year, which istwice theamount they re-
ceiveinad. Furthermore, while barri-
erstotradein goods, financid services,
and invesment flows fdl sgnificantly,
Rodrik points out that internationd la-
bor mobility has not been discussed,
epecidly not inamultilatera sense, and
remains highly redrictive. This would
highly benefit the poor countriesbecause
they have excess|abor and their work-

15
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ers would be better trained and could
send remittances back to their home
countries.

Furthermore, think of conver-
gence from afirm’s gandpoint. Even if
a company has a good product, it can
hardly expand internationdly unlessit has
a solid base. In developed countries
and few large deve oping countriesone' s
home market sufficesto get enough scale
for such an endeavor, but that is much
harder in small developing countries,
gmilarly this deters multinationals from
creating export basesin these countries.
The same problems a firm faces by not
taking advantage of economiesto scae
are present in its R& D investment: be-
cause the home market’ ssizeis not big
enough, the country overal doesnot in-
vest intechnology asit should. (Though
these notions expose obstacles that |o-
ca companies face they only reinforce
the importance of trade.)

Perhgpsthe greatest problemis
financing. While the principle of con-
vergence at amicro-level suggests that
afirmwith agood and chegper product
should be successful, this may not be
true in the real world regardiess of the
barriersto entry discussed above. This
isepecidly truein countrieswith ahigh
cost of capital such asBrazil whoselo-
cal interest rates are 22%—such an

16

obstacle isdmost insurmountable for a
typica firm that would otherwise be
competitive globdly. Whilelarge com-

panies can get around this obstacle,

smaller companies and new entrants
have a hard time becoming export-ori-

ented, whichisessentid for convergence
o occur.

Theseare only afew of theob-
stacles of backwardnessthat are present
in redlity. For convergence (or lack
thereof) to be properly understood in
terms of the world as it is, the models
should account for these obstacles of
backwardness dong with the mode’s
advantages of backwardness.

Neverthdess, anti-globdization
and anti-capitalist rhetoric that Smply
dismissesthetheory of convergence and
Adams Smith's ingghts have it even
more wrong because the theory is as
strong asever. The problemisnot with
the theory, but that the structure of the
world economy and redl internationd
economic behavior does not act ac-
cording to it. Much of it is ill gppli-
cabletothered world aswedl—the suc-
cessful examples of China and India
unquestionably camefrom taking advan-
tage of globaization. One task pro-
posed above is for economists to ad-
dress the disadvantages in their moddls
better so that they can understand the



reasonsfor divergent economic growth.
More importantly though, is to redize
that divergence occurs not due to the
theory’ sweskness, but instead because
the conditions for convergence to oc-
cur have not been established. Once
one redlizes this, one readily sees that
adamantly opposing globdization only
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gets one farther from convergence,
though merely opening up to tradeisin-
aufficient. «

Y ). Sachs and A. Warner, “Economics
Reform and the Process of Global Integra-
tion”  (Brookings  1995).
2 Jeffrey  Williamson,
Covergence,  and
MA: NBER, Sep.

Globalization,
History”  (Cambridge,

1995).

An Efficient Highway System:

A Public Good
Judd Kessler

A highway system is the quint-
essentid example of apublic good. Itis
such a good example that high school
economics teachers across the country
useAmerical s2.4 million milesof paved
roads to explain how some goods thét,
dueto externdities, are under-produced
by the private sector can, and should,
be supplied by the government. These
teachers speak truth, and one of the
American government’s mgor respon-
ghilitiesisto condruct and maintain the
interdtate highway system.

But while construction and
mai ntenance of roads are necessary for
an efficient automotive transportation
system, they are not sufficient. An effi-
cient syslem would aso digtribute cars

onto the highway in amanner thet mini-
mizestraffic and congestion. Thisdidtri-
bution of carsisaso a public good that
the government should be responsble
for providing.

Presently, Los Angeles rush-
hour drivers spend 136 hours per year
in traffic delays, according to the Texas
Transportation Ingtitute’'s 2002 Urban
Mohbility Study. Other mgor cities did
not fare much better, and the study esti-
mated that Americans wasted atotal of
$68 hillion in gas and time dueto traffic
in 2000. Thesetremendous costsfall on
individua Americans, with an average
LosAngees*peak roadway driver” in-
curring annud costsof $2,510. Clearly,
the construction and maintenance of
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highwaysis not enough to meet drivers
needs and creste an efficient system.

In many cases the government
is limited in its ability to condruct new
highways. Certaininterest groups|obby
agang highways, arguing that congtruct-
ing more roads increases the number of
drivers and pollutants. According to a
New Yorker article on September 2,
2002, there are 40 percent more people
and twiceas many carsin Americathan
there were in 1970, but road capacity
has only increased by 6 percent. While
road maintenance is necessary, it does
little to dleviate traffic or decrease the
cogts of congestion.

The government must turn to
another, often overlooked, tool of cre-
aing an efficent highway sysem. Dis-
seminating information on traffic and
road conditions to drivers would im-
provetraffic flow and decrease the cost
of congestion with only asmall pricetag
for the federal governmen.

Presently, most information is
transferred to drivers via private radio
dations that broadcast traffic updates
every ten minutes or so. In large metro
aress, thisinformationisoften irrdevant
to drivers destinations or comes too
late—many driversfind out they should
have taken an dternate route when they
are dready stuck in traffic.
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Some attempt has been made
by the government to provide highway-
gpecific information to drivers. Certain
areas haveradio broadcasts of highway
updates that are advertised by signson
the side of theroad. Other, more effec-
tive atempts include lighted overpass
sgnsthat changeto describetraffic con-
ditions further down the road. These
ggnsareused in New York City onthe
Long Idand Expressway (LIE), where
asgna exit 34 might tell you thet traffic
is heavy from exit 37 to exit 40.

But these measures providein-
completeinformation—they do not dert
drivers of traffic levels on dternate
routes. In the above example, | don't
know whether trafficisheavy onthe LIE
becausetrafficisheavy on dl eastbound
highways, or if the LIE is particularly
congested. Therearetime and gas costs
to taking an dternate route, and without
more complete information, | might be
inclined to hold tight rather than take my
chances.

In these cases, the difficult bur-
den of information collection is placed
on eechindividud driver. But when cars
movefrom congested highwaysto less-
congested dternate routes, drivers on
both highways benefit from afagter ride,
If enough cars switch from the heavy-
treffic to the light-traffic highway, an



equilibrium is reached where dl drivers
aredigributed efficently among possble
route. At thisequilibrium point, thehigh-
way system is being used to its full po-
tentid.

The information collection and
dissemination required to make this ef-
ficiency possble is a public good just
like highway condtruction, and should
be considered respongibilities of thegov-
ernment. The government must look for
ways to provide drivers with better in-
formation that can be easly synthesized
for route decisons.

Fortunately, technology has
mede traffic data.collection on highways
essy: sensorson theroad can determine
theflow of trefficand andyzeit ingantly.
And navigation system consoles, pres-
ently being inddled in luxury cars, pro-
vide drivers with mapping software to
locatethar destinationsand outline com-
plete routes.  Outfitting the navigation
consoles to andyze traffic information
distributed by the government would
alow these two systems to work to-
gether to determine the fastest route to
the driver’s destination.

Whileonly carswith thesenew,
expensive navigationa consoles would
currently be able to use the information
that the government provides, moving
eventhissmal number of carsfrom high+

Winter 2002 / 2003

density to low-density roads makesthe
system more efficient. Asentrepreneurs
enter the market to produce consoles,
the price would drop, alowing moreto
benefit.

Whether you' re gitting in traffic
on 1-95 or stuck bumper-to-bumper on
the LIE, highway traffic information—
necessary to help you decide on afaster
route—is a public good, and the gov-
ernment should be responsible for pro-
viding it. «¢
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Playing the Odds on Beacon Hill:
Can the M assachusetts Clean Elections

Law Savea“ Democracy in Crisis?”
Rachael Wagner

Abstract

This paper uses game theory to analyze the structure of the
Massachusetts Clean Elections program. The law’s potential
for success in opening political races to new types of candi-
dates and reducing the advantage of incumbency is evaluated
through a series of playoff matrices between candidates of dif-
ferent fundraising capabilities. Thisanalysis shows that, while
the Clean Elections Law may increase the number of people
who run for elected office, it will not necessarily alter who

wins these elections.

|. Introduction

“Democracy isincrissinMas
sachusetts,” or so the supporters of the
Massachusetts Clean Election Law
would convinceus! In 1998, theMas-
sachusetts congtituency supported aref-
erendum on the Clean ElectionsLaw, a
bill that provides state funding for politi-
ca campaignsthat agreeto adhereto a
predetermined spending limit. One god
of the bill, according to its supporters,
isto reducetheinfluencethat privatein-
dividuas, businesses and interest groups
wield over the candidates who are
forced to raise thousands to millions of
dollars to mount successful campaigns.
A second objective of thelaw isto en-
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courage” non-wedthy” and “non-tradi-
tiond” candidatesto run, Snce*“theneed
to raise large amounts of private
dollars...creates an additional set of
advantages for aready-advantaged in-
cumbents” this, inturn, should lead toa
morediverse, morerepresentative gov-
erning body.2 Thisconcern about open-
ing up thegovernment to new candidates
seemsto be especidly rlevant in Mas-
sachusetts adatewherethelegidature s
incumbent leadershipisperceived to be
so entrenched that a political action
group went so far asto put anon-bind-
ing referendum opposing there-dection
of House Speaker Thomas Finneran on
the bdlot.2



But can the Massachusetts
Clean ElectionsLaw actudly accomplish
thesegods? According to Pam Wilmoat,
executive director of Common Cause
Massachusetts—agroup that played an
integrd role in the passage of the bill —
this year's implementation of the law
“wasjud atoeinthewater,” soitistoo
ealy to tel what the law’s effects will
be.* Inthispaper, however, | will con-
duct an analyss of the Clean Elections
Law froman economic perspective. Us-
ing a game theory structure based on
the principle that the results of candi-
dates choices are condrained by the
decisonsof their opponents, | will ana-
lyze the decison-making processesthat
different types of candidates might use
in choosing whether to accept Clean
Electionsfunding. Of course, only em-
pirical evidence over timewill categori-
caly prove the law's success or falure
inachievingitsobjectives of levding the
playing fiedd for unknown candidates
and reducing the importance of private
contributions. However, the modd is
ussful for the sake of sudying theimpli-
cations of the law’s Sructure in the ab-
dract. Theresultsareinteresting: While
the Clean ElectionsLaw may havemuch
successin changing who runsfor office,
we are unlikdy to sse any sgnificant a-
teration in who actudly gets dected in

Winter 2002 / 2003

M assachusetts.

1. The Structure of the
Clean Elections L aw

In 1976, the US Supreme Court
ruledin Buckley v. Valeo that “the First
Amendment denies government the
power to determine that spending to
promote one' s politica viewsiswaste-
ful, excessve or unwise”5 Thisruling
came in response to the Federd Elec-
tion Campaign Act of 1971, which
sought to curtail candidates contribu-
tions to their own campaigns. More
broadly, however, this decison put a
decigve end to any efforts by the gov-
ernment to limit campaign spending and
forced legidators to think of ways to
incentivize candidates into accepting
voluntary spending limits. Thisneed for
voluntary limits, combined with the
public's desire to reduce the influence
of specid interests, gaveriseto the cur-
rent structure of publicly financed cam-
paigns, which generally involve a
candidate’ s voluntary agreement to a
date-defined spending limit in exchange
for gatefunding for hisor her campagn.
Private donations accepted under this
schemeareusudly cgpped a alow levd,
such as $50 or $100 dollars, and indi-
viduadsarerequired to collect aspecific
number of contributions to prove that

21



The Harvard College Economist

they are viable candidates before they
are digible to recave gate funding.®

In Massachusetts, the Clean
Elections campaign spending cycle be-
gins March 31 of the year prior to a
November eectionyear, and candidates
have until early June of the dection year
to file their qudifying contributions and
register to receive public funds. The
number of qudifying contributions (of
$100 or less) varieswith the office, from
6000 for a gubernatorial candidate to
200 for aMassachusetts House of Rep-
resentatives hopeful. Clean Elections
Law candidates agree to the schedule
of funding and spending limits below.

Clean Elections candidateswho
are unopposed in ether the primary or
the genera election receive haf the
alocated amount for that unopposed
race. Those candidates who are not
applying for Clean Elections funds are

free to spend as much as they choose
on their campaign, but they must notify
the Office of Campaign and Political
Finance (OCPF) when they exceed the
Clean Elections spending limit. Oncea
non-participating candidate breaches
the threshold, the Clean Elections
candidate receivesmatching fundsupto
twice the origind spending limit.”

Jugt looking & thesmall amount
of data available on Clean Elections
laws acrass the country, it is difficult to
predict what the effect of the
Massachusetts Clean Elections Law will
be. Arizona adaewithasmilar sysem
of publicly funded dections, saw a36%
increase in the number of candidates
running for officewhen the publicfunding
scheme went into effect in 2000, as 76
additional people decided to run for
office that year. In Massachusetts,
however, only nine candidates legaly
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used public funds in their primary
elections; of these, only four ran in
contested primaries. In the four
contested primaries, two candidates,
Eldridge and Tolman, received matching
funds when their opponents exceeded
the spending limit, but only Eldridge
advanced to the general election.®
Tolman was outspent by two of the
opponentswho subsequently beat him.®
O'Brien and Birmingham both raised
more than twice the origind spending
limit, exceeding the maximum amount
that Tolman could receive in matching
funds!® While conclusive data about
the importance of money
Massachusetts elections was
unavailable, thiscorrelation betweenthe
amount of money spent and the number
of votesreceived isnot surprisng. The
Leagueof Women Votersreportssmilar
findings on the nationd leve: “In 1998,
95 percent of [US] House winners and
94 percent of [US] Senate winners
outspent their opponents.” *

in

[11. Underlying assumptions

This statistic on the routine
coincidence of high spending and
eectord victory is important in thet it
showswhat animportant part of politica
Strategy campaign spending can be. |
will make a further critical assumption
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that a causal relationship does indeed
exist between the amount of spending
on a campaign and a candidate's
probability of being eected into office,
based on the observation of the sirong
positive correlation between these two
factors. However, before | address
how a candidate —who has already
mede the decision to run for office—
chooses whether or not to take public
funds under the Clean ElectionsLaw, |
will outline the basc assumptions that
underlie my modd.

Fird, | assume for smplicity
that there are only two types of
candidates, those who arewdl | known
and could eadly raise more than twice
thegpending limit (the maximum amount
of public funds available) and those
who are unknown and would have
difficulty raisng an amount grester than
twice the spending limit. | will denote
the former by K (asin “known™) and
the latter by U (as in “unknown”).
Unless otherwise noted, every
hypothetical candidate is a member of
one of the two mainstream parties. |
will, however, address third-party
candidates later in this essay.

Second, empirical evidence
leads meto fed safein assuming that —
inorder either towinor a least tobea
redl player in an dection —a candidate
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must oend anamount that iscomparable
to that of his or her opponents. Thisis
especially important for unknown
candidates who must work to establish
a name for themselves through their
advertissments. A third assumption thet
is tied to this axiom about the
importance of campaign spendingisthet,
inthismodd, | assumethat al candidates
are equally qualified and equally
gppedling to voters. Of coursg, thisis
not the case in redlity, but in order for
the modd to have any relevance a dl
wemust removethe effectsof individua
voters' preferences for particular
candidates that may influence the
outcome of the dection. Although it is
quite possiblethat the amount of money
a candidate is able to raise reflects his
strength and popularity within his
constituency, for the sake of
argumentation, | disassociate thesetwo
issues and examine fundraisng cgpability
purely asan exogenous endowment theat
the candidate brings to the campaign.
Findly, | will congruct my modes as
smultaneous-move, one-time games
between the candidates who have
decided to run, assuming complete
information among the agents.

With these assumptions stated,
let us now consider three different
candidate pairings: two known
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candidates, two unknown candidates,
and one known and one unknown
candidate.

V. Game 1: Known vs.
Known

In an election between two
known candidates with equd apped to
voters, campaign spending isespecidly
important, as it is each player’s most
effectiveway of diginguishing himsdf to
the voting public. Under our
assumptions, a candidate who spends
much more than his opponent will win,
but the outcome is uncertain when the
two candidates spend comparable
amountsof money. A playoff matrix for
this game appears on the next page,
where “clean” represents that the
candidate uses Clean Election funding
and “dirty” means that the candidate
raises more than twice the pending limit:

In this game, it is doubtful that
elither candidate will accept the Clean
Elections funding without 100%
certainty that hisopponent will dso take
the public funding. This is due to the
fact thet, under the Clean ElectionsLaw,
acandidate who accepts public funding
and then violatesthe spending or in-kind
contribution limits is sharply pendized.
According to Section 16 of the law
(M.G.L. c. 55A), a public funding
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candidate who violates the Clean
Elections Law must return dl of the
money his campaign was given by the
gate and must pay afineout of hisown
pocket equd to twicethe amount of the
violaioninquesion.*? However, if both
candidates agree to accept the Clean
Electionsmoney and if thereisno threet
of athird, “dirty” candidate entering the
race, there is very little risk of ether
candidate defaulting because of thehigh
cost of violating the Clean Elections
Law’s provisions. Of course, each
candidate should take into account the
persond means of his opponent when
deciding whether to take the Clean
Electionsfunding; acandidate would be
foolish to assume that a million-dollar
fine would be enough to deter his
billionaire opponent from defaulting on
a Clean Elections pledge.  Outside of
these extreme cases, though, the
pendtiesfor violaion are probably high
enoughtoinducethe* clean” candidates
to keep their word.

Thus for two known candidates, it is

unclear whether the Clean Elections
Law will successfully decreasecampaign
costs and end candidate indebtedness
to specid interests. Since both known
candidates could run without public

funds, the law will not affect what sort
of candidatesenter thisrace, sothat part
of itsmissonisnot particularly rdevant

to races like thisone. As seen above,

much of each candidate’'s decision
weighs on the actions of his opponent,

sgnce no known candidate will commit

to Clean Elections funding without a
guarantee that his known opponent will

aso volunteer to submit to the pending
limit without any plausible threat of
defaullt.

V. Game 2: Unknown vs.
Unknown

For unknown candidates with
lessfundraising prowess, the availability
of public funding is most likely amgor
incentive to run when otherwise they
might not have entered the race. In
Maine and Arizona, two states with
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public funding programs, “mos of the
candidates who participated [in 2000]
... S8y they wouldn't have run if not for
public financing.”** The law is very
effective a opening up dectionsto new
players for these sorts of candidates.
Because these unknown candidates are
not capable of raising over twice the
spending limit and exceeding the
avalable matching funds, an unknown
candidate who runs on Clean Elections
funding against another unknown
candidate doesnot haveto worry about
his opponent being able to compete on
“dirty” funds, as depicted earlier. A
playoff between two unknowns is
presented below, where “unclean”
ggnifies that the candideate is not usng
Clean Elections funding but is unable to
raise over twice the origind spending
limit.

Although two of the payoffs
yidd “equivdent funding,” it should be
noted that the absolute amounts of

campaign spending in the upper left
payoff (when both choose “clean”
funds) is likely to be higher than in the
lower left counterpart (when both
choose “unclean” funds), if we assume
that these unknown candidates have
difficulty seeking large private
contributions. However, for the sake
of covering dl possible cases, the matrix
includes the situations where the
unknown candidate can till raise above
the Clean Elections cap but below twice
the amount of the cap, even though in
redity the Unknown will probably fall
to exceed the first cgp anyhow (if he
could, amain purpose of thelaw would
be void). The mairix reveds that the
dominant strategy for the unknown
candidates is to choose to use Clean
Elections funding, whether or not the
opponent is able to raise funds above
the predetermined cap. For unknown
candidates, the Clean Elections Law
appearsto be acomplete boon, sinceit
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can only help their chances.

VI. Game 3: Known vs.
Unknown

Elections between known
candidatesand unknown candidatesare
the mogt relevant to adiscusson of the
Clean Elections Law, since, according
to Massachusetts Governor Jane Swift,
oneof thegodsof thelaw isto “increase
thecompetitionfor dectiveoffice”** As
we saw in the first playoff between K1
and K2, the mere availability of Clean
Elections money does not seem to play
a large role in a known candidate’'s
decison to run for a particular office
since he or she would be capable of
ralSng enough money to mount aserious
campaign regardless of the new
legislation. Thus, the law is most
important in situations where an
unknown candidate chalengesaknown
candidate. InMassachusettsespecidly,
Clean Elections legidation has been
strongly opposed by incumbents who
didike the leveing effect of the law,
which makesit much easer for unknown
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candidatesto raise money and compete
againg incumbents. Prior to the law's
implementation, incumbents could use
thelr gatusto sgnificantly out-fundraise
their unknown opponents. A playoff
between a known candidate and an
unknown candidate is shown below,
where“dirty” representsthe casewhere
the candidate raises morethan twice the
origind spending limit and “unclean”
sgnifiesthat the candidate neither takes
Clean Electionsfunding nor raisesmore
than twice the limit.

Inthissituation, each player has
a dominant drategy. As we saw from
the previous playoff between Ul and
U2, unknown candidates who cannot
raise more than twice the spending limit
will aways take the public funding
option. The known candidate, on the
other hand, will not take public funding
in arace againg an unknown because
this levels the playing fidd to the point
a which the advantage of being well
knownisnullified*® Thisisaninteresing
concluson, as it implies that, while the
Clean Elections Law may encourage
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unknowns to run against known
candidates who have significant
fundraising advantages, the better-
known candidates probably will not
participatein the Clean Electionsfunding
system when they are opposed by
unknowns. By decreasing thefinancia
cogts of entering the race for relative
unknown candidates, the Clean
Elections Law may fulfill its purpose of
increasing the competition for dective
office, but it may not actudly affect who
gets immediately elected to those

positions.

VII. Third Party Candidates

Since the Clean Elections Law
was designed to induce more people to
run for office, we are likely to see an
increase in the number of third-party
candidates under this system. Because
third-party (i.e. not Democratic or
Republican) candidates are most likely
to be unknown, they will probably take
advantage of the public funding system
under dl circumstances, asour U1 vs.
U2 and K1 vs. Ul playoffs
demonstrated. As has been witnessed
in Arizonaand Maine, the public funding
system is successful in enticing
unknowns to run for office because it
greatly decreases the cost (in terms of
the candidate’'s own money and the
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opportunity costs of time spent
fundraisng) of running for office.

Through the model outlined
above, we can look at the effect that
these third-party candidateshave onthe
mainstream candidates decisions to
accept or rgject the Clean Elections
funding. In a race between two
unknowns, thethird party’ sinvolvement
will have no effect, since both
candidates dominant strategy is to
accept thepublicfunding. Similarly, the
involvement of a third party in a race
between a known candidate and an
unknown opponent does not changethe
mainstream players' decisions; if
anything, it will make the better-known
player even moreresolutein her decison
not to leve the playing fidd by taking
the Clean Elections funds.

In arace between two known
candidates, however, theinvolvement of
a third player can have an important
effect. Whereas previoudy the two
known candidates might have been able
to agree to accept the public funding
(sncetheresult isequally ambiguous so
long as they both act either to take or
reject the funds smultaneoudy), athird
party can destabilize thisequilibrium. In
closaly contested races between two
known candidates, third parties are
especialy dangerous, sncethey tendto



gphon off votes that previoudy would
have gone to the two mainstream
players. Because of thiseffect, thetwo
main parties candidates want to
margindize the third party candidate as
much as possible; accepting public
funding would put all three parties
players on the same spending level, so
itisunlikely that either known candidate
would consent to receive Clean
Elections funding if a third candidate
were involved. Aswe saw in the K1
vs. K2 playoff, neither player will agree
to the spending cap without an identical
guarantee from his opponent, so it is
especially unlikely that the two
mainstream candidates would be able
to reach a Clean Elections-funded
equilibrium if athrestening third party is
involved.

VIII. Conclusion

Asthisseriesof gameshas sug-
gested, the current political climate does
not seem conduciveto asuccesstul Cleen
Elections system in Massachusetts.
Whilethelegidation doesaccomplishits
purpose of increasing competition for
elected office and may, in some cases,
reduce the candidates' reliance on do-
nations from private interests, it is not
likely to Sgnificantly ater the srong po-
gtion that incumbents and other well-
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known candidates hold coming into an
election.16 It is important to note that
thisisover only oneiteration. Over time,
as unknown candidates run for offices
unsuccessfully but become well known
in the process, the compostion of the
group filling eected pogitionsin Massa:
chusetts may become more represen-
tative of the population & large. This
could occur as these unknowns are
elected in subsequent races, which they
enter as known (rather than unknown)
candidates.

What, then, can be done to
strengthen the Clean Elections Law?
The idea of providing the right incen-
tives for the candidates-the backbone
of the Clean Elections Law—can be
taken one step further. One possible
solution is for supporters of the Clean
Elections program to work to stigma-
tize those candidates who choose not
to accept the voluntary spending limits.
Right now, a candidate incurs no cost
(besides the opportunity cost of having
to raise his own money) for choosing
not to participate in the public funding
program. If this refusd to participate
wereinstead portrayed as active oppo-
gtion to democratic idedls, the cost of
not participating would be higher, and
the candidate would have to weigh the
potential damage to his image agang
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the positiveimage-building thet could be
accomplished with the excess funds he
would be alowed to raise. Such apub-
licity campaign could effectively inter-
ndize the positive externdity (of open-
ness, fairness and issues-oriented cam-
paigning) thet the Clean Elections sup-
porters seek by forcing the non-partici-
pants to bear the costs of the damage
the Clean Elections system sustainsdue
to their refusal to participate. Thuswe
see that, left asit is now, the sysem is
not likely to achieve the democraticide-
asit seeks. However, aseriouspublic-
ity campaign againgt those who do not
paticipate could sgnificantly dter the
candidates decision-making processes
and, in doing so, strengthen the effec-
tiveness of the Clean Elections Law.
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IMF Funding and itsLimited Moral
Hazard Consequences
Eric Powell

Abstract

This paper draws from theoretical and empirical work to dem-
onstrate that the amount of moral hazard induced by IMF-fund-
ingisminimal. It exploresthe criticisms of moral hazard fund-
ing while demonstrating that the moral hazard ismitigated by a
number of factors and illustrating that the IMF’s systemisin

fact superior to alternatives.

|. Introduction
To think that policymakers pursue
risky courses of action because they
know the IMF safety net will catch
themif thingsgo badly isfar-fetched.!

[T]he IMF might consider changing
its name to the IMH — the Institute
for Moral Hazard.2

Inthewake of thefinancid dev-
adtation of World War 11, academicsand
policymakers from forty-four countries
gathered at Bretton Woods to establish
an internationd system of financid da
bility. The system adopted at the con-
ference relied on free trade and fixed
exchange ratestied to the dollar, which
was backed by gold reserves. Thecon-

ference dso established two maor in-
gitutions—the World Bank and the In-
ternationa Monetary Fund (IMF). The
World Bank was crested to foster re-
devel opment in areasravaged by World
War Il. The IMF was dso a tool for
rebuilding and preserving globa pros-
perity; it was charged with maintaning
the exchange rate, promoting a sound
system of trade, aiding countries with
balance of payment deficits, and assi -
ing economicaly disiressed countries?
In1971, President Nixon ended
America suseof thegold sandard, and
in 1973 the major Bretton Woods
countries agreed not to return to afixed
exchangerate systlem.# Thisnew world
policy obviated the need for the IMF' s
centra misson, supporting thefixed ex-
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changerate. ThelMF, though, was not
dissolved and has snce maintained its
involvement with internationd financia
sability. The Fund accepted a more
prominent role in offering money to d-
leviate insolvency, consulting nations on
monetary problems, and advancing the
growth of internationa trade®

The IMF gained subgantid in-
fluence in the 1980's for its assgtance
in the Lain American financd crigs®
Since then, the Fund haslent money to,
among others, Mexico, Russa, South
Korea, Indonesia, and Brazil’, and the
inditution is currently involved in pro-
grams in over seventy countries® The
increasing presence of the IMF has at-
tracted global attention and sparked
criticiams.  Andyds often criticize the
IMF s broad influence on crisis coun-
tries policies, itsill-defined accounting
procedures, and its distortion of incen-
tives. Itisthislast point which this pa
per will address.

It is argued that IMF loans
cause amord hazard problem by dis-
torting theincentives of creditors, debt-
ors, and governments. Mord hazard
arisesswhen astudion falsto confer dl
pendtiesor dl benefitsto an individua.
A rationd agent will act to maximize his
utility within this framework, potentialy
undertaking actions he would not pur-
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sueif he were ascribed full responsibil-
ity.® Freinsuranceisan illudrative ex-
ample of mord hazard. In an extreme
scenario, ahomeowner understandsthat
if his property is damaged by fire, he
will berembursed by hisinsurance com-
pany; therefore, except to avoid an in-
convenience, thereisnoincentivefor him
to practice precautionary measures. To
limit thisirrespongbility, many insurance
companies have deductibles or mandate
that insurance holders use smoke de-
tectors.’®

Critics assert that the IMF fits
this mold; they dam that the IMF in-
ducesastrong mora hazard for foreign
investors, domestic debtors, and do-
mestic governments.!! From atheoreti-
cd perspective, the criticsmakeacom-
pelling argument. However, experience
has not supported them. The degree of
mora hazard is mitigated by a number
of factors, and mora hazard dters in-
centives and influences decisons only
to aminor extent. Perhaps even more
relevant, though, isthat the IMF s sys-
tem, indudingitspotentid to causemord
hazard, is superior to aternatives.

The following section will ex-
pound on the conceptual issuesregard-
ing moral hazard and the IMF. Subse-
quently, to demongtrate that this model
exaggerates the true degree of mora



hazard, the bulk of this paper will dispel
hypotheses surrounding moral hazard
and explore actudities that limit mord
hazard. Findly, section seven will illus-
trate that athough some reforms might
reduce mord hazard, the current sys-
tem should be maintained because it
improves welfare.

[I. Conceptual |ssues
Countries such as Brazl and Russia
would have had the appropriate in-
centives to implement good policies,
instead of knowing that the IMF or
the U.S would respond to bad poli-
cies with showers of money.*2

Conceptudly, there could be a
mora hazard problem for creditors,
debtors, and governments. To demon-
dtrate the atered incentives creditors
face, consder amode depicting there-
turns of investment in foreign countries
Assumethat foreign lenders provide an
amount of capital C, expect that anin-
terest rate r can be collected at timett,
and redlize that thereis aprobability r
that the debtor country will be forced
into aliquidity condraint before timet.
In one scenario, creditorsknow that the
IMF will not bail out acountry thet de-
faults, and in ancther investors redize
that there is a probability, m that the
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IMF will rescueanilliquid country. The
inconvenience of trying to collect adebt
isrepresented by s.

[nvestment scenario when IMF does not
bail out countries:

Investment scenario when IMF bailsout
countrieswith probability n

To understand why criticsarguethat in-
vestors face a mord hazard, consider
the expected vaue of thisloan a timet
in both scenarios. Intheevent thet there
is positively no help from the Fund,
EV[CNoFunding] =y .C-(1+r) + (1-r )-0
=r -C:(1+r). Incontragt, inthecircum-
gtance that the Fund may assgt acriss
economy,

EV[CFundng] = r .C-(1+r) + (1-
r)[m(C-[1+r]-s) + (1-m)-0]
r-C-(1+r) + (1-r ) [m(C-[1+r]-s]
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EVICN] + (1-r ) [m(C-[1+r]-s]. Itis
deducible that m[C-(1+r)-s] > 0 be-
causeif it were negative creditorswould
accept $0 rather than pursuethe repay-
ment of their loan. Also, (1-r) is, by
definition of r , nonnegative. Therefore,
the expected value of capita a timetis
necessarily greeter if thereisapossbil-
ity thet the IMF will finance loan de-
faults.

As this model demonstrates,
creditors do not bear the entire cost of
making a risky investment. Conse-
quently, investors would theoreticaly
lend morethan optima amountsinrisky
gtuations.

Thissituation isexacerbated by
the mora hazard of debtors. Consder
the following example regarding debt-
ors compiling arisky portfolio of short
term loans. A bank that finances
projects profits by borrowing at low in-
terest rates and lending a high rates.
Interest rates vary pogtively with the
length of a loan because of a debtor’s
preference, ceteris paribus, for liquid-
ity. Therefore, banks will borrow
money for short periods and lend over
longer ones. A bank can sustain these
actions by rolling over loans. In this
practice, banksfulfill obligationsto debt-
ors by issuing more loans. 12

This process, though, causes
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illiquidity if debtorsrecdl their loansand
there are no opportunities to issue new
loans. Therefore, responsible creditors,
and by law dl American banks, main-

tan a leve of liquid reserves. While
these may not satisfy asevere bank run,

they can quel aminor run. Likdy thisis
aso optimd for banks They sacrifice
an amount of profit to reducetherisk of
going out of busness. However, the
prospect of theIMF making fundsavail-

able to an insolvent inditution reduces
thedownsdes of illiquidity, such asbor-

rowing & extraordinarily high rates or
going out of business. Therefore, a
debtor will accept more short term i-

abilitiesand hold less reserves than that
of abank which doesnot anticipate|MF
support.

Banks can undertake other risky behav-

iorsincluding faling to investigete indti-

tutionsto which they lend or supporting
particular projects on the basis of poli-

tics or familial connections. These ac-

tions can lead to insolvency and ulti-

mately bankruptcy. Similar to the sce-

nario presented above, the potential of
recaiving IMF funding in the event of a
faluretheoreticaly blindsbanksto these
consequences and encourages them to
further pursue bad strategies.

In addition, IMF funding may cause
policymakers to dter their courses of



action. For example, they may pursue
cardess fiscd policies, undertake irre-
sponsblemonetary policies fail toregu-
late banks behaviors, or engagein cor-
ruption.** The existence of IMF fund-
ing limits the negative conseguences of
being unsuccessful, so a government
may sacrificemoremoderate policiesfor
a smal chance of large economic ex-
panson.

In each of these cases, the same theo-
reticd criticiam of IMF bailoutsemerges
if arisky venture has a high return, the
business benefits, and if it provesto be
afalure, taxpayersincur thelossthrough
IMF funding.®> The following sections
will demondtrate that evidence of such
aproblem exigting is wesk.

[11. Increased IMF
Presence Does Not M ean
Increased Moral Hazard

[ T] he suffering that a country in cri-
ssenduresis already so severe that
risk-prone parties quickly learn their
lesson without lectures about moral
hazard from well-meaning econo-
mists6

Critics often argue that the in-
creasing size and frequency of IMF
loans is evidence that a mord hazard
problem exigts. Loan numbersand val-
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ues have in fact increased since 1995:
in the last few years Mexico was of-
fered the largest ever stand-by loan,
Russa procured a long-term loan, and
South Koreawas granted anew record
gtand-by loan of $20 billion.r” Congant
IMF action, critics argue, confirms to
lenders and borrowers in other coun-
triesthat the IMF will not dlow econo-
miestofail. Astheexpectation of being
bailed out rises, akinto anincreasein i
in the modd, risky behavior gains ap-
ped. Redizing this investors will fall,
for example, to prudently eva uate com-
mercial credit or foreign exchange
risks.é

However, these theorists must
remember that crisis countries do suf-
fer.?® IMF funding is not a“get out of
jail free” card. Not only does an
economy in crisis necessitate sacrifices,
the stipulations the IMF attaches to its
loans can further raise unemployment
and depress standards of living.?° Just
likethat dusve“freelunch,” IMF fund-
ing does not mean economies and their
agents escape financid crises without
paying dearly. So, while it is true that
agents are aware of the increasing role
of theIMF, itisaso truethat they know
the suffering thet crisscountriesand their
playersendure. Itisdifficult toimegine
that agents are naive enough to believe
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risky behavior has no consequences.
Recognizing the possibility of failure
would not diminate, but would certainly
limit, the trgps of mora hazard.

In addition, there are a variety
of factors other than mora hazard that
can account for the observed increase
in frequency of IMF funding. Observ-
ers correlating increased IMF involve-
ment with mora hazard may be under-
edimating the roles of intentiond risk-
teking, contagion, palitica ingability, and
economic shocks. Risk itsaf necess-
tatesthe possihility of failure* For ex-
ample, if abank loansonly $1 of itsde-
posits, it is il accepting a risk thet it
can beilliquid. Since there is an de-
ment of risk in emerging markets, some
of them will inevitebly suffer from cri-
ses. Thisexplains why crises have oc-
curred throughout history, long before
the IMF and its potentia for mord haz-
ard existed.?? However, why havemul-
tipleeconomiesfailed withinafew years
of each other? If there were no mora
hazard, economieswould sustainarea
tively low probability of faling. It is
therefore highly unlikdly that so many
economies, esch with asmall probabil-
ity of complete dysfunction, would S-
multaneoudy beruined. Thisreasoning
istrue with one mgjor cavest: the prob-
ability of smultaneous collgpses only
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becomesinfinitesmaly small if each cri-
gsisan independent event.

Cline argues that a number of
the crises have been influenced by con-
tagion; therefore, they should not be
evauated independently. For example,
Thailand' s currency deva uation forced
Indonesia to also depreciate its ex-
changerate, andit played adecisverole
inKorea scrigs. Then, contagion from
the East Asian region contributed to
Russd sdedining equity and government
bond prices. Subsequently, Russd sfi-
nancial woes exacerbated an aready
precarious Stuation in Ecuador, and the
crises in East Asa and Russa proved
defegting for Brazil. 2*  The recognition
that some of these crises were the re-
aultsof a“domino effect,” combined with
the fact that an dement of risk invites
the potentid for an initid failure, pre-
sentsaplausble explanation for the sud-
den splurge in IMF involvement.

Additiondly, politica climates
can explan, a least in part, many of the
crigs economies of the 1990's and the
subsequent increase in IMF loans. Po-
litical uncertainty can likely send an
economy into a downward spiral. For
example, investors may rush to refrieve
their loans because they fear that a tu-
multuous politicd Stuationwill leedtoa
default.* Investor sentiment in Mexico



likely suffered from two political assas-
snationsin 1994. Indonesaaso expe-
rienced politica volatility as observers
wondered if the Suharto erawould end
with a peaceful trangtion and if region-
aism would cede to unity. In addition,
Ecuador’s politica problems likely af-
fected its economy. Ecuador logt two
presidentsin threeyears— onewasre-
moved by thelegidative branch and one
was defeated in a military coup— and
cyded through four finance minigersin
just two years.?> Surely criticsof IMF
funding would not dispute thet such ex-
treme political uncertainties have detri-
mentda effects on an economy. Would
they suggest that only mora hazard
could have caused so many smulta-
neous political upheavas?

Exogenous shocks might aso
account for the rise in IMF funding.
Shocks would smultaneously affect
more than one country; for example, if
OPEC raised ail prices, dl oil-import-
ing countries would be negatively &f-
fected. Cdomiris?® argues that there
wereno sgnificant oil price hikes, wars,
or autonomous decreases in demand
sncethe1980's. Although these more
common shocks may not explain the
crises of the 1990's, the possihility of
other shocks should not be discounted.
Wesgther damage from El Nifio dam-
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aged many crop-reliant countries, in-
cluding Ecuador, and oil price changes
hurt Russa's sruggling economy.?” In
generd, the existence of risk, contagion,
political ingability, and financid shocks
demondtrate that an increased number
of IMF loansisnot conclusive evidence
of amora hazard problem. 1t may bea
warning sgnd, but certainly combina-
tions of other factors have played sg-
nificant rolesin recent economic crises.

V. IMF Funding is Not
Automatic

It is essentid to remember that
countries that border economic disas-
ter do not automatically receive loans,
funding is at the discretion of the Fund
and the distressed country. Critics ar-
gue that m the probability that the IMF
will intervene with financia supportina
crigscountry, isquitehigh. Furthermore,
it isasserted that the IMF currently can-
not reduce m or perhaps more accu-
rately the expectation of m This prob-
ability m criticsargue, isimmovable be-
cause the Fund hasbailed out too many
countriesto credibly threaten to stop.?®
However, m should be considered to
be lower both because qudificationsto
recaeive IMF funding are gtrict and some
countries prefer to avoid IMF loans.

TheMF requiresand enforces
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gtrict conditions on countries that seek
loans. IMF demands include fiscdl,
monetary, and structura adjustments?,
and political reforms3® These are not
recommendations, they are contractua
obligations, and the Fund withholds
loansif the stipulationsare not met. For
example, promised money to Indonesia
and Romania was delayed because the
IMF was not satisfied with the coun-
tries efforts3*  Although funding was
ultimately resumed, the suspension
should have reduced the expectation thet
IMF rescues are guaranteed.

Also, itisoftenignored that not
al countriesaccept IMF loans. Maay-
93, for example, was in asmilar pos-
tion as Thailand in the late 1990's, but
never reached an agreement with the
IMF.32 Thisislikely aresult of the con-
ditionsthat the IMF makes debtor coun-
triesaccept. Often, theserequired poli-
cies necessitate the uprooting of a
country’ s government, banks, and cor-
porations, aprocess policymakers hop-
ing to be reelected would prefer to
avoid.* Sinceit iswiddy known that
the IMF attaches dtrict demands to its
bail outs, economic agentsredizetha a
country may reject loans, which further
reducesm

The conditiondity of IMF loans
reduces mora hazard by enforcing con-
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tract breachesand making countriesre-

luctant to accept IMF loans3* These
are externdities that complement the
true intention of conditiondity, rebuild-

ing astrong economy. Of course, these
effects only reduce the probability that
creditorsand debtorswill bebailed out,
they do not diminate this possbility.

There are additiona higtorical experi-

ences that further reduce the expected
vaue of future capitd in the event of a
criss.

V. Creditorsare Not Fully
| nsured

The mode developed previ-
oudy for investors derives the future
vaue of an invesment to be the same,
except for a minor inconvenience fac-
tor, if a debtor remains solvent or if a
debtor is rescued from insolvency.
However, past rescue operations have
demongtrated that this is not the case:
creditorsincur afinancid lossif theIMF
needsto bail out the debtor.

A few examples are driking in
terms of the scale of creditor punish-
ment. Russa and Latin America rec-
ognized only 70% of the present vaue
of loans3®> More devagtatingly, foreign
equity investorsin some Asan markets
recouped only 25% of their holdings:®
Also, Ecuadorian policy wasparticularly



poignant: bond values were cut 40% in
aprocessthat did not even formaly ac-
count for the views of creditors. Addi-
tiondly, Thailand pursued apend policy
that entitled half of foreign creditorsonly
to revenues from the auctions of debtor
MS 37

These ingtances illustrate the
critical fact that creditors do not escape
crises unscathed.  Critics' clams that
creditors are protected from loss are
unfounded. Whilethey only rardly lose
their entire investment, they do incur
cogsfor ther risky behavior. This*pun-
ishment” lowers the expected vaue of
an action below its full rembursement
level. In the context of this paper’s
modd, EV[C *] < EV[CFundnd], As
aresult, investors are discouraged from
being excessvely risky.

Critics, however, often charge
that thelossesare not substantia enough
to precipitate changes in investor ac-
tions. The rescue of Mexico, for ex-
ample, would be a prime candidate for
inducing mord hazard becausein arare
agreement the IMF package included
the full repayment of dl loans3® Critics
often arguethat investors observations
of the 1995 IMF bailout in Mexico
motivated creditors to invest in Asa
risk-free. However, in spite of the
IMF s irregular agreement, the bailout

Winter 2002 / 2003

did not encourage Asan investors to
incur more risk. The two economies
were dructurdly different: Mexico suf-
fered from a burdensome current ac-
count deficit, politicd ingtability, and a
nearly fixed exchange rate, different
problems than those from which Asa
would later suffer.*° Therefore, invest-
mentin Adawasnot afunction of credi-
tors taking an extravagant risk because
the IMFwould cushionthefal. Instead,
investment in Asareflected that credi-
tors learned alesson in Mexico and in-
vested inaregion that did not suffer from
amila maadies*®

TheLatin Americacrigsof the
1980’ s provide amore gpt comparison
to the Asan crisis because both were
largely results of unsustainable debt.**
A comparison of these eventsfurther il-
lustrates that investors learn from past
mistakes. American creditors, who
werelargdy involvedintheLain Ameri-
can crises, were more cautious in Asa
than European and Japanese creditors
who were first beginning to invest in
emerging markets.*2

Creditor insecurities must exist
because they manifest themsalves in
occurrencesof contagion. If mora haz-
ard were a substantia force, bank runs
in one country would not occur, or
would occur infrequently, in responseto
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loan defaults in other countries. The
critics argument dictates that the IMF
rescues insolvent debtors with near de-
finitiveness, so observing agentswill be
encouraged to increaserisky behaviors.
Instead, experience has shown that cri-
ses, despite responses by the IMF,
cause internaiond panics not interna:
tiona pursuits of risk. For example,
despite IMF agreements with default-
ing banksin East Asaand Russa, Bra-
Zilian reserves fel 35% in just three
months*®  Similarly, Korean reserves
dipped below $10 billion.** These ex-
amples suggest that investors are more
fearful that debtorswill default than they
are confident that the IMF will offer
compensations. Of coursg, it is plau-
gble that IMF rescues indtilled trust in
enough investorsto prevent some bank
runs. Still, contagion offersanother Situ-
ation that illugrates the limits of mord
hazard. Creditors do learn lessons.

VI. DebtorsareNot Fully
| nsured

The plight of debtors, smilar to
that of creditors, isunder recognized by
critics of the IMF. Fddgtein®® argues
that past Fund interventions have estab-
lished an expectation that debtors' loans
will be guaranteed. Therefore, these
borrowers engage in excessvely risky
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behavior, such as not properly evauat-
ing commercid credit risks or foreign
exchangerisks*¢ However, IMF fund-
ing over the past ten years has shown
that debtors do face financial conse-
quences for risky behavior.

A number of debtor banks have
been forced out of business or have
struggled to regain cusomers. In Thai-
land, fifty-sx finance companieswhose
lending patterns were particularly vola:
tileand risky wereclosed.*” The Asan
crisgs dso shut down Indonesian and
Korean banks.*¢ Even those debtors
that survive an economic crigsintact il
facefinancid pendties. Defaultersface
alossof rdighility that compromisestheir
ability to atract new investors. Tore-
enter the capita markets, they need to
dowly and convincingly regain a repu-
tation of prudence. Mexico and Brazil
suffered bitterly through this processin
the 1980’ sand Indonesiawas hampered
by it & the end of the century.4°

Debtors do in fact face arisky
Stuation with real consequences. How-
ever, not dl defaulting debtorsareforced
to end operations and the costs associ-
ated with surviving areaxiomaticaly less
than those related to complete shut
downs. As a reault, the downside of
overly risky behavior is not entirdy felt
by those engaging in it. This may ex-



plain why Thailand and Korea, among
others, pursued Mexico' spolicy of link-

ing debts to foreign currencies despite
knowledge thet it failed in Mexico.> It

is impossible to determine without a
counterfactud, but debtor punishments
likely reduced the magnitudeof irrespon-

sbleactions.

VII. Empirical Results
[1]n the vast majority of instances,
eventsthat would plausibly have sent
signals to markets regarding the
availability and magnitude of IMF
financing did not havethe effectspre-
dicted under the hypothesis that
moral hazard isimportant.>!

Lane and Phillips conducted
oneof thefew empirica sudiesregard-
ing IMF funding and mord hazard. The
authors examined internationd interest
rates and their movements with three
categories of IMF-related announce-
ments. IMF agreementswith distressed
countries, changes in IMF resources,
and establishment of the 1998 program
with Russa Thisstudy showsthat mord
hazard isnot likdy aggnificant forcein
internationa markets. >

Mord hazard is an inherently
difficult phenomenon to measure be-
causeitislargdy afunction of expecta:
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tions. Thisstudy uniquely accounts for
this by evaluating interest rate spreads,
which by nature reflect creditor and
debtor expectations. In an open
economy with full capitd mohility, the
interegt rateisacombination of theworld
interest rate and a measure of risk. 3
Thisrisk component includes dl factors
that increase the likelihood of debt de-
fault, such as palitical ingtability or po-
tentid exchangerate depreciaion. If the
expectation of default is high, investors
will demand ahigher interest rateto com-
pensate for the increased risk.5

The argument that mora haz-
ardisalargeforce has specificimplica:
tions for interest rate spreads. These
seem to have been disproved. Fird, if
agents perceive that the IMF guaran-
teesdebt, dl interest ratesshould bethe
same; that is, the risk component will
be zero and dl interest rateswill equd a
sngleworld interest rate. However, a
theend of 1998, countriesfaced widely
variant interest rates on standard US
dollar borrowing. Israd, Mdaysia, and
Uruguay paid spreads of roughly 50
bas's points while Ecuador, Indonesia,
Kazakhistan, Russia, and Thailand faced
Spreads between 450 and 500 points
and Ukraine sgpreadsonthesamedollar
were over 800 points>® It is particu-
larly indghtful thet Russaand Brazil pad
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high spreads on a 1998 doallar, about

325 and 450 basi s points respectively. *

These countrieswere viewed as excep-

tionally immune to default— “too big to
fail”— because it was bdieved that a
large-scde crigsin either country would

reverberate throughout the world

economy and have dire consequences
for theinternationa baance of power.5”

Despitethewiddy held expectation that

the M Fwould rescue these superpow-

ers, which would decrease risk, their

interest rates reflected some of the high-

est risk components in emerging mar-

kets. This paper will now examine

changesin spreadsto build on this pre-

liminary evidence that IMF bailouts do
not assure creditors that their invest-

ments are safe.

If IMF funding wereintegrd to
the risk of assats, then announcements
regarding the commencement of bailout
programs in crigs countries would re-
assure investors worldwide and lower
interest rate spreads. In this study, the
spreads of the emerging market bond
index (EMBI), normdized to the stan-
dard deviation of historical changes,
contradict suchmora hazard arguments.
As discussed previoudy, critics argue
that the full bailout of Mexico in 1995
incited the crissin Asa However, in
conjunction with IMF announcements

42

regarding the bailout, interest rate
spreads moved in the opposite direc-
tion that mora hazard would predict.
When rescue negotiations were an-
nounced, EM BI spreadsjumped acon-
Sderable 199 points, or a normalized
4.0ratio, and theapproval of aplanfur-
ther increased spreads. Although arec-
ommendation for increased funding low-
ered EMBI spreads, it sustained itsdlf
only for aday or two as spreadsrapidly
increased for two more months. Simi-
lar results emerged from the study of fi-
nancia arrangementswith Thailand, In-
donesia, and Koreain 1997. The sepa-
rate announcementsof IMF negatiations
with each of these countries did not re-
allt in aggnificant EMBI change. Al-
though the gpprova of rescue plansin
Korea depressed bond spreads, the
approva of plans for Thailand did not
affect spreads, and the approvd in In-
donesia increased ratio spreads 1.2
points.5® Evauated collectivey, move-
mentsinbond soreadsaround announce-
ments of funding negotiations and gp-
provas conflict with the contention that
mord hazard is a sgnificant factor in
lending decisons,

Smilarly, bond spread fluctua:
tions surrounding announcements of in-
creased IMF resources do not support
the existence of a strong mora hazard



problem. Creditors would likdly inter-
pret IMF actions to increase resources
as ggnds that the IMF iswilling to in-
crease the Size and number of rescues,
therefore, if mora hazard is sgnificant,
announcements regarding more re-
sources should decrease EMBI spreeds.
In contrast, a 1994 increase in access
limits coincided with a rise in bond
spreads.> Additiondly, the crestion of
aSupplemental Reserve Fecility, amea:
sure that makes large, short-term sup-
port more access ble, had amost no &f-
fect on spreads®® Fndly, the 1999 gen-
erd increase in quotas actualy raised
ratio spreads 1.4 points.t Critics ar-
guethat thisfind corrdationisirrdevant
because after US gpprova of the in-
crease, which was associated with Sz-
able spread decreases, the general con-
firmation of theincreesewaslargdy an-
ticipated. Thiscriticism, though, falsto
recognizethat asurprisergection of the
increase by aU.S. Congressiona com-
mittee did not have any repercussons
in the bond market. The spread de-
creesed thetimeof U.S. gpprova could
appropriately be explained by surprise
rate cuts by the U.S. Federal Reserve
less than a week earlier. Again, bond
prices, measures of perceived risk, do
not vary with indicators that increased
resources are availablein the manner thet
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moral hazard would predict.

A study of EMBI spreads with
regards to Russiain 1998 may loosdy
support the presence of amoral hazard
problem. Russawas forced to default
on government debts in August 1998,
and the IMF did not immediately bail
out the country. Thislack of IMF ac-
tion surprised most observers who be-
lieved the IMF would aways rescue
Russato avoid systemic collgpsesinthe
international economy. As the mora
hazard argument would predict, Spreads
increased Sgnificantly around the news
of Russd sdefault. However, asgnifi-
cant portion of the changeis accounted
for by Russds incluson in the index.
Also, the spreads remained flat around
other announcements regarding IMF
relations with Russia, perhaps indicat-
ing that unaccounted for variables af-
fected the August 1998 EMBI mar-
ket.53

The argument in favor of mord
hazard rdiesontheassumptionthat IMF
practices causeinvestorsto reducether
expectations of risk. Levels and
changesininterest rate preads seemto
reject the presence of severemora haz-
ard.** Investors do not act as if their
loans are fully guaranteed by the IMF.

Does the case of the Russian
default mean that there isamora haz-
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ard problemwith“too bigtofail” econo-
mies? Unfortunatdy, any definitive sudy
of mora hazard requiresthe dimination
of countless confounding varigbles and
the inclusion of counterfactual evi-
dence.®> Since such a resource will
never be availadle, it will be fruitful to
now compare the current IMF system
to ahypotheticd indtitution.

VIII. Alternativesare
Inferior

TheIMFwascreated in part to
gabilize the internationa economy, and
it dill fulfills this worthwhile purpose.
Globa markets, like domestic ones, re-
quireaframework to be successful, and
the IMF largdly fulfills this essentia
role.’s Unfortunatdy, thelMF hassome
undesirable features.  Although it has
been shown that the amount of mora
hazard associated with IMF lending is
likdy minimd, it is gill a concern and
could potentidly become a more seri-
ous problem in thefuture. Therefore, it
is relevant to weigh the costs of mora
hazard againgt the benefits of IMF fund-
ing and to consider dternativesthat may
further tip the balance.

IMF funding serves a vaduable
function in the world economy, and it
would be reckless to end this practice
justto avoid aminor mora hazard prob-

lem. Dishanding thelMFwould require
debtors and creditors to independently
reach solutions, a process that has his-

toricdly beenlengthy.” In contrast, IMF
funding facilitates more rapid arrange-

ments and reacceptance of economies
in the international capital markets.5®
Capital markets painfully excluded
Mexico after its 1980's crises, but they
readily accepted Mexico in the 1990's
when the IMF assisted in the recover-

1es® Similarly, South Koreaand Thai-

land have not had to endure severe re-

drictions™ In fact, Cline argues that
“[t]here is no doubt that the impressve
economic recoveriesin Mexico, Korea,
Brazil, and to a lesser extend Thailand
would not have happened without the
confidence supplied by the officid sup-
port programs.”’* The categorica ex-

pulson of economies from these mar-
kets, assuming they have been rebuiilt,
isdetrimenta to the country’ s economy
and inefficient for the world economy. 72
Therefore, sncetheMF can offer cred-
ibility to economies, the Fund's efforts
should be supported.

There are serious globad con-
sequences for stopping IMF involve-
ment in addition to market inefficiencies.
IMF loans reduce the large variations
and systemic effects of international
capitd flows, which helps contain cri-



sesand curtall globd contagion.” Mod-
erdting the extent of contagion is vau-
able: It is hardly worth risking a globa
economic downturn to prevent minor
distortions of incentivesto berisky. In
addition, some economic collgpses can
have immense politica ramifications.
For example, IMF policy hasbeen criti-
cized in Russa because the Fund re-
pestedly lent money despite Russa's
duggish efforts to reform.”  However,
the dternative was far scarier than po-
tentialy inducing amora hazard prob-
lem—political and economic confusion,
ingtability, and collapsein acountry with
Substantia reserves of nuclear weap-
ons.”®

The costs of diminating IMF
funding, namdy extended suffering, in-
ternationd market inefficiencies, poten-
tia widespread contagion, and possible
warfare, are incomparably more detri-
mental than thedight costsof mord haz-
ard introduced by the current system.
The present operations of the IMF,
though, are not perfect and can likely
be improved by a number of reforms.
IFIACT® presented anumber of recom-
mendationsto the U.S. Congress, some
of which have implications for mora
hazard and will be discussed below.

ThelFIAC report suggeststhat
amember country that meets” minimum
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prudentia standards’ should autometi-
cdly recave IMF funding. This mea:
sureisintended to prevent thelMFfrom
jeopardizing government sovereignty by
implementing policy reforms™, but un-
conditiona lending would likely intro-
duceamore seriousmord hazard prob-
lem.”® There would no longer be the
element of doubt that is essentid to re-
ducing mord hazard. It would be obvi-
ous, a priori, if the IMF will offer cri-
gstimeassstance, and countrieswould
no longer be reluctant to accept this
funding. Therefore, agents expectations
will change and, despite other mitigat-
ing factors such as losses these agents
will ill incur, their behavior will be
riskier.

In addition to restructuring the
requirementsfor lending, IFIAC recom-
mends that the terms for lending be
changed. The Commission advisesthat
IMF loans have a maturity of only 120
daysand ratesthat are greater than those
paid one week before applying for an
IMF loan.”® AsMédtzer argued before
Congressin 1998, pendty ratesachieve
the sought after end of making IMF fund-
ing undesirable. Likdy, the short dura:
tion would aso make IMF loans less
attractive. The acceptance of thesere-
forms would make IMF funding a true
find resort. Inan effort to avoid apun-
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ishing IMF, mora hazard would be re-
duced and financid respongbility would
be encouraged.?® Birdsobjectstothese
suggestions because pendty rates and
short duration loans ignore longer term
development and poverty problems. 8
IFIAC recognized this and proposed
that such projects be |€eft to the discre-
tion of the World Bank. 82

IFIAC further recommends
grester disclosure by member countries.
Thiswould include the regular publica-
tion of borrowing countries “outstand-
ing sovereign and guaranteed debt and
off-balance sheet liahilities.”®® Increas-
ing information will engble creditors to
conduct more detailed and proper
evauations of economies’ risk levels8
Also, the resources to observe official
vaues of losses suffered by other credi-
tors will discourage excessve risk tak-
ing. Additiondly, reportswould beused
as factors in determining if the IMF
should extend lending to a country.®
Therefore, thereisan incentivefor coun-
tries to pursue sound policies so they
can present encouraging reports.

I X. Conclusion
Despite the dire warnings of
critics, IMF rescue operations are un-
likdy to induce a Sgnificant mora haz-
ard problem. Themgor argumentsthat
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mord hazard isaserious probleminin-
ternationd capita marketsare based on
theory that dictatesthat such aproblem
should exist. However, experience has
shown that anumber of factors severely
limit the degree of moral hazard. Inter-
national watchdogs should not adver-
tise problems where they don't exit.

However, thisshould not bere-
garded as areprievefor the IMF. The
member countries should be wary of
reforms that would increase mord haz-
ard, as it could potentially become a
morelegitimateinfluence. Smilarly, the
Fund could and should adopt a number
of reforms that would further reduce
mora hazard and enhance its effective-
Ness.

In fulfillment of the IMF's ob-
jectives, the Fund has had extreordinarily
positive effects on the growth and sta-
bility of the world economy. The Fund
should be cognizant of its potentia to
induce mora hazard, but in no way
should the IMF shy from its misson.
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An Antitrust and Economic Analysis of
Franchise Free Agency in

Professional Sports
David Kessler

Abstract

One section of antitrust law focuses on the relationship be-
tween professional sports leagues and their constituent teams
(franchises). The fundamental question for this branch of law
is whether or not a sports league has the legal right to block
the relocation of its franchises. The answer depends on the
legal connection between sports league and franchise. If a
league is considered a large business with many subsidiaries,
a“singleentity,” then such a blocked relocation would not be
anticompetitive. But if theleagueis, instead, viewed asa loose
combination of unique and distinct business, such arestriction
by the league would violate the Sherman Antitrust Act. This
paper will argue that, for the purposes of legal decisions re-
garding franchise free agency, a sports league should be con-
sidered a single entity. There are legal and economic argu-
ments for such a designation. First, the current structure of
professional sportsleaguesfitsthelegal definition of a“ single
entity.” Second, even if such leagues consisted of legally sepa-
rate businesses, the economic and social benefits created by
considering sports leagues to be single entities outweigh the
economic |losses such a designation incurs.

|. Introduction
Inthe past twenty years, asmdl

sentsthe relocation referred to by fran-
chise free agency. The question posed

but lively area of antitrust andys's has
developed around the question of fran-
chisefreeagency. Franchisefreeagency
referstotheadbility of sportsteamswithin
aleagueto movefredy from onecity to
another. For instance, the fabled mi-
gration of the Brooklyn Dodgers from
New York City to Los Angeles repre-

for scholarsof antitrust has been whether
or not agportsleague, like Mgor League
Basebd| in the example above, which
attempts to control the relocation of its
teams, is violaing antitrust law. The
Sherman Antitrust Act, section |, for-
bidsevery “contract, combinationinthe
form of trust or otherwise, or con-

49



The Harvard College Economist

spiracy, in restraint of trade or com-
merce.”!

Whether or not relocation re-
grictions violate the Sherman Act de-
pendslargdy on how oneviewsasports
league. If theleagueisthe combination
of many distinct teams acting together,
then any action taken to control team
relocation would redtrict the legitimate
competition betweenthoseteams. If the
leegue, on the other hand, is a single
entity, an organization functiondly dif-
ferent from asmple collection of teams,
then rel ocation restriction would be ac-
ceptable because the leaguewould Sm-
ply be arranging different parts of one
business.

This paper will consder legd,
economic, and sociad argumentsfor and
agang granting a sports league single
entity status. It will conclude that, for
the purposes of franchisefree agency, a
league should be considered a single
entity becausethat Satusbest represents
the relationship between member teams
and the leegue. Moreover, even when
aleague actsmorelikeagroup of teams
rather than asingle entity, the benefits of
treeting theleegue asasingle entity, such
as product qudity and fan loyalty, out-
weigh the inefficiencies, such as higher
ticket prices, caused by such a desig-
netion.
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[1. Definition of the Product
Mar ket and the Geographic
Market

A sportsleague collectively pro-
duces one product: sports games.?
While the number of teams required to
produce that product varies, there
clearly must be morethan severd teams
intheleaguefor any reasonable number
of gamesto beproduced.® No oneteam
can produceagame, and eventwo teams
would hardly condtitute aleague. Fur-
thermore, it is difficult to argue that a
sports league can produce anything but
sports games. They do produce rev-
enue, but only through ticket and ad-
vertisng sdes linked to their games.
Moreintangibly, they produce entertain-
ment and the desire to compete athleti-
cdly. Even these“services” however,
aredirectly linked to the production and
viewing of the games themsdlves.

The definition of the market for
sports league games includes an expla
nation of both the product market and
the geographic market. The product
market refersto the amount and type of
competition faced by the lesgue. The
Universty of Chicago Legd Forum de-
tailstwo types of marketsused in sports
instance, the market for the NFL (Na
tiona Footbal League) would be foot-
bal games. Either of these definitionsis



suitable for the current argument about
sportsrelocation anayss, and both are
considered below. The geographic
market refers to the scope of potentia
competition or monopoly, whether it be
on aregiond or naiona scae. Ross
and Dde both give evidence that, when
conddering theleague santitrust action,
the rdevant market in question should
be nationd.> The court in Oakland
Raiders 1,* however, found the best
market definition to be regiond.
Definition of the product mar-
ket as either a single-sport market or
the entertainment market proves diffi-
cult Sncethere are srong argumentson
both sdes. Thesingle-sport market ar-
gument has been advanced by the courts
in Raiders | as well asin NCAA v.
Board of Regents in which the court
found that thefootbal | telecastsin ques-
tion “ generate an audience uniquely a-
tractive to advertisers.”” Fisher, how-
ever, argues that “the nationa market
for entertainment products’ should be
the relevant market.® The inability of a
sports team to exercise monopoly
power demongtrates that an individua
sports league is only one competitor in
alarger market. “Monopoly power in
an output market involves the ability to
charge high prices without offering su-
perior products,”® explains Fisher.
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Sportsleaguescertainly do not havethis
power; higher ticket prices come with
increasingly luxurious stadiums, more
sophisticated televison coverage, and
bigger, flashier players. Furthermore,
the subdtitutability between college and
professional teams as well as between
loca and national teams assuresthat no
team or league can hold its audience
captive. Without strong empirica evi-
dence, though, choosing between sngle-
sport and entertainment market defini-
tionsisextremdy difficult. TheChicago
Legd Forum explains adefinition of the
sngle-sport market placesahigher bur-
den on those defending relocation re-
grictions; thispaper will adopt that defi-
nition.

The market for sportsgamesis
both regiona and nationd. Inany given
city, the mgority of fans of a particular
gport will be interested primarily in the
success of their own team; for example,
few New Yorker'sregularly follow the
Kansas City Royas. Sportsteamshave
awaysbeenrooted in specificlocations,
thisloca base isimportant for the suc-
cess of their products. As Fisher ex-
plains, “loca knowledge and local con-
tractsarelikely to prove very desirable
in deding with locd authorities and lo-
cd media™® The product, however,
sports games, cannot be produced ex-
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clusvely in one market with any great
success. Thevariety of teeamsand gen-
erd league presence which entice fans
are drawn from across the entire coun-
try. Thus, itisdifficult to argue that the
NFL’s market is New York City, San
Francisco, or any one other city. Such
a narrowing of the market has been
proven necessary*! only when andyz-
ing the antitrust implications of one spe-
cific type of rdocation, namdy when a
team movesto aregion inwhich another
team inthe sameleague dready exigs.”?
This paper will consder both possible
geographic markets dthough only the
regiona market raisesantitrust questions
which are discussed in the next section
on the sngle entity question.

I11. Sports L eagues Should
Be Considered Single
Entities

Given that sports league pro-
duce sports gamesin either the nationa
or theregiond market for those games,
the important question for this andyss
becomes whether the league should be
condgdered a single entity or an orga:
nized aggregation of independent teams.
If the leegue is consdered a single en-
tity for the purposes of andyzing fran-
chise relocation, its restrictions will be
exempt from antitrust andyss. Each
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franchise would be consdered an in-
separable part of the whole and the
league would be free to move that part
asit dedired, just asthe Staples Corpo-
ration might move Staples office stores
a itsdiscretion. If theleagueisnot con-
Sdered a single entity, then its rdoca
tion redrictions may disrupt legitimate
competition by preventing teams from
moving to more profitable locations or
into markets where they can compete
with other teeamsinthesameleague. This
section will argue that a sports leegue
should be consdered a single entity for
two reasons. First, teamsin aleague do
not compete economicaly in the mar-
ket for sportsgames; second, teamsare
incgpable of producing sports games
outside of the league context, it is only
the cooperation of teamswhich creates
the desired product. After proving that
aleague should be consdered asingle
entity, this section will refute the argu-
ments about why a league should not
be considered a single entity presented
by the Appellate Court in the Oakland
Raiders case and legd scholar Jeffrey
Glick.

A sportsleague should be con-
Sdered asingle entity because different
teams in the same league do not com-
pete economicaly inther netiond mar-
ket. The Supreme Court judicidly es-



tablished this concept about competi-

tion in the San Francisco Seals case
by sating that “member teams of the
NHL [National Hockey League] did not
compete in an economic sense”*® The
San Francisco Seals sued the NHL

when the league blocked the team’ sre-

location to Canada, arguing that the
NHL violated the first section of the
Sherman Act by redtricting competition
in the hockey market.

Furthermore, leagues should be desig-

nated single entities because an indi-

vidua team isnot even cgpable of func-

tioning as an independent producer be-

cause it can not produce games on its
on. AsGlick pointsout, “league teams
cannot operate successtully outside the
league structure.™* A team without a
league is usdless because it has no op-

ponents; even if that team could find

suitable opponents, however, the games
produced would still lack many impor-

tant feetures of league plan: rule stan-

dardization, fair competition, a dedi-

cated fan-base, and even, to some ex-

tent, monetary parity sncemany leagues
aso function asrevenue-sharing sources.
These tangible and intangible factorsin
conjunction with al the games created
by the league fashioned a product dif-

ferent enough from “pickup games’ that
the league becomes the sole producer
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of that product.*®

If no two teams in the same
league co-existed in the same city, this
argument about the single entity status
of sportsleagueswould beamost com-
plete. Asdemondtrated above, the court
system hasfor themost part recognized
the right of sports franchises to control
relocation of their teams, endorsing the
sngle-entity status for such leagues®
Since there are numerous instances,
however, where two teams exist in the
same city or where one team wants to
move into a city aready occupied by
another team, the single entity argument
isconsderably morecomplicated. This
complication arisesbecauseteamsinthe
sameregion, unliketeamsin the nationd
market, do compete economicaly, and
thus, preventing ateam from moving into
amarket with an existing team may re-
drict competition. The court has ac-
knowledged thisdifference, arguing that
“rgection of a franchise gpplication in
the New York metropolitan area, for
example, might require a different anti-
trust analyss than” that of a franchise
moving to an area with no current
team.r” AsDaewrites, aSherman Act
violation “has been found only where
one team seeks to move into another’s
territory.”®  The mogt important ex-
ample of such astuation is represented
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by the set of cases developed around
Al Davisand the NFL’s Oakland Raid-

ers who sought to move from Oakland
to LosAngdeswherethe Ramsaready
played but were blocked by the NFL.

In its only strong contravention of a
league sability to redtrict relocation, the
court struck down the blocking act as
anti-competitive. Itsrulingisindructive
because it provides arguments against
conddering theleague asasingle entity.

In Oakland Raiders ,*° the
court argued that “for the purposes of
antitrugt litigation”2° the National Foot-
bal League was a collection of inde-
pendent businesses and not asingle en-
tity. The court's argument was two-
pronged: Firgt, it argued that teams hed
independent vaue as producersand thus
could not be considered one group; sec-
ond, it concluded that, since two teams
in the sameleague and in the same mar-
ket do compete, any restriction of team
movement might restrict inter-league
competition between thoseindependent
busnesses. Neither of the court’s ar-
guments is strong enough to disprove
the single-entity of sports leagues.

In order to show that teams
were independent businesses, the court
argued that those teams could produce
a product independently. One impor-
tant pillar of the Sngle-entity argument
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isthat league-based sportsgamesarea
unique product and that no oneteamsis
ableto producethat product onitsown.
Essentidly, theteamshave no vaue out-
sdetheleague, or at least agresatly-re-
duced vaue. The court implicitly ad-
vanced an argument againg team de-
pendence by finding thet, athough the
league helped to produce games, its
members acted together as a cartel
rather than a sngle entity: “dthough the
business interests of League members
will often coincidewith those of the NFL
asan entity initsdlf, that commondlity of
interest exidts in every cartd.”?* The
relation between the teams was not
strong enough to find that they produced
Separate products.

The court dso agreed with the
plaintiffs that the NFL had a monopoly
on the production of footbal games.
Firgt, the court defined the market for
NFL footbal narrowly, asserting that
only theloca region around and includ-
ing Los Angdes was the vdid areaun-
der congderation. Within the definition
of the market, a smal region around a
city, the NFL relocation restrictions
seemed to grant each hometown team
a complete monopoly since no other
teams would be alowed into that mar-
ket. “Exclusveterritoriesinsulate eech
team from competition within the NFL



market, in essence alowing them to set
monopoly pricesto the detriment of the
consuming public.”?? Because each
NFL team had amonaopoly over itster-
ritory, blocking another team from mov-
ing into that area was an anti-competi-
tivepractice. The purposeof the“relo-
cation guiddines and policies was to
harm consumers by redtricting output
and thereby increasing profits’.2® Thus
the court found in theRaider s casethat,
the NFL’ s blockage of the Raiders re-
locationwasin violation of Section One
of the Sherman Act.

Thecourt' sdecisonin Raiders,
however, suffersfrom threeflawvswhich
sarveto undermineits determination thet
the NFL’ srelocation redtriction was an
antitrust violation. Thecourt defined the
market incorrectly, found a monopoly
where none existed, and presented an
argument that contained logica incon-
gdencies. Fird, the court's definition
of the market as regiona was unsup-
ported by evidence. “It offered no in-
dication that ether interchangegbility of
productsor cross-price e adticitieswere
serioudy considered in the delibera
tion.”* Such important economic con-
Sderations might have prevented the
court from making its second decision,
namely finding that NFL teams had a
monopoly intheir given market. Evenif
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the market wereto beregiond, thereis
evidenceto sugged, a leest inthe Raid-
erscase, that theNFL’ srelocation rules
do not smply grant and protect mo-
nopolies?®

Findly, the court’s finding that
NFL teams were independent organi-
zaions was incongstent with their con-
cluson that the NFL had monopoly
power of itsterritories. The court con-
cluded that NFL teams could operate
just as well outside the NFL (perhaps
in another league) asin it because those
teams were each separate business.
There was “no conceptua reason why
any NFL team could not decide to pull
out and join anew league.”? Butif the
NFL had monopoly control of thefoot-
bal market, how could the team have
the option to exist outside that |lesgue?”
Therewould be no other option and the
team would beworthless. It hasalready
been shown that sports leagues do not
monopolizetherr markets, however, this
is afinding which & least supports the
ideathat teams have independent va ue.

Jeffrey Glick offers another
strong legal argument about why a
sports league should not be considered
a gngle entity. Glick firg argues that
each team is an independent entity, be-
cause each team “is separately owned
and operated with complete control
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over prices charged, marketing, Strat-
egy, and personnd.”?® He further ar-
gues that the relation between a sports
league and itsteamsis Smilar to that of
the codition of maitress manufactures
inthe United States v. Sealy case. In
that case, independent manufacturers
formed a company on top of the indi-

vidual entities, owned solely by the
manufacturers. That company then a-

located territory to each manufacturer
and wasfound guilty of horizontaly-re-
draining trade. Glick, however, errson
both arguments. Congder once more
why ateam cannot be considered adis-
tinct economic entity: the product it pro-
duces is based on rules st out by the
league, fans dedicated to the league,
and other teamsin theleague. Second,
asportsleague does morethan “license
teamsto producetheleague product,”®
as Glick correctly explains the Sealy
manufacturers did. There is no league
product without theteamsand thereare
no viable teeams without aleague. This
inextricably-linked relationship makes
league-team interactions too compli-

cated tofdl under the category of “joint
venture.”

The refutations of the Raiders
case and Glick’ sargument do not, how-
ever, address the fact that leagues may
gill compete economicaly to some ex-
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tent. The next section will argue that,
athough sports teams from the same
legue may compete economicdly inthe
regionad market, there are substantial
benefits to consumers from single entity
datus. Section V will then addressthe
anti-competitive hamswhich might arise
from granting single entity status and,
therefore, an antitrust exemption for re-
location andysis.

V. Pro-Competitive Effects
of Single Entity Status

Whiletheleague should be con-

Sdered asingle entity becausethat des-
ignation best reflects the league' s eco-
nomic structure, there are additional
beneficid effects of angle entity datus.
A single entity league, empowered to
regtrict franchise relocation, will benefit
consumers of sports games, loca gov-
ernments, and the generd public in four
ways®® Hrd, the angle entity league
will control thelocation of teamsto pre-
serve geographic diverdty and franchise
gability; second, such aleague will en-
courage teams to invest in themsalves,
cregting a superior product; third, the
league will maintain competitive balance
and fourth, the single entity league will
control franchise expansion to prevent
the dilution of team qudity. The sngle
entity league will take such stepshbecause



they represent the best waysto promote
interest and support for the league and
its products.

Fird, a sngle entity league's
concerns about the location of itsteams
will result in location decisons which
benefit consumers of sports games and
local governments®! Thesebenefitsarise
because the league will seek, out of its
own sdf-interest, to preserve geographic
diversty and franchise sability. Geo-
graphic diversty is important for two
reasons. Firs, it ensuresthat theleague
can spread teams throughout al the
maor metropolitan areas making sure
to saturate important markets. Asare-
ault of such saturation, the leagueis ac-
cessibleto themost possiblefans. Sec-
ond, a fully-national product is more
appeding to nationa televison net-
works, who vie for the rights to broad-
cast league games* than aregiond one.
Nationd televison networkswill broad-
cast moregamesnationdly if theleegue's
fan base is larger and nationd broad-
cast bendfit dl fans.

Franchise gability iseven more
crucid for league success than is geo-
graphic diversty.*® Firg, franchise sta
bility cements fan support by preserv-
ing the identification of placewith team.
Most sportsfranchises have deep roots
in their communities and long histories.
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Amoroso explainsthat a“sense of lo-
ca pride™* develops from such team
loydty. These community connections
and higtoriesadd an unquantifisblevaue
to the franchises: The Boston Red Sox
would certainly not draw the dedication
and fanaticism they do currently if they
relocated to Santa Fe** The vaue of
these unquantifiable assets is indicated
by the NFL’s retention of the rights to
the Cleveland Brown's name and logo
after that team moved to Bdtimore=®
Second, franchise stability preservesri-
vary which drives much of the compe-
tition and interest in professiona sports.
One way to preserve these intangibly-
beneficid rivariesisto prevent, through
restrictions on franchise relocation,
teams from moving cities Smply to in-
creaeitsindividud profit at the expense
of both the fans and the leagues.
Findly, franchise sability pro-
tects the leagu€e's credibility with local
governments.  These governments of-
ten spend huge sums of money to con-
sruct stadia and other sports facilities
to entice teamsto relocate to their mar-
kets. In addition to offering physica
fadilities, regions may offer largetax in-
centives for sports teams.  After such
an investment, argues the Chicago Le-
gd forum, arelocation will be economi-
cdly damaging.®” Waeller explains that
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teamsmay even engagein bidding wars
over apotentialy-relocating franchisein
the hope that the new team will increase
€CoNomic prosperity. 8 Anownerinone
city, drawn to another city with the
promise of aluxurious new stadium and
ridiculoudy low tax policies, may move
his team because of his own economic
interest. But such a move erodes the
confidence of cities in the league as a
whole and may damage relationships
with other teamsin other cities** When
the Colts relocated to Indiangpolis, ex-
plains Wesker, the move* provoked in-
creased concern among mayors. . . over
how to restore franchise stability.”*® A
sportsleague sinterest in team location
IS pro-competitive because it ensures
consumers a better product and pro-
tects both the league and tax-payers
from fickle owners.

Second, theleague redtriction of
franchiserel ocation and preservation of
exdusveteritorid controlswill improve
thequality of theleague games produced
by the teamsin those territory. 4t When
there is only one team in a given terri-
tory, that team has a large incentive to
invest heavily in product development
aswell astoimprovethe generd league
reputation in its area. Dale agrees that
such aterritorid redriction doesimprove
team qudity as “limiting franchise relo-
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cations forces team ownersto develop
the market for which such franchises
were awarded.”*? Adding a second
team to the environment may reducethe
incentives of both teams to invest in
product quality since they can each
profit on developments made by the
other. If one team drongly promotes
the league, the other team benefitsfrom
the increased fan awareness as well.*®
Thisfreeriding problemisof great con-
cern to the league and to sports’ fans.
Lehn and Sykuta investigated
the effects of the incentives for product
qudity in the Raiders case and found
compelling evidencefor theinvestment-
incentivesargument. They find a36.5%
and a 21.3% decrease in winning per-
centage of the Rams and Raiders, re-
Spectively, from the twelve-year period
before the Raiders moved into the Los
Angedles region with the Rams to the
twelve-year period after the move (a
twenty-four year time-gpan).*4 Not only
isthisfinding congstent with the hypoth-
esis that product quality should de-
crease, but the same dataal so indicated
an increase in the winning percentage
of the San Francisco 49ersasthe Raid-
ersmoved further away from that team.
This finding is particularly im-
portant because standard
microeconomic theory maintains that



companies with monopolies will resst
innovation and let their product devel-
opment stal as they enjoy monopoly
rents. Under this standard assumption,
procedures which strengthen the mo-
nopoly are anti-competitive, hurting the
consumer with lower-quality goodsand
higher prices. In the case of sports
games, however, the datasuggest that a
monopoly may lead to higher qudity
products, not lower quality ones. Thus,
alowing the league to redtrict franchise
relocation allows a more-improved
product for the consumer.

Third, asngle entity league will
maintain a competitive balance among
its teams in order to preserve public
enthusasm and interest in the sport.
Without such evenly-baanced compe-
tition, fans of certain teamswill become
demordized with their teams and even
theleagueitsdf. “Fansmus bdievetha
their teamisapotentia champion—i.e,
that their team has areasonable oppor-
tunity towin each game and also to com-
pete for the championship” (Fisher,
201). Thisloss of revenue and support
can be devadtating to the team. The
league dlready imposes severd restric-
tions, such as a draft, on teams to en-
sure competitive balance.  The most
pro-competitive solution to distributing
new taent would be to dlow al teams
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to bid on each player to dlow the mar-
ket to clear at itsefficient price. Sucha
procedure, however, would skew com-
petition to such an extent that league
competition might become untenable*s
The league's economic interests coin-
cidewith producing balanced, fair com-
petition for fans.

Fourth, by redtricting franchise
expangon, the league ensures ahigher-
quality product for consumers*® Fran-
chiseexpanson, a“cousn” of franchise
relocation, refersto the crestion of new
franchisesin previoudy unoccupied cit-
ies. Because each new team might earn
itsowner large profits before collgpsing
or might succeed enough to judtify the
initia invesment whilereducing thequal-
ity of theleague, theleaguefacesalarge
free-riding problem when congdering
the expangon of teams. Firg, theleague
will only dlow the expangon if the new
market is strong enough to successfully
support anew franchise. Fisher argues
that “the League must decide whether a
community has the ability and the com-
mitment to support” ateam.*” Making
the move without the economic foun-
dation would Smply result in the failure
of the team and a tarnishing of the
league’s reputation as producer of a
high-qudity product. Second, in any
league with any type of revenue sharing
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program, an additional team or teams
may thin out the common pool and hurt
dl teems. Such athinning of the com-
mon pool might even hurt only the
poorer, struggling team, an outcome
which might be even worse. Fisher
warns that “unlimited expanson might
well cause the qudlity of the product to
deteriorate.”*® The leegue must have
the authority to address such problems
to protect the product for the fansfrom
ownerswho are pursuing only their own
economic interests.

V. Anti-Competitive Effects
of Single-Entity Status
Although a league with sngle
entity status for the purposes of reloca-
tion regtriction will benefit consumers
and locd governments, such a league
will have anti-competitivetendenciesas
well. A sngle-entity league may reduce
consumer surplus and public utility by
making economicdly inefficient deci-
sonsabout team location, raising prices
for consumers, and widding arbitrary
power. None of these dangers, how-
ever, outweighs the important benefits
conferred by a single entity, antitrust
exempt league.
Firdt, relocation restrictions are
economicaly inefficient because profit-
maximizing owners will pick the most
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efficient locations for their teams*°
Owners should be able to choose any
city they wish, moving fredy whenever
a better economic dedl occurs. For in-
dance, acity which offersateam ada
dium and ten years of tax-free opera-
tion would be welcomed by an owner
with open arms. Whatever generates
the most profit per owner will bein the
best interest of theleague. Furthermore,
acty and itsfanswould be ableto vig-
orously compete for the teams they
wanted. If acity held a great concen-
tration of baseball fans, thosefanscould
lobby for the city to sted away astrong
basebal team. “If the objective is to
protect the broader public welfare,”
explains Weller, “the ided market test
askswhich city’ sfansare willing to pay
the mogt ether to gain or to keep the
current franchise free agent.”® By re-
moving relocation regrictions, for ex-
ample, by placing the leagues squarely
under the purview of the Sherman Act,
the government and the courts would
create an efficient market place for the
supply and demand of sportsteamsand,
by extension, sports games.

The problem with leaving ro-
caion decisons up to profit-maximiz-
ing owners arises from the externdities
which occur in aleague setting. Own-
ersbenefitimmensdy from the presence



of aleague in fact, this paper argues
that the owner’ steamispractically use-
less without the league. The very fact
that leegue teams generate ther revenue
by competing with each other, writes
Wesker, demondirates that “there is a
unique and indispensable need for eco-
nomic interdependence between mem-
bers of professona sports leagues.”>*
Themargina benefit of thisinterdepen-
denceto an individua owner, however,
IS much gregter than the margina cost
of being in aleague. The owner con-
gders only his own team and not the
effects of his actions on others in the
leegue and itsdlf. According to Fisher,
“the profit and loss cadculus of particu-
lar teams do not fully take into account
the costs and benefitsto theleague asa
whole.”>2' A move by an owner may be
economicaly beneficid to that team but
it may unbalance compstition, destroy
regiond divergty, and raise the ire of
dedicated fans. Themovemakessense
to the owner because it increases prof-
its but it adversely effects the league.
The Chicago Legd Forum warns that
“individua member teams may find it
advantageous to vote againgt the best
interests of the league in order to en-
hance their own welfare.”>®* Relocation
redtrictionsalow theleagueto compen-
satefor the discrepancy between anin-
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dividua team’s margina benefit and
margind cogt for being in the league.
There are certainly other methods of
forcing margind cost to equa margina
benefit; some of these are discussed in
alater section of this paper.

Second, athoughrelocationre-
drictions do increase product quality,
they may aso increase product price.
If oneteam dready exidsinacity when
another entersthat region, stiff compe-
tition may develop over ticket pricesas
the new team triesto lure fans from the
established team. The new team may
try to undercut the old one, and vice
versa, lowering pricesfor consumers of
both teams. These lower prices would
benefit fans by giving them more and
more frequent access to games. This
argument about lower prices, however,
fails to take into account the inertia an
established team dready has and the
importance of product qudity. Teams
dready established in a city have long,
deep higtories to which their fans are
drawn; generationsmay haverooted for
the same team. Ancther team offering
lower ticket prices may not draw away
fans who don't go for “the game’ but
rather go for “the game played by my
team.” Thequdity of theteam itsdlf may
be undercut by such competition aswell.
By offering lower ticket prices, teams
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reduce their profit margins and perhaps
eventher ability to pay for the best play-
ers®

Third, relocation redtrictionsare
arbitrary because leaving rel ocation de-
cisons in the hands of the league may
result in the capricious use of power
againg unpopular owners. All leegues
require a least a Imply mgority vote
dlowing a relocation but most require
much more. Therefore, alarge group of
owners could Smply veto any move by
anowner they didiked, evenif that move
would be ultimately beneficid. Thisar-
gument isineffective, however, because
it assumes that the owners as a whole
would act againg their own profit-maxi-
mizing interest. If an unpopular owner
wished to make a league-benefiting
move, it isunlikely thet the move would
be blocked. If the owner’s move was
beneficid tothat owner but not theleague
asawhole, this paper has dready pro-
vided ample arguments as to why that
move should be blocked.

VI. Other Optionsand
Solutions
Treating portsleaguesassingle
entitiesfor the purposesof franchisere-
location restrictions makes legal and
economic sense. By dlowing theleague
to regulate the relocation of its teams,
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the government and courts can best ac-
knowledge the single-entity structure of
the league, aswell asthe bendfitsto the
public such an antitrust redriction grants.
But there are aso other ways to regu-
late franchise expansion while kesping
the public interest in mind. Fisher and
Glick propose alternative measures a
leagueitsdlf cantake, whileWaeiler™ and
Amoroso™® cdl for sronger governmen-
tal resstance to team relocation. The
next and final section of this paper will
discuss other solutionsto the relocation
problem which, in some cases, would
internalize the costs the league incurs
when ateam reocates. Inaddition, this
section discusses some measures local
and state governments may taketo pre-
serve the teams they dready have and
ones they may dtract in the future.
Whét rules can theleague adopt
to mitigate the desire of franchises to
relocate? Fisher proposesasmple so-
lution: relocation fees. One maor dan-
ger of dlowing ownersto determinetheir
own locationsisthe costs of non-leegue-
sanctioned relocation to the league and
the other teams. Re ocation feeswould
interndizethis negative externdity, forc-
ing ateam to consider the extracosts of
such afee. “The ability to charge such
afee, together with the super-mgjority
rule, isin fact, acrucid fegture of solv-



ing the externdity and free-riding prob-
lems”s” Such are ocation feewasused
in the case of the &. LouisRams. The
Rams paid to move from Cdiforniato
. Louis, satisfying both the league and
the team owner.

In addition, each league could
cresteitsown relocation commissonto
consider the economic and socid costs
and benefits of each move. The rec-
ommendation of this commisson might
not be binding on the league commis-
soner or ownersbut it would forceim-
portant issueswhich arenot dwaysdis-
cussed into the open. Such a report
should consider, according to Glick, the
population size of the target city, the
population growth rate of that city, and
that city’ ssports' tredition. In addition,
the sports facilities present or offered
should be weighed to fully consder the
advantages and disadvantages of such
amove®

City and state governmentscan
aso take steps to insure the presence
of qudity sportsteamsfor therr citizens.
Most importantly, loca governments
must create and enforce strong stadium
lease clauses®® If ateam istied to a
long leasewith large dttrition clausesfor
leaving early, thet team may be unable
to relocate even if it had the support of
theleague. Although this method might
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prevent relocations which might benefit
the leegue as a whole and the team, it
would Hill serve to protect consumers
of sports. In the end, these consumers
are the same ones whom the antitrust
laws were origindly designed to pro-
tect. Another more powerful and le-
galy-suspect method for governments
to retain ther teams is the use of emi-
nent domainlaws. Inthelong bettle over
the Oakland Raiders, the city of Oak-
land won the court’s approva to seize
the Raidersunder the* public use” doc-
trineof Cdifornid seminent domain law.
Thedigtrict court found that “no consti-
tutiond regtriction, federa or state, pur-
ports to limit the nature of the property
that may betaken by eminent domain.”®
Although it is unlikdy that many gov-
ernments will begin seizing teams,
enough precedent exists to make the
threat credible.

Findly, there is room for con-
gressiond billsto addressrelocationis-
sues. One such hill, the Professiona
Sports Community Protection Act,
granted leagues broad antitrust exemp-
tions regarding relocation while requir-
ing a codified, objective procedure for
evauating relocation attemptss? These
league and governmental aternatives
should not be considered as replace-
ments to the antitrust exemption which
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is @ much more powerful measure;
rather, these alternatives can be best
viewed as complements to such an ex-
emption mitigating the need for the
league to wield its considerable power.

VII. Conclusion
The antitrust analyss of fran-

chisefreeagency iscomplicated and the
courts have not announced aclear policy
for deding with the questions of fran-

chiserelocation. Furthermore, the eco-
nomic consequences of such reocations
are both beneficid and harmful to con-

sumers and the public in generd. This
paper has shown, however, that, for the
specific purposeof consderingfranchise
relocation redtrictions, sports leagues
should betrested assngleentities. Such
a desgnation most closdly reflects the
compodtion of theleagueaswedl asrec-

ognizes the great pro-competitive ten-

dencies a league with such a status.

Although such a desgnation will have
some anti-competitive tendencies, the
great boon granted to the public by a
fully functioning sysem of compeitive,
nationd sportsleaguesisinvauableand

such congderations must outweigh any
dangers from market inefficiencies.
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relocation ~ of  Professional ~ Football ~ Fran-

chises.” University — of  Baltimore  Law
Review, Spring 1986, 15 (3), pp. 572
S2Fisher, 196, Also, “free riding occurs
when a team  benefits  disproportionately
from the actions of the league and its

member  teams,  without  compensating  the
League and the other teams for those
actions”  (Fisher, ~ 209).

%Chicago, 270. In this section, the author
actually  argues  against leaving  control in
the leagues’ hands because such a league
may not function in a “model of optimal
cooperation.”  The  concern,  however,
should be mitigated by the large number of
voting owners, who can work against one
or two owners who do not have the
league’s best interest in  mind.

“Even leagues with salary caps can not
gscape  this  danger,  because  players
already contracted can be signed to
salaries irregardless  of cap limits.
%Weiler,  530.

%Amoroso, 314-15.

STFisher, 211,

%Glick outlines his plan, which has been
summarized here, on pages 91-93 of his
article.

®Weiler,  530.

®City of Oakland v. Oakland Raiders, 32
Cal.3d  60.

SLAmOroso, 588.
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A Dangerous Game:

Prostitution and the

HIV Threat in Vietham
Matt Kozl ov

Abstract

The following paper addresses the increasingly impor-
tant issue of prostitution in Viethamsince 1986. Withtherise
of AIDS the influx of tourism, and growing income inequal -
ity, the Vietnamese prostitution market is rising to the fore-
front of the nation’s social evils. In this paper, the author
applies microeconomic and rational choice analysis, in con-
junction with a discussion of Vietnamese values, history, and
current events, in an attempt to under stand the for ces affect-
ing the supply and demand for commercial sexworkers. Given
thisdiscussion, theauthor recommends policy changesto mini-
mize the ills associated with prostitution.

|. Background

On April 30, 1975, thelast US
troops left South Vietnam, marking the
end of a bitter, 30-year conflict. The
now reunified Socidis Republic of Viet-
nam, facing large human |l asses (gpproxi-
meately one million desths according to
the Population Council), internd party
corruption, aging leaders, and the with-
drawd of American military consump-
tion, stood on the brink of economic
disagter. The nation’sinvason of Cam-
bodia in 1978 further dienated it from
the international community, and nearly
every attempt at reform failed? By
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1986, annud inflation had reached 700
percent, and the State ran a record
budged deficit.

WhenVignam' sprimeminider,
Le Duan, died in July 1986, the sixth
party congress enacted far-reaching
economic and socid reforms known as
“Doi Moi” (meaning economic renova-
tion). Press, reigion, and artsdl began
to enjoy greater freedom as the date
loosened itscontrol. Similarly, the gov-
ernment encouraged civilians to report
corrupt officidsand agencies, and within
ayear the state was receiving 600 |et-
ters amonth criticizing various authori-



ties® More importantly, the Sate offi-
cidly recognized a private sector, en-
couraging profit-maximization, foreign
investment, and foreign trade, in sark
contrast to the isolationist, highly cen-
tralized, socidist system of state-owned
industry employed up tothat point.* By
1989, the growth rate of Vietnam' sout-
put increased by asubstantia 4 percent-
age points®

Along with this trangtion to a
market economy and less centralized
government, however, came influx of
Western culture, an increase in dispos-
ableincome, and agreater culturd em-
phasis on material gain. Practices seen
as undesirable effects of Western influ-
ences such as gambling, pornography,
drug addiction, and prostitution grew
sgnificantly, and in 1996 the State be-
gan a $16 million campaign known as
The Campaign Againg Socid Evils in
an attempt to control these practices.®

Of these “socid evils” progii-
tution is perhgps the most important is-
e currently facing Vietnam. Proditu-
tionin Vietnam first became widespread
during America smilitary presenceinthe
South, which consisted of 550,000
troopsat itsheight.” A service economy
sprang up centered around American
bases, and prodtitution became highly
vighble. After reunification, the state
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outlawed commercial sex, reducing
prostitution considerably. Because
progiitution isan underground economic
activity, accurate figures are difficult to
obtain. Estimates of the actua number
of progtitutes in Vietnam today vary
greetly. One 1996 edtimate places the
number at 70,000, while other estimates
placethe number between 200,000 and
500,000.8 The current population of
Viegnamisedimated to be 78.5 million.®
More disturbing is the hedth of these
progtitutes. 1n 1996, 5% of thenation’s
commercid sex workers were thought
to be HIV positive® By February
2001, thet estimate had risen darmingly
to 20%.*
Althoughthereisaconsderable
amount of sociological literature on
prodiitution, therearevery few economic
interpretationsand even fewer economic
interpretations specific to Vietnam.
Thu-huong Nguyen-vo of the Univer-
gty of Cdifornia, Irvine, wrote her dis-
sertation on the consumption of sexud
plessures in a liberdizing Vietnam, but
her paper discussesneither foreign con-
sumption of sexud pleasures (i.e. sex
tourism) nor the AIDS epidemic.
Thanh-dam Truong conducted a study
of sex tourismin Southesst ASa, but this
study took place in 1990, before the
HIV threat reached epic proportions,
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and it does not discuss Vietnam explic-
ily.22 While, the International Labor
Officerdeased adetalled andysisof the
economic and socid bases of prostitu-
tionin Indonesa, Mdaysa, Philippines
and Thailand, it does not consider Viet-
nafn_l3

A growing market economy has
facilitated progtitution from both the de-
mand and supply sides. Because of the
risng threat of HIV/AIDS, the State has
adopted atrict anti-progtitution stance,
whichfails to address economic
incentiveseffectively and instead pro-
motes the spread of HIV.

II. Demand side

Demand for progtitutesin Viet-
nam comes two sources. tourists and
natives, both of which have increased
since the introduction of Doi Mai re-
forms. In the newly created market
economy, formerly state-owned work
units now have the autonomy to usere-
sources to maximize profit. For ex-
ample, many former bureaucratic offices
have been converted into profit-making
hotdsand villas* Private busnessmen,
therefore, rely on State officids for lu-
crative contracts and cultivate these
bus nessrelationships by takingthemto
locations known as bia om, establish-
ments that serve acohol, food, and
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women who provide sexud favors.®
Thisform of “currency,” as Nguyen-vo
indicates dlowsgateofficidsdenigbility
(they are not committed to the private
entrepreneur since they did not take
money) and is invisble to anti-corrup-
tion accounting.

Conspicuous consumption of
bia om has become a method of indi-
cating wealth and power, a “perfor-
mance of class’ asNugyen-vo cdlsit.*
Ininterviewing oneyoung busnessman’'s
mother, Nguyen-vo was told, “If you
have money, you haveto play. Bia om
isajoy, atouch of classfor men now-
aday.”” Another stated, “Going for
girlsisafashionabletrend.... It'sarich
man' s fashion.”8

Prodtitution in Vietnam, how-
ever, has also become a tourist attrac-
tion, and since the opening of the
economy, tourism has skyrocketed.
Since 1993, the number of foreigners
vigting the country grew from 669,862
to 2,330,050, making tourism a $1
billionindudry. Thedateisdso aggres-
svey pushing to meke Vietnam “ades-
tination for the new millennium,” spend-
ing US $18 million to attract 6 to 7 mil-
lion foreigners to the nation by 2010.2°
Because of the illegdity of proditution
and the subsequent lack of data, it is
impossible to disaggregate these datis-



tics to determine what percentage of
tourigts frequent progtitutesin Vietnam.
Using available data on neighboring
Thailand (where progtitutionisillegd but
generdly tolerated) asarough proxy and
representative of sex tourism in South-
east Asg, in the late 1980s, one sees
that 73% of thetotal number of interna-
tional tourists were male.? While
Southeast Asan countriesdon’t neces-
sarily intend to promote progtitution by
encouraging tourism through macroeco-
nomic policy, by developing an active
entertainment sector to make the coun-
try amoreaitractive destinetion, the state
unwittingly aids the development of
progtitution. One economist writes, “it
cannot be denied that government poli-
cies of support for tourism...spawned
Sex tours.”??

Interestingly, though, the intro-
duction of foreign tourigtsinto the Viet-
namese progtitution market has ampli-
fied the domestic demand (Nguyen-vo
11). Seeking to distinguish themsdlves
fromtourigs, ndive Vietnamese aretry-
ing to define” Vietnamese-ness’ by em-
bracing rura and folk ways, namely
through the consumption of locad cui-
sne and local girls (Nguyen-vo 11).
Restaurantsknown for “egting and play-
ing,” advertiang “hens with red claws’
(aeuphemism for prodtitutes), areform-
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ing on highways connecting rurd loca:
tionsrarely frequented by tourists (11).
Here, natives can sample loca delica-
ciesand women, thereby assarting them-
selves as connoisseurs of Vietnamese
dety.

The dructure of the demand
schedule for Vietnamese progtitutes,
however, remainsundetermined. With-
out concrete statistics and data on
customer’ s preferences and willingness
to pay, little can be confidently asserted
about the demand curve' s shape except
that, like the demand for any luxury
good, it is downward doping (as price
fdls, consumerswant more). Additiond
research should be conducted to deter-
mine the price dadticity of demand for
prodtitution. If demand isfairly indas-
tic, then attempts to reduce the supply
of Vietnamese prodtitutes (current Viet-
namese policy) will result in anincrease
in price but little change in the actua
amount of progtitution.

It is likely, however, that price
dadicitiesaredifferent for foreign tour-
igs and natives. The margind vaue of
a dadllar to tourists, who generdly are
condderably better off than Vietnamese,
islower, sothey arelesslikely toforego
atransaction due to a price increase of
afewddlars Evenamongwedthy Viet-
namese, the average annud income is
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roughly USD 2,400 (Nguyen-vo 8).
Foreigners, however, make up less of
the market, so not all transactions can
occur at the $20 level tourists are
charged.?®> Most progtitutes have to
stle for native “johns” who generdly
pay $1.80 to 2.70.2

1. Supply Side

Inasurvey of progtitutes by the
Vietnamese Center for Family and
Women Studies, 70% cited economic
reasons for entering their professon.®
In another survey, 75.87% of the pros-
titutesinterviewed stated that they were
not ashamed of their acts and consd-
ered their decision to become a prosti-
tute an informed choice?® The supply
of proditutes in Vietnam is highly re-
spongveto economic conditions, which,
because of rurd poverty, unemploy-
ment, incomeinequdity, gender inequd-
ity and changing vaues snce Dol Moi
reforms, have led to anincreasein sup-
ply.

Although poverty levels have
decreased ggnificantly in Vietnam (the
percentage of Vietnamese under the
poverty levd fell from 58% in 1993 to
37%in 1998), most of thisprogresshas
been made in urban centers?” Over
9% of thoseliving in poverty liveinrurd
settings, and 61% of rurd workers are
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currently under-employed (working less
than 40 hours aweek).8 Asaresult of
the devel oping rurd-urban income gap,
peasants are flocking to the cities in
droves. Asarableland decreases, and
as population growth increases, many
women find thet there is nowhereto go
but to the cities?® An estimated one
million peasants, for example, crowded
Ho Chi Minh City (formerly Saigon) in
1996.%° Of the progtitutes surveyed in
the VCFWS study, 70% came from
rurd locaess!

A woman will choose to be-
come a proditute if that profession af-
fords her the highest utility (utility being
a function of income and vaues) rda
tiveto dl other professons. In an eco-
nomic environment where one hour of
work asaprostitute ($1.80 serving do-
mestic consumers) yields roughly the
same as 10 hours of work as a mae
laborer, it is not surprisng that women
enter the prodtitution professon.®? At
times, in fact, progtitutes can earn up to
$400 from touristsfor one hour of work,
an amount that exceeds the per capita
GDP of Vietnam, enough to support a
family of 4 for ayear.®

Therigng culturd vauedf profit
and consumerism since Doi Moi, com-
bined with the influx of Western culture
has given rise to a loosening of sexua



mores. As one progtitute expounds:

While you work, you have motor-
cyclesand clothes. When you go down
thestreet, you seethese beautiful girls
who ride Dreams and Cubs [ the best
makes of motorcycles, a sign of
money], with gold bangles on their
wrists...You'd think they are of
money. No. They are working girls
like me... | think sometimes, | dress
like this, | ride this kind of motor-
cycle, who'd know I’'m a working

girl? (Nguyen-vo 7.)

This woman places consderable em-
phasis on material success, praising
other prodtitutes for their jewdry and
consumer goods. Additionaly, while
premarital sex was once ataboo, it has
now become more widely accepted
among Vietnamese youth, particularly
among urban dwellers3* Prostitutes,
then, while 4ill facing generd disap-
prova, face less of an obstacle to mar-
ket entry than they did in pre-Doi Moi
times.

Doi Moi reforms, however,
have adso greetly increased the income
inequaity gap. 1n1999therichest 20%
earned 7.3 times more than the poorest
20%, yieding a Gini coefficient (used
to measure country’s income inequd-
ity) of .410 (up from 1995's .350).%
For reference, Sweden, considered a
fairly egditarian society, has a Gini co-
efficent of .2503¢ As a result, there
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aemoremeninVietnam desiring luxury
items such as sexud consumption (as
discussed earlier) and morewomen able
to provideit.

Another sgnificant factor con-
tributing to theincreasein willing prosti-
tutesisthe condderable amount of gen-
der inequdity. Femae physica labor-
ers, foringance, are systematically paid
ggnificantly less then their mae coun-
terparts. In sat mines, for example,
women are paid one-fourth the amount
earned by men (Thanh 184). In the
North, rurd women must work 16 hours
a day during the harvest doing heavy,
dangerous labor; they must then return
to the family and do additiond house-
work (185). One study indicates that
femderura laborerswork, on average,
11.5 hours a day for 302-336 days a
year, whilemen, on average, work saven
hoursaday and 250 daysayear (185).

Additiondly, access to educa-
tion for women isvery poor, resulting in
al6%illiteracy rate (comparedto a7%
illiteracy rate among men).3” Dropout
rates for women are o consgtently
higher than those of men. For instance,
girlsrepresent 48% of the pupilsinfirg-
level education, 37.5% of second-level
education, and only 20.5% of tertiary
education.®® Itisdifficult, however, to
discern whether the high dropout rates
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of women are causing an increase in
progtitution or are, instead, a result of
theincrease. In other words, are more
women becoming progtitutes because
there are more uneducated women and
alack of well-paying jobs, or is prosti-
tution becoming an increasingly attrac-
tiveprofesson, resulting in morewomen
foregoing their education to pursue pros-
titution? Because not dl femae drop-
outs are becoming progtitutes, one can
assumethat thereisanother factor caus-
ing women to abandon their education.
Some scholars point to the lack of op-
portunities for Vietnamese women with
higher educations*

The opportunity cogt, in other
words, of an additiona year of educa
tion is often too large, as women from
an early age are expected to support
thefamily both by supplementing house-
hold income and by performing house-
hold chores. For rurd, impoverished
women, especidly, whose labor is es-
sentia to kegping thefamily fed, Staying
in schoal isan unaffordable luxury. As
aresult, somewomen drop out and be-
come progtitutes to supplement family
(and personal) income while some
women drop out and become [aborers.

V. HIV
Unfortunatdy, progtitution car-
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rieswith it afata externdity: the soread
of HIV and AIDS. Over the past 5
years, as noted, the incidence of HIV
among progtitutes increased from 5%
in 1996 to 20% in 2001. By 2005, the
UN Development Program predicts,
450,000 Vietnamese will be infected
with the virus#®  Although 65 percent
of theseinfectionsare currently estimated
to bedrug related (adiscussion beyond
the scope of this paper), a thriving sex
industry with diseased sex workers
would cause the virus to soread signifi-
cantly fagter.

One of the obstacles to AIDS
prevention among progtitutesisthe gen-
erd ambivaence towards the disease.
As one social worker in Vietnam
presses, “They think it'sadisease God
will send to you if you're unlucky. They
think if they get HIV, they can live nine
or 10 moreyears, but if they sop work-
ing, they and ther families will die of
hunger.” 4! Otherstake amorefatalistic
view towardsthe r livesand occupation.
One woman dates that “Because I've
got no future I’'m not afraid of catching
AIDS and, anyway, al my dients pre-
fer intercourse without contraception.”

For many progtitutes financia
concerns trump hedlth concerns. Be-
cause many customers prefer sex with-
out condoms, they are often willing to



pay more, and prostitutes are generaly
willing to accept thefew extradollars*®
Smilarly, many sex workers report re-
quiring condomswith fird-time custom-
ers while not requiring them of repest
customers:** Onereason for Vietnam-
exe prodtitutes lack of condom inss
tence is that they heavily discount the
future, consdering thefew extradollars
now to be worth the risk of disease in
future periods. Another reason is that
many proditutes are not fully informed
asto the risks of unprotected sex.
Ancther problemfacilitating the
spread of HIV isthat many prodtitutes
refuse to be tested. Some prostitutes
fear theknowledgethat such atest would
bring, because it means both an early
desth and amord respongbility to drop
out of the industry - which most prosti-
tutes refuse to do, asthey are unwilling
to sacrificetheir incomefor asgnificantly
lower paying unskilled job, theonly kind
for which mogt proditutesare qudified.®
Others refuse to take the test for finan-
cia reasons, asit would cost awoman
approximately ten dollars.

V. Coping
Progtitution, a form of crime
under Vietnam'’ scurrent legd code, can
be modeled as an economic, rationa
choice usng standard microeconomic
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theory. For this modd, however, we
must Swap or conception of “supply”
and “demand,” redefining demand for
progtitution as progtitutes demand for
“johns.” When “turning atrick,” econo-
migs theorize, a rationd woman (we
definerationd asacting to maximize util-
ity or welfare) andyzesthe benefitsand
coststhat trick carries, and she proceeds
if the benefits outweigh the costs. The
benefitsinclude theincome shereceives
fromthetransaction aswell asany sexud
gratification shemay confer (to date, the
author is aware of no udies indicating
to what extent Vietnamese proditutes
derive pleasure from their occupation,
but studies such as Peter Whittaker’'s
The American Way of Sexindicate that
many American middle class women
whojointheprofessonaresmply “quite
comfortablewith their own sexudity and
are pleased and amused to have par-
layed their dreedy liberated life-styles
into absurdly high-paying jobs.™

The costs include the money
spent on clothes, jewelry, condoms
(when applicable) aswell asthe oppor-
tunity cost of time spent (i.e., additiona
education, the next highest paying job,
or leisuretime), the potentid lossof dig-
nity, and the “expected punishment” of
the crime.  Punishment of prodtitutes,
according to Cooter and Ulen, isproba
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biligic#® A woman knows when turn-
ing atrick that, because of imperfect law
enforcement shemay not be caught, and,
if caught, she may not be punished.
Much as microeconomigts cdculae the
expected vaue of various actions, pros-
titutes can calcul ate the * expected pun-
ishment” by weighting the potentia pur-
ishment more heavily if the probability
of captureis higher.

If we aggregete these individu-
as, we have a modd for the progtitu-
tion rate, which, economists argue, can
be used to decrease progtitution by in-
creasing its cost (shifting the supply
curve to the left, thereby reducing the
equilibrium quantity of tricks). By in-
creasng expected punishment, either by
increasing the probability of capture or
by increesng punishment (seeking to
deter crime), the Sate can increase the
codt of progtitution, which would result
inadecreaseintheraeof progitution.®
Thisisprecisgly what the Sate hasdone
inits Campaign Againg Socid Evils.

Prior to the Campaign, enforce-
ment of anti-progiitution laws was gen-
erdly lax, but loca police now havethe
authority to sentence prostitutes to a
yearlong term at one of 53 mandatory
rehabilitation/re-education centerswith-
out giving suspectsdue process>® While
many officials are not above being
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bribed,>* large numbers of prodtitutes
are sent to these campsannudly. Inthe
year 2000 gpproximately 1,000 prosti-
tutes were sent to such camps from Ho
Chi Minh City done>? At thesecamps,
women are given classes on “dignity”s3
and AIDS education, they are given
training in a skill of their choice (farm-
ing, sawing, making incense, raisng Slk-
worms, or hairdressing), and they are
subjected to physica labor.>* By ras
ing the punishment and likdlihood of cap-
ture, the government attempted to shift
the supply curve inward but with only
margina success. According to one
massage parlor owner, the progtitution
market has just become more hidden,
dating that “1’'ve had to completely re-
do the whole place... people making
rell money now are the people who
make screens and curtains.”*®
Thesereeducation camps, while
consdered punishment by progdtitutes,
are neverthdesswdl intentioned. Rec-
ognizing poverty as the primary reason
women enter the progtitution market, the
State, by giving women kills, isatempt-
ing to increase the opportunity cost of
turning tricks. If the Sate can raise the
vaue of progtitutes next-best dterna-
tive, they reason, the cost of prostitu-
tion rises, the supply curveshiftsinward,
and progtitution rates decrease. Unfor-



tunately, however, the camps seem to
have a margina impact. Most women
upon leaving these camps Ssmply return
to the direet, asthe potentia earnings of
srestwalking far surpass those of the
jobs taught in the camps.®

The Campaign’smogt sgnificant
effect, regrettably, isthat prostitutesare
now forced further underground, mak-
ing condom access and AIDS educa-
tion consderably more difficult. Fear-
ing capture and the loss of ayear’sin-
come, progtitutes arelesslikely to seek
medical aid, AIDS education, and free
condoms offered by international hu-
manitarian groups such as FHI and
UNAIDS. Smilarly, establishmentsthat
Support progtitution, such asrestaurants,
hotels, and disco bars refuse to accept
condom donations, as that would be
tantamount to officialy admitting the
presence of progtitution, a punishable
offense under the Campaign.

The Campaign, by approach-
ing prodtitution asa“soaid evil,” amord
aberration, and a\Western pox respon-
sble for the HIV epidemic,5” conflates
two problems. AlthoughHIV isspread
through unprotected commercial sex,
the two problems are not, per s, di-
rectly linked. In Nevada, where many
counties have legaized brothels, man-
dating condom use and hedlth checks,
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100% of progtitutesdrictly requirether
customers to use protection, and there
iszero incidence of HIV. 58

Were Vietnam to legdize pros-
titution, requiring al prodiitutestoregis-
ter and submit to regular health checks,
issuing “licenses’ to uninfected women,
diseased progtituteswould be driven out
of thebusiness. In addition, thiswould
then create an additiona source of tax-
able revenue, which could then be used
to fund AIDS education, HIV testing,
and condom didtribution.  This policy
would improve the market, asinforma-
tion flow would advance. Brothels, in
an effort to demongrate the hedlth of
their progtitutes and attract customers,
will have an incentive to provide AIDS
education, HIV testing, and condoms.
In Indonesia, for example, where pros-
titution is legd, two women in a Dolly
brothel werefound to be HIV positive®
Soon after, 785 women in the brothel
volunteered to have their blood tested
(385 more than the Hedlth Department
hed planned to callect), announcing pub-
licly thet if the WHO was not willing to
pay for thetests, they would do so per-
sondly.®® This brothel, desiring to a-
tract (or win back) business, had anin-
centive to prove that AIDS was not an
issue. Were Vietnam to legdlize prosti-
tution and improve information flow,
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market forces would ensure that dis-
eased prostitutes (akin to “lemons’)
would recelve no business.

Another approach Vietnam
should consder, especidly if further re-
search shows demand for progtitutesto
be indagtic, would be policies that shift
the demand curveinward. If demandis
indastic and supply eadtic, as posited,
then changes in supply will have little
effect on the amount of prostitution.
Changesin demand, however, will have
a dgnificant effect on the quantity of
progtitution (see Appendix). Onepolicy
affecting demand would be propaganda
campaignsannouncing thehigh HIV rate
among prostitutes and the danger of
AIDS. This essentidly raises the “ex-
pected punishment” of theconsumer, as
this campaign would raise both his per-
ceived probability of being medicaly
punished and the severity of the punish-
ment, decreasing demand.

Smilarly, one could raise the
customer’s expected legd punishment.
Currently, if acustomer is caught in the
act, he mugt pay fines. If heisa Stae
officd, his office is notified, he is often
demoted, and hismisdeed is often made
publict If heisacommon citizen, how-
ever, “he shdl be handed back to the
locd administration, and he shdl be
made to pledge not to commit again.”®?
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In other words, he is dapped on the
hand. Tourigts, however, are largely
exempt from punishment. Continuingthe
State' sfirm anti-progitution satus, were
the State to raise the punishment for
customers, demand would decreeseSg-
nificantly. Because the opportunity cost
of ayear in prisonishigher for awel off
consumer (which “johns’ tend to be in
Vietnam) than for a progtitute with little
tolose, such apolicy would haveasig-
nificant effect on the demand schedule.
This decrease, in turn, would decrease
the price of a “trick,” reducing the in-
centive for women to turn to progtitu-
tion.

VI. Conclusion

While current proditution policy
in Vietnam recognizes the socio-eco-
nomic factors that cause progtitution, it
doeslittle to addressthem. The effects
of education campsaredubiousat best,
astheindividud rewardsfromjob train-
ing pae in comparison to the financid
rewards gained from progtitution. As
long as there are men willing to pay for
seX, and aslong as poverty encourages
young women to provide sex for money,
there will be a market for progtitution.
By forcing the industry underground,
however, participants are more prone
todiseasessuchasHIV, asthey areless



likely to seek medica aid, education,
and protection. Legdizing theindudtry,
however, would alow medica monitor-
ing (which, through newly taxable in-
come, could pay for itself). Overcom-
ing the State's socidid, strongly anti-
progtitution stance, however, is in al
likelihood, an insurmountable obstacle.
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