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Editors’ Note

The latest issue of The Harvard College Economist features several
changes.  With these changes, we hope to appeal to a broader audience while
staying true to our fundamental purpose of publishing first-rate economics papers
written exclusively by undergraduates.

In this issue, we offer a new editorial section with articles written by Judd
Kessler and Andrew Reider, our two columnists.  These editorials provide indi-
vidual perspectives on current economic events and news.  We have also 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 Assistant Editors Colleen Horan,
Kayode Ogunro, Nadim Vasanji, and Ajit Vyas were invaluable in ensuring a
high-quality publication.  In addition, we have begun distribution of the journal  to
select libraries outside Harvard.

Finally, in this issue you will find several pieces which apply economics to
non-traditional areas, such as prostitution, professional sports, and traffic prob-
lems.  We hope you will find these innovative ideas as interesting and thought-
provoking as we did.

For more information regarding submissions and staff positions, visit our
web site at www.hcs.harvard.edu/~hce, e-mail us at hce@hcs.harvard.edu, or
come to the informational meeting in the fall.  We welcome you to send a Letter to
the Editor via our website with any comments or suggestions concerning the con-
tent of the journal.  We are always looking for enthusiastic students to write,
format, and edit for The Harvard College Economist and we encourage any-
one interested in the publication to contact us.

Sincerely,

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 financial
markets.  I think the steep decline of
U.S. stock market was related to new
technologies, particularly those related
to the computer and internet.  There was
a great deal of enthusiasm and optimism
in those areas, and many thought that
developments would be reflected in
long-term improvements in productivity
and profitability.  People changed their
minds about the commercial potential of
this in 2000.  That, more than any kind
of bubble phenomenon, led to the big
collapse.  But that doesn’t mean that I
can project from here where it’s going
to go.  It’s the nature of the market being
fairly efficient that you shouldn’t be able
to predict that.

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

RJB: There are a lot of problems.  The
best guess is that there will be a slow
growth situation, but there are a number
of factors that could make that worse.
However, I’m not particularly
pessimistic at the present time.

I would do more on the tax side
if I were the Bush administration.  I think
that their tax package last year was
basically a good idea, but the end result
was a political compromise.  They
wanted to have more of the tax cuts
structured in ways that would provide
incentives for 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.  I don’t think that provides
many incentive effects or productivity
effects.  Overall, I thought it was a good
idea, more than anything else because it
took the money away from Washington
so 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, agricultural subsidies, and
health care initiatives were recent
examples.

I 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 federal expenditures.  A lot of the
state governments now claim they have
tight fiscal positions, 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.

I would go further with the tax
cuts: I would accelerate the tax rate cuts
and try to have more that’s favorable to
business investment.  I think the Bush
administration will try to do those things,
and given the November election results,
I think they probably will succeed.

HCE: You first introduced the
“Ricardian Equivalency Hypothesis”
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: The Ricardian result applies under
a particular set of circumstances.  The
two most important are first, a fixed path
of government expenditure when you are
talking about taxes versus expenditures,
and second, lump-sum taxes which
don’t directly distort but just have
money going in or out of the government.
There’s nothing in the Ricardian view
that would say that changes in the
marginal taxes would not matter; it is
consistent with that proposition that they
would matter.  The timing would also
matter.  For example, when Reagan had
the tax cuts in the early 1980s, it was a
problem that the tax rate cuts were
phased in over a few years.  This created
a situation at the beginning in which taxes
looked high relative to where they 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 in the future 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 recession of 1982-
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1983, it was unusual that the government
was running big fiscal deficits; given that
the economy was recovering, that was
an unusual pattern.  I think it did have to
do with the tax effects, but that didn’t
have ill effects on the economy.  Although
people talk about it now like it was an
obvious disaster, the economy did quite
well during that period: Interest rates and
inflation came down substantially and
investment growth did pretty well after
1983.  Reagan wanted to cut both
spending and taxes, but he was more
successful in cutting taxes at the
beginning, and that meant that there was
a deficit.  By cutting the taxes and
reducing the revenue coming in, he did
hold down the size of the government
from what it would have been otherwise.
I think that’s also being the effect now
from the 2001 tax cut; if we have another
one, it will happen again.  I 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
usually in that context.  You would think
that the problem would be so basic, but

it is surprising how poorly it is
understood.  It has been a puzzle that
Japan has been unable to get out of that
situation for some time.  For a while,
policymakers were not being
expansionary enough in terms of
monetary policy, and they were thinking
too much about interest rates which
doesn’t work when they get down
around zero (which was pretty much the
case in Japan).  If you have a successful
expansionary policy, you will get rid of
deflation and move into positive inflation,
and interest rates should go up and not
down.  For instance, if you printed a lot
of money, you would expect interest
rates to rise; there’s something wrong
with always looking for expansion when
interest rates are falling.  More recently,
they have been printing more money, and
there it 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
expansionary.  This is what Japan is
considering trying: Printing money and
buying other assets like equities or other
private assets.  I suppose that might be
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successful to get rid of deflation.
The U.S. is not in this

environment currently.  There are still
plenty of other assets to buy.  Greenspan
was even talking about that the other
day: Even if short rates are at one
percent, longer-term government bonds
will be at four or five percent and we
can still buy a lot of those.

HCE: Do you think that the
overhanging bank debt in Japan
creates problems that are distinct from
the U.S.?

RJB: I think that deflation is not the main
problem in Japan.  I think it has more
serious problems.  A lot of that had to
do with overexpansion and
overinvestment, and that is reflected in
the bank loans.  Also, they have had anti-
market policies in terms of regulations
and they were not very open in terms of
international trade.  Some structural
differences exist too: There is a lot more
cross ownership of equities so that a lot
of this ties in more directly with the
situations of corporations.  This is a
different structure from that which exists
in the U.S.   Those are more serious
problems for Japan.

If I were in charge, I would try
to be more expansionary on the

monetary side.  I would try to get rid of
deflation, but I don’t think that would
be any guarantee that things would be
fine.  I just think that deflation is a
problem that can be solved in Japan, so
why not do it?  But I 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: I think the problem has been
overblown.  Politicians always like the
idea of finding crooks and they think that
a crusade against corruption and fraud
will solve things.  I think it’s a minor part
of the story.  The main cause of the stock
market collapse was overestimating the
potential of new technologies.  Not that
the overestimation was something
stupid; it was very difficult to know how
to evaluate the commercial potential of
internet companies.  I believe that there
is corporate fraud in some examples
such as Enron, but I think it’s a minor
part of the overall story, particularly if
you take a place like WorldCom which
has admitted to misrepresentative
accounting.  I think that was a desperate
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reaction to other problems like
overinvestment in capacity which was
not worth much.  That’s about $100
billion in terms of money down the drain,
so then they can have $8 or $9 billion of
accounting fraud and they are still
bankrupt.

I would have preferred if the
Bush administration had focused more
on providing a good climate for business
rather than jumping on the bandwagon
and attacking business and making it a
broader problem than I think it is.

HCE: What about the long-term
fallout?

RJB: I 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 I
don’t know if that will come out of this.
The correct treatment of things like
options is not clear, and they don’t seem
to be studying it seriously.

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

you think that there are limits to the
application of free market theory?

RJB: My colleague Gary Becker is best
known for extending economic analysis
to a wide array of topics.  Some of those
things were the economics of the family
and criminal behavior.  I think a lot of
that has been useful in terms in getting a
better understanding of those topics.
For instance, considering the capital
punishment debate: I think a lot of it has
to do with the deterrent effect.  We
would like to know how potential
murderers respond to the punishment
system.  So I think it is an important
extension, but in the end it depend on
how well you can do with empirical work
to see how important various factors are.

My first column in
Businessweek had to do with the
economics of beauty.  I got in a lot of
trouble for that.  My most recent column
deals 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 college athletes
from getting paid beyond a limited
amount for scholarships.  Obviously, that
holds down financial competition and
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raises the profitability of college sports.
But the really 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
restrictions, are evil and that the NCAA
is doing the good thing by preventing the
payment.

HCE: What are your thoughts about
the labor dispute that was just settled
for West Coast port workers?

RJB: The threat of the federal
government was essential to the
resolution.  I think that the workers were
scared that if they went out on strike again
that the federal government would do
something like send in the military to
work the ports.  Such intervention might
have been popular.   I remember when
Reagan fired the air traffic controllers
early on in his administration.  That was
actually quite popular at the time.  Now,
it’s mostly labor unions that complain
about it like it was awful, but in fact it
was very popular at the time he did it.
People didn’t like all that disruption and
it seemed to be a small union with an
inordinate amount of power using it in

an inappropriate manner.
It would be an antitrust situation

except that, for some reason, the labor
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
great economic harm coming form that,
it fits perfectly.  The Sherman Antitrust
Act of 1890, for example, was originally
applied principally to labor unions.
There was legislation 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 wasn’t covered; it
was very peculiar logic.

Antitrust law, in general, is not
very productive as it is applied.  You
would think that we would want more
or less parallel treatment on the sides of
management and labor.  It’s not clear
why you would want to apply it on one
side an not the other, and labor unions
often do a better job of monopolizing
an industry.   So, 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
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factors?

RJB: The starting point of the paper
was that we wanted to assess the affect
of IMF programs on economic growth.
Normally, the IMF goes into places
where there are problems, like a doctor
stepping in to treat an illness, so it is not
fair to blame the IMF for the existing
problem.   Nevertheless, if you were to
judge solely from these existing
problems, it would appear that the IMF
was terrible.  Therefore, you have to
hold those conditions constant to give
the IMF a fair chance.

Then, the genesis of this project
was to do this and assess the real effect.
We wanted to create an experimental
situation in which the IMF was going in
for some other reason than economic
problems.  Therefore, we conducted a
political economy analysis of the IMF.
They might go in because of the political
connections between the country and the
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 national representatives
of the country at the IMF yielded a
higher probability of getting approval,
and having a UN voting record similar
to the United States helped as well.  The

IMF loan to Mexico in 1995, the first
of the IMF’s big lending packages, was
the most obvious case of political
influence.  President Summers was a
moving force behind the IMF’s
participation.  After that, there were big
lending programs in Asia, Russia, Brazil,
Argentina, and other countries.

We found a number 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.
Once you took this into account, the IMF
doesn’t look nearly as bad. We did still
find that 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 Politics” this
Spring.  Is there anything about the
course that we would not learn from
reading the course description?

RJB: I am going to start with the theory
behind economic growth and
incorporate empirical evidence to
support it; I will then tie this into some
political issues.  I have been working a
lot recently with my own research on
religion and economics.  Certain
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variables representing religion include
church attendance, spiritual beliefs, and
government involvement in religion
(Communism, for instance, suppresses
organized religion).  I am looking at how
economic development influences
religion and how religion influences things
like economic growth or democracy.
The class will deal with issues such as
this. v
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After the frustrating 1980’s,
Latin America believed it could get back
on track and reach high growth rates.
The prescription was simple and sug-
gested that if the region “did its home-
work”—which meant stop trying to
solve economic problems with ineffec-
tive heterodox policies—it would be
able to sit back and experience the sus-
tained growth that East Asia had en-
joyed.  Much of the promise came from
a relatively simple yet powerful notion
at the heart of economics: the theory of
convergence, whereby poorer countries
should grow faster than rich countries
under normal circumstances.  Observ-
ers believed that convergence did not
occur for Latin America since the late
1970’s due to its centrally planned, pro-
tectionist, and distorted economies.
Now, after several currency crises and
at a time when even the region’s institu-
tional solidity is being tested, one can-
not reasonably argue that economic
theory delivered as promised.  Many
have blamed several factors to explain
the region’s underperformance, but one
underdiscussed factor is the validity of

Convergence:
A Good Theory

Andrew Reider

the underlying theory of convergence it-
self.  Here I outline why the theory is a
good theory but that its power has not
been unleashed due to its inapplicability
to the real global economy.

As Sachs and Warner explain,
“the main reason for expecting economic
convergence is that the poorer countries
can import capital and modern technolo-
gies from the wealthier countries, and
thereby reap the “advantages of back-
wardness.”1  This occurs, as Adam
Smith ingeniously explained, due to the
power of trade to promote growth
through several channels: increased spe-
cialization, efficient resource allocation
according to comparative advantage,
diffusion of international knowledge, and
heightened competition.  Thus poorer
countries should converge due to
cheaper inputs such as land and labor,
their increased return to capital invest-
ments, and the fact that the farther away
one is from the technology frontier the
easier it is to make large leaps in pro-
ductivity.

In fact, elements of the theory
of convergence have been confirmed by
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empirical evidence in cases where the
model closely resembles reality.  Just
after World War II, 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 capital in
these countries—destroyed by the
war—the new investment made the
country grow faster than normal, sup-
porting the notion that investment in capi-
tal yields greater returns in poorer coun-
tries.  In the 1860’s, the American states
had disparate income levels.  After the
Civil War, the differences slowly disap-
peared as they became more fully inte-
grated—this supports the ideas advo-
cated by Adam Smith above.  Further-
more, several studies show that conver-
gence occurs within the OECD in the
globalization eras: Jeffrey Williamson’s
1995 paper on “Globalization, Conver-
gence and History” “unambiguously”
shows that convergence occurred in the
late 19th century and late 20th century in
the OECD.2

Meanwhile though, most of
these papers admit in their introductions
that global convergence does not really
occur.  Williamson states that his dataset
includes a “club” of countries that “ex-
cluded, of course, most of the Third
World and eastern Europe.” This is be-

cause if he were to include them, he
would reach Pritchett’s (1997) conclu-
sion that the ratio of per capita income
between richest and poorest countries
increased by roughly a factor of five
from 1870 until 1990.  Part of the prob-
lem is that the cases where the theory of
convergence works are exactly those
limited circumstances that the literature
uses to support it.  It is not that the theory
is itself wrong (it is powerful as shown
in the cases above), but that once one
includes the full set of countries, the het-
erogeneous result including the different
trade and economic policies produce a
vastly complex reality that departs from
the model.  While most theories and
models are not expected to fully explain
the real world, this particular one faces
a reality that is so utterly distorted from
theory that its conclusions are diametri-
cally opposed to what the evidence sug-
gests (convergence rather than diver-
gence).  In fact, this is similar to other
economic models of international scope,
such as the Heckscher-Ohlin model’s
limitations in explaining real world trade
patterns and of the international capital
markets model in explaining international
investment patterns (Feldstein and
Horioka 1980).  One possibility is that
actual country interactions are far more
complex than the economists’ models,
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similar 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 general trends—such as Sachs
and Warner’s claim that once trade lib-
eralizations spread in the 1990s the ten-
dency towards convergence would
strengthen—have proved misleading.
Latin American exports did increase as
predicted once countries liberalized, in
fact they led the world in the 1990s.
However, not only did convergence not
occur, but these countries experienced
rising inequality, enormous volatility, and
economic growth rates below their post-
World War II average.  Furthermore the
countries that converged, such as China
and India, followed heterodox economic
policies.  Thus, despite convergence’s
power in some settings, it seems that
economists’ understanding of conver-
gence explains little of how development
occurs in practice.

To see how the real world
economy acts in ways far from what the
simplified theory suggests, it  may be
useful to adopt the perspective of a de-
veloping country’s economy.  Once one
puts oneself in the position of a devel-
oping country, one can see how despite

the several advantages to backwardness
that can produce explosive growth,
“there are also strong forces for stagna-
tion” (Pritchett).

First, the rules of the game are
weighted in favor of rich countries.
While there are several examples of this
such as the TRIPS agreement, lets ex-
amine how the WTO makes develop-
ing countries feel like second-class mem-
bers in terms of protectionism and the
issues that are discussed.  Despite the
worldwide trade liberalization and hal-
lowed era of globalization, when poor
nations export to rich countries they
face tariff barriers four times higher than
those in North-North trade—to an ex-
tent this is due to agricultural protection-
ism, but there are other products like
steel that are now coming to the fore-
front of international disputes.  Protec-
tionism in agriculture alone costs devel-
oping countries at least $100 billion a
year, which is twice the amount they re-
ceive in aid.  Furthermore, while barri-
ers to trade in goods, financial services,
and investment flows fell significantly,
Rodrik points out that international la-
bor mobility has not been discussed,
especially not in a multilateral sense, and
remains highly restrictive.  This would
highly benefit the poor countries because
they have excess labor and their work-
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ers would be better trained and could
send remittances back to their home
countries.

Furthermore, think of conver-
gence from a firm’s standpoint.  Even if
a company has a good product, it can
hardly expand internationally unless it has
a solid base.  In developed countries
and few large developing countries one’s
home market suffices to get enough scale
for such an endeavor, but that is much
harder in small developing countries;
similarly this deters multinationals from
creating export bases in these countries.
The same problems a firm faces by not
taking advantage of economies to scale
are present in its R&D investment: be-
cause the home market’s size is not big
enough, the country overall does not in-
vest in technology as it should.  (Though
these notions expose obstacles that lo-
cal companies face they only reinforce
the importance of trade.)

Perhaps the greatest problem is
financing.  While the principle of con-
vergence at a micro-level suggests that
a firm with a good and cheaper product
should be successful, this may not be
true in the real world regardless of the
barriers to entry discussed above.  This
is especially true in countries with a high
cost of capital such as Brazil whose lo-
cal interest rates are 22%—such an

obstacle is almost insurmountable for a
typical firm that would otherwise be
competitive globally.  While large com-
panies can get around this obstacle,
smaller companies and new entrants
have a hard time becoming export-ori-
ented, which is essential for convergence
to occur.

These are only a few of the ob-
stacles of backwardness that are present
in reality.  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 along with the model’s
advantages of backwardness.

Nevertheless, anti-globalization
and anti-capitalist rhetoric that simply
dismisses the theory of convergence and
Adams Smith’s insights have it even
more wrong because the theory is as
strong as ever.  The problem is not with
the theory, but that the structure of the
world economy and real international
economic behavior does not act ac-
cording to it.  Much of it is still appli-
cable to the real world as well—the suc-
cessful examples of China and India
unquestionably came from taking advan-
tage of globalization.  One task pro-
posed above is for economists to ad-
dress the disadvantages in their models
better so that they can understand the
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reasons for divergent economic growth.
More importantly though, is to realize
that divergence occurs not due to the
theory’s weakness, but instead because
the conditions for convergence to oc-
cur have not been established.  Once
one realizes this, one readily sees that
adamantly opposing globalization only

gets one farther from convergence,
though merely opening up to trade is in-
sufficient. v

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

A highway system is the quint-
essential example of a public good. It is
such a good example that high school
economics teachers across the country
use America’s 2.4 million miles of paved
roads to explain how some goods that,
due to externalities, 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 major respon-
sibilities is to construct and maintain the
interstate highway system.

But while construction and
maintenance of roads are necessary for
an efficient automotive transportation
system, they are not sufficient. An effi-
cient system would also distribute cars

onto the highway in a manner that mini-
mizes traffic and congestion. This distri-
bution of cars is also a public good that
the government should be responsible
for providing.

Presently, Los Angeles rush-
hour drivers spend 136 hours per year
in traffic delays, according to the Texas
Transportation Institute’s 2002 Urban
Mobility Study. Other major cities did
not fare much better, and the study esti-
mated that Americans wasted a total of
$68 billion in gas and time due to traffic
in 2000. These tremendous costs fall on
individual Americans, with an average
Los Angeles “peak roadway driver” in-
curring annual costs of $2,510.  Clearly,
the construction and maintenance of

An Efficient Highway System:
A Public Good

Judd Kessler
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highways is not enough to meet drivers’
needs and create an efficient system.

In many cases the government
is limited in its ability to construct new
highways. Certain interest groups lobby
against highways, arguing that construct-
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 twice as many cars in America than
there were in 1970, but road capacity
has only increased by 6 percent. While
road maintenance is necessary, it does
little to alleviate traffic or decrease the
costs of congestion.

The government must turn to
another, often overlooked, tool of cre-
ating an efficient highway system. Dis-
seminating information on traffic and
road conditions to drivers would im-
prove traffic flow and decrease the cost
of congestion with only a small price tag
for the federal government.

Presently, most information is
transferred to drivers via private radio
stations that broadcast traffic updates
every ten minutes or so. In large metro
areas, this information is often irrelevant
to drivers’ destinations or comes too
late—many drivers find out they should
have taken an alternate route when they
are already stuck in traffic.

Some attempt has been made
by the government to provide highway-
specific information to drivers. Certain
areas have radio broadcasts of highway
updates that are advertised by signs on
the side of the road. Other, more effec-
tive attempts include lighted overpass
signs that change to describe traffic con-
ditions further down the road.  These
signs are used in New York City on the
Long Island Expressway (LIE), where
a sign at exit 34 might tell you that traffic
is heavy from exit 37 to exit 40.

But these measures provide in-
complete information—they do not alert
drivers of traffic levels on alternate
routes. In the above example, I don’t
know whether traffic is heavy on the LIE
because traffic is heavy on all eastbound
highways, or if the LIE is particularly
congested. There are time and gas costs
to taking an alternate route, and without
more complete information, I might be
inclined to hold tight rather than take my
chances.

In these cases, the difficult bur-
den of information collection is placed
on each individual driver. But when cars
move from congested highways to less-
congested alternate routes, drivers on
both highways benefit from a faster ride.
If enough cars switch from the heavy-
traffic to the light-traffic highway, an
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equilibrium is reached where all drivers
are distributed efficiently among possible
route. At this equilibrium point, the high-
way system is being used to its full po-
tential.

The information collection and
dissemination required to make this ef-
ficiency possible is a public good just
like highway construction, and should
be considered responsibilities of the gov-
ernment. The government must look for
ways to provide drivers with better in-
formation that can be easily synthesized
for route decisions.

Fortunately, technology has
made traffic data collection on highways
easy: sensors on the road can determine
the flow of traffic and analyze it instantly.
And navigation system consoles, pres-
ently being installed in luxury cars, pro-
vide drivers with mapping software to
locate their destinations and outline com-
plete routes.  Outfitting the navigation
consoles to analyze traffic information
distributed by the government would
allow these two systems to work to-
gether to determine the fastest route to
the driver’s destination.

While only cars with these new,
expensive navigational consoles would
currently be able to use the information
that the government provides, moving
even this small number of cars from high-

density to low-density roads makes the
system more efficient. As entrepreneurs
enter the market to produce consoles,
the price would drop, allowing more to
benefit.

Whether you’re sitting in traffic
on I-95 or stuck bumper-to-bumper on
the LIE, highway traffic information—
necessary to help you decide on a faster
route—is a public good, and the gov-
ernment should be responsible for pro-
viding it. v
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Playing the Odds on Beacon Hill:
Can the Massachusetts Clean Elections

Law Save a “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. This analysis 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.

I. Introduction
“Democracy is in crisis in Mas-

sachusetts,” or so the supporters of the
Massachusetts Clean Election Law
would convince us.1  In 1998, the Mas-
sachusetts constituency supported a ref-
erendum on the Clean Elections Law, a
bill that provides state funding for politi-
cal campaigns that agree to adhere to a
predetermined spending limit. One goal
of the bill, according to its supporters,
is to reduce the influence that private in-
dividuals, 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 the law is to en-

courage “non-wealthy” and “non-tradi-
tional” candidates to run, since “the need
to raise large amounts of private
dollars…creates an additional set of
advantages for already-advantaged in-
cumbents;” this, in turn, should lead to a
more diverse, more representative gov-
erning body.2  This concern about open-
ing up the government to new candidates
seems to be especially relevant in Mas-
sachusetts, a state where the legislature’s
incumbent leadership is perceived to be
so entrenched that a political action
group went so far as to put a non-bind-
ing referendum opposing the re-election
of House Speaker Thomas Finneran on
the ballot.3
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But can the Massachusetts
Clean Elections Law actually accomplish
these goals?   According to Pam Wilmot,
executive director of Common Cause
Massachusetts – a group that played an
integral role in the passage of the bill –
this year’s implementation of the law
“was just a toe in the water,” so it is too
early to tell what the law’s effects will
be.4   In this paper, however, I will con-
duct an analysis of the Clean Elections
Law from an economic perspective.  Us-
ing a game theory structure based on
the principle that the results of candi-
dates’ choices are constrained by the
decisions of their opponents, I will ana-
lyze the decision-making processes that
different types of candidates might use
in choosing whether to accept Clean
Elections funding.  Of course, only em-
pirical evidence over time will categori-
cally prove the law’s success or failure
in achieving its objectives of leveling the
playing field for unknown candidates
and reducing the importance of private
contributions.  However, the model is
useful for the sake of studying the impli-
cations of the law’s structure in the ab-
stract.  The results are interesting: While
the Clean Elections Law may have much
success in changing who runs for office,
we are unlikely to see any significant al-
teration in who actually gets elected in

Massachusetts.

II. The Structure of the
Clean Elections Law

In 1976, the US Supreme Court
ruled in Buckley v. Valeo that “the First
Amendment denies government the
power to determine that spending to
promote one’s political views is waste-
ful, excessive or unwise.”5  This ruling
came in response to the Federal Elec-
tion Campaign Act of 1971, which
sought to curtail candidates’ contribu-
tions to their own campaigns.  More
broadly, however, this decision put a
decisive end to any efforts by the gov-
ernment to limit campaign spending and
forced legislators to think of ways to
incentivize candidates into accepting
voluntary spending limits.  This need for
voluntary limits, combined with the
public’s desire to reduce the influence
of special interests, gave rise to the cur-
rent structure of publicly financed cam-
paigns, which generally involve a
candidate’s voluntary agreement to a
state-defined spending limit in exchange
for state funding for his or her campaign.
Private donations accepted under this
scheme are usually capped at a low level,
such as $50 or $100 dollars, and indi-
viduals are required to collect a specific
number of contributions to prove that
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they are viable candidates before they
are eligible to receive state funding.6

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

Clean Elections candidates who
are unopposed in either the primary or
the general election receive half the
allocated 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.  Once a
non-participating candidate breaches
the threshold, the Clean Elections
candidate receives matching funds up to
twice the original spending limit.7

Just looking at the small amount
of data available on Clean Elections
laws across the country, it is difficult to
predict what the effect of the
Massachusetts Clean Elections Law will
be.  Arizona, a state with a similar system
of publicly funded elections, saw a 36%
increase in the number of candidates
running for office when the public funding
scheme went into effect in 2000, as 76
additional people decided to run for
office that year.  In Massachusetts,
however, only nine candidates legally
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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. 8

Tolman was outspent by two of the
opponents who subsequently beat him.9

O’Brien and Birmingham both raised
more than twice the original spending
limit, exceeding the maximum amount
that Tolman could receive in matching
funds.10  While conclusive data about
the importance of money in
Massachusetts elections was
unavailable, this correlation between the
amount of money spent and the number
of votes received is not surprising.  The
League of Women Voters reports similar
findings on the national level: “In 1998,
95 percent of [US] House winners and
94 percent of [US] Senate winners
outspent their opponents.” 11

III. Underlying assumptions
This statistic on the routine

coincidence of high spending and
electoral victory is important in that it
shows what an important part of political
strategy campaign spending can be.  I
will make a further critical assumption

that a causal relationship does indeed
exist between the amount of spending
on a campaign and a candidate’s
probability of being elected into office,
based on the observation of the strong
positive correlation between these two
factors.  However, before I address
how a candidate –who has already
made the decision to run for office—
chooses whether or not to take public
funds under the Clean Elections Law, I
will outline the basic assumptions that
underlie my model.

First, I assume for simplicity
that there are only two types of
candidates, those who are well known
and could easily raise more than twice
the spending limit (the maximum amount
of public funds available) and those
who are unknown and would have
difficulty raising an amount greater than
twice the spending limit. I will denote
the former by K (as in “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.  I
will, however, address third-party
candidates later in this essay.

Second, empirical evidence
leads me to feel safe in assuming that –
in order either to win or at least to be a
real player in an election – a candidate
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must spend an amount that is comparable
to that of his or her opponents.  This is
especially important for unknown
candidates who must work to establish
a name for themselves through their
advertisements.  A third assumption that
is tied to this axiom about the
importance of campaign spending is that,
in this model, I assume that all candidates
are equally qualified and equally
appealing to voters.  Of course, this is
not the case in reality, but in order for
the model to have any relevance at all
we must remove the effects of individual
voters’ preferences for particular
candidates that may influence the
outcome of the election.  Although it is
quite possible that the amount of money
a candidate is able to raise reflects his
strength and popularity within his
constituency, for the sake of
argumentation, I disassociate these two
issues and examine fundraising capability
purely as an exogenous endowment that
the candidate brings to the campaign.
Finally, I will construct my models as
simultaneous-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

candidates, two unknown candidates,
and one known and one unknown
candidate.

IV.  Game 1: Known vs.
Known

In an election between two
known candidates with equal appeal to
voters, campaign spending is especially
important, as it is each player’s most
effective way of distinguishing himself 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
amounts of 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 spending limit:

In this game, it is doubtful that
either candidate will accept the Clean
Elections funding without 100%
certainty that his opponent will also take
the public funding.  This is due to the
fact that, under the Clean Elections Law,
a candidate who accepts public funding
and then violates the spending or in-kind
contribution limits is sharply penalized.
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 all of the
money his campaign was given by the
state and must pay a fine out of his own
pocket equal to twice the amount of the
violation in question.12  However, if both
candidates agree to accept the Clean
Elections money and if there is no threat
of a third, “dirty” candidate entering the
race, there is very little risk of either
candidate defaulting because of the high
cost of violating the Clean Elections
Law’s provisions.  Of course, each
candidate should take into account the
personal means of his opponent when
deciding whether to take the Clean
Elections funding; a candidate 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
penalties for violation are probably high
enough to induce the “clean” candidates
to keep their word.
Thus for two known candidates, it is

unclear whether the Clean Elections
Law will successfully decrease campaign
costs and end candidate indebtedness
to special interests. Since both known
candidates could run without public
funds, the law will not affect what sort
of candidates enter this race, so that part
of its mission is not particularly relevant
to races like this one.  As seen above,
much of each candidate’s decision
weighs on the actions of his opponent,
since no known candidate will commit
to Clean Elections funding without a
guarantee that his known opponent will
also volunteer to submit to the spending
limit without any plausible threat of
default.

V.  Game 2: Unknown vs.
Unknown

For unknown candidates with
less fundraising prowess, the availability
of public funding is most likely a major
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, “most of the
candidates who participated [in 2000]
… say they wouldn’t have run if not for
public financing.”13  The law is very
effective at opening up elections to new
players for these sorts of candidates.
Because these unknown candidates are
not capable of raising over twice the
spending limit and exceeding the
available matching funds, an unknown
candidate who runs on Clean Elections
funding against another unknown
candidate does not have to worry about
his opponent being able to compete on
“dirty” funds, as depicted earlier.  A
playoff between two unknowns is
presented below, where “unclean”
signifies that the candidate is not using
Clean Elections funding but is unable to
raise over twice the original spending
limit.

Although two of the payoffs
yield “equivalent 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 all possible cases, the matrix
includes the situations where the
unknown candidate can still raise above
the Clean Elections cap but below twice
the amount of the cap, even though in
reality the Unknown will probably fail
to exceed the first cap anyhow (if he
could, a main purpose of the law would
be void).  The matrix reveals 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
appears to be a complete boon, since it
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can only help their chances.

VI.  Game 3: Known vs.
Unknown

Elections between known
candidates and unknown candidates are
the most relevant to a discussion of the
Clean Elections Law, since, according
to Massachusetts Governor Jane Swift,
one of the goals of the law is to “increase
the competition for elective office.”14  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
decision to run for a particular office
since he or she would be capable of
raising enough money to mount a serious
campaign regardless of the new
legislation.  Thus, the law is most
important in situations where an
unknown candidate challenges a known
candidate.   In Massachusetts especially,
Clean Elections legislation has been
strongly opposed by incumbents who
dislike the leveling effect of the law,
which makes it much easier for unknown

candidates to raise money and compete
against incumbents.  Prior to the law’s
implementation, incumbents could use
their status to significantly out-fundraise
their unknown opponents.  A playoff
between a known candidate and an
unknown candidate is shown below,
where “dirty” represents the case where
the candidate raises more than twice the
original spending limit and “unclean”
signifies that the candidate neither takes
Clean Elections funding nor raises more
than twice the limit.

In this situation, each player has
a dominant strategy. As we saw from
the previous playoff between U1 and
U2, unknown candidates who cannot
raise more than twice the spending limit
will always take the public funding
option.  The known candidate, on the
other hand, will not take public funding
in a race against an unknown because
this levels the playing field to the point
at which the advantage of being well
known is nullified.15  This is an interesting
conclusion, 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
participate in the Clean Elections funding
system when they are opposed by
unknowns.   By decreasing the financial
costs of entering the race for relative
unknown candidates, the Clean
Elections Law may fulfill its purpose of
increasing the competition for elective
office, but it may not actually 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 all circumstances, as our U1 vs.
U2  and K1 vs. U1  playoffs
demonstrated.  As has been witnessed
in Arizona and 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

opportunity costs of time spent
fundraising) of running for office.

Through the model outlined
above, we can look at the effect that
these third-party candidates have on the
mainstream candidates’ decisions to
accept or reject the Clean Elections
funding.  In a race between two
unknowns, the third party’s involvement
will have no effect, since both
candidates’ dominant strategy is to
accept the public funding.   Similarly, the
involvement of a third party in a race
between a known candidate and an
unknown opponent does not change the
mainstream players’ decisions; if
anything, it will make the better-known
player even more resolute in her decision
not to level the playing field by taking
the Clean Elections funds.

 In a race between two known
candidates, however, the involvement of
a third player can have an important
effect.  Whereas previously the two
known candidates might have been able
to agree to accept the public funding
(since the result is equally ambiguous so
long as they both act either to take or
reject the funds simultaneously), a third
party can destabilize this equilibrium. In
closely contested races between two
known candidates, third parties are
especially dangerous, since they tend to
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siphon off votes that previously would
have gone to the two mainstream
players.  Because of this effect, the two
main parties’ candidates want to
marginalize the third party candidate as
much as possible; accepting public
funding would put all three parties’
players on the same spending level, so
it is unlikely that either known candidate
would consent to receive Clean
Elections funding if a third candidate
were involved.  As we 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 a threatening third party is
involved.

VIII. Conclusion
As this series of games has sug-

gested, the current political climate does
not seem conducive to a successful Clean
Elections system in Massachusetts.
While the legislation does accomplish its
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 significantly alter the strong po-
sition that incumbents and other well-

known candidates hold coming into an
election.16 It is important to note that
this is over only one iteration. Over time,
as unknown candidates run for offices
unsuccessfully but become well known
in the process, the composition of the
group filling elected positions in Massa-
chusetts may become more represen-
tative of the population at 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 refusal to participate
were instead portrayed as active oppo-
sition to democratic ideals, the cost of
not participating would be higher, and
the candidate would have to weigh the
potential damage to his image against
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the positive image-building that could be
accomplished with the excess funds he
would be allowed to raise. Such a pub-
licity campaign could effectively inter-
nalize the positive externality (of open-
ness, fairness and issues-oriented cam-
paigning) that the Clean Elections sup-
porters seek by forcing the non-partici-
pants to bear the costs of the damage
the Clean Elections system sustains due
to their refusal to participate.  Thus we
see that, left as it is now, the system is
not likely to achieve the democratic ide-
als it seeks.  However, a serious public-
ity campaign against those who do not
participate could significantly alter 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 its Limited 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-
ing is minimal.  It explores the criticisms of moral hazard fund-
ing while demonstrating that the moral hazard is mitigated by a
number of factors and illustrating that the IMF’s system is in
fact superior to alternatives.

I.  Introduction
To think that policymakers pursue
risky courses of action because they
know the IMF safety net will catch
them if things go badly is far-fetched.1

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

In the wake of the financial dev-
astation of World War II, academics and
policymakers from forty-four countries
gathered at Bretton Woods to establish
an international system of financial sta-
bility.  The system adopted at the con-
ference relied on free trade and fixed
exchange rates tied to the dollar, which
was backed by gold reserves.  The con-

ference also established two major in-
stitutions—the World Bank and the In-
ternational Monetary Fund (IMF).  The
World Bank was created to foster re-
development in areas ravaged by World
War II.  The IMF was also a tool for
rebuilding and preserving global pros-
perity; it was charged with maintaining
the exchange rate, promoting a sound
system of trade, aiding countries with
balance of payment deficits, and assist-
ing economically distressed countries.3

In 1971, President Nixon ended
America’s use of the gold standard, and
in 1973 the major Bretton Woods
countries agreed not to return to a fixed
exchange rate system.4  This new world
policy obviated the need for the IMF’s
central mission, supporting the fixed ex-
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change rate.  The IMF, though, was not
dissolved and has since maintained its
involvement with international financial
stability.  The Fund accepted a more
prominent role in offering money to al-
leviate insolvency, consulting nations on
monetary problems, and advancing the
growth of international trade.5

The IMF gained substantial in-
fluence in the 1980’s for its assistance
in the Latin American financial crisis.6

Since then, the Fund has lent money to,
among others, Mexico, Russia, South
Korea, Indonesia, and Brazil7, and the
institution is currently involved in pro-
grams in over seventy countries.8  The
increasing presence of the IMF has at-
tracted global attention and sparked
criticisms.  Analysts often criticize the
IMF’s broad influence on crisis coun-
tries’ policies, its ill-defined accounting
procedures, and its distortion of incen-
tives.  It is this last point which this pa-
per will address.

It is argued that IMF loans
cause a moral hazard problem by dis-
torting the incentives of creditors, debt-
ors, and governments.  Moral hazard
arises when a situation fails to confer all
penalties or all benefits to an individual.
A rational agent will act to maximize his
utility within this framework, potentially
undertaking actions he would not pur-

sue if he were ascribed full responsibil-
ity.9  Fire insurance is an illustrative ex-
ample of moral hazard.  In an extreme
scenario, a homeowner understands that
if his property is damaged by fire, he
will be reimbursed by his insurance com-
pany; therefore, except to avoid an in-
convenience, there is no incentive for him
to practice precautionary measures.  To
limit this irresponsibility, many insurance
companies have deductibles or mandate
that insurance holders use smoke de-
tectors.10

Critics assert that the IMF fits
this mold; they claim that the IMF in-
duces a strong moral hazard for foreign
investors, domestic debtors, and do-
mestic governments.11  From a theoreti-
cal perspective, the critics make a com-
pelling argument.  However, experience
has not supported them.  The degree of
moral hazard is mitigated by a number
of factors, and moral hazard alters in-
centives and influences decisions only
to a minor extent.  Perhaps even more
relevant, though, is that the IMF’s sys-
tem, including its potential to cause moral
hazard, is superior to alternatives.

The following section will ex-
pound on the conceptual issues regard-
ing moral hazard and the IMF.  Subse-
quently, to demonstrate that this model
exaggerates the true degree of moral
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hazard, the bulk of this paper will dispel
hypotheses surrounding moral hazard
and explore actualities that limit moral
hazard.  Finally, section seven will illus-
trate that although some reforms might
reduce moral hazard, the current sys-
tem should be maintained because it
improves welfare.

II.  Conceptual Issues
Countries such as Brazil 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.12

Conceptually, there could be a
moral hazard problem for creditors,
debtors, and governments. To demon-
strate the altered incentives creditors
face, consider a model depicting the re-
turns of investment in foreign countries.
Assume that foreign lenders provide an
amount of capital C, expect that an in-
terest rate r can be collected at time t,
and realize that there is a probability  r
that the debtor country will be forced
into a liquidity constraint before time t.
In one scenario, creditors know that the
IMF will not bail out a country that de-
faults, and in another investors realize
that there is a probability, m, that the

IMF will rescue an illiquid country.  The
inconvenience of trying to collect a debt
is represented by  s.
Investment scenario when IMF does not
bail out countries:

Investment scenario when IMF bails out
countries with probability m:

To understand why critics argue that in-
vestors face a moral hazard, consider
the expected value of this loan at time t
in both scenarios.  In the event that there
is positively no help from the Fund,
EV[Ct

No Funding] = r·C·(1+r) + (1-r)·0
= r·C·(1+r).  In contrast, in the circum-
stance that the Fund may assist a crisis
economy,
EV[C t

Funding ] = 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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EV[Ct
NF] + (1-r)·[m·(C·[1+r]-s].  It is

deducible that m·[C·(1+r)-s] > 0 be-
cause if it were negative creditors would
accept $0 rather than pursue the repay-
ment of their loan. Also, (1-r) is, by
definition of r, nonnegative.  Therefore,
the expected value of capital at time t is
necessarily greater if there is a possibil-
ity that 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 theoretically
lend more than optimal amounts in risky
situations.

This situation is exacerbated by
the moral hazard of debtors.  Consider
the following example regarding debt-
ors compiling a risky portfolio of short
term loans.  A bank that finances
projects profits by borrowing at low in-
terest rates and lending at high rates.
Interest rates vary positively 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, banks fulfill obligations to debt-
ors by issuing more loans. 13

This process, though, causes

illiquidity if debtors recall their loans and
there are no opportunities to issue new
loans.  Therefore, responsible creditors,
and by law all American banks, main-
tain a level of liquid reserves.  While
these may not satisfy a severe bank run,
they can quell a minor run.  Likely this is
also optimal for banks: They sacrifice
an amount of profit to reduce the risk of
going out of business.  However, the
prospect of the IMF making funds avail-
able to an insolvent institution reduces
the downsides of illiquidity, such as bor-
rowing at extraordinarily high rates or
going out of business.  Therefore, a
debtor will accept more short term li-
abilities and hold less reserves than that
of a bank which does not anticipate IMF
support.
Banks can undertake other risky behav-
iors including failing to investigate insti-
tutions to 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
receiving IMF funding in the event of a
failure theoretically blinds banks to these
consequences and encourages them to
further pursue bad strategies.
In addition, IMF funding may cause
policymakers to alter their courses of
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action.  For example, they may pursue
careless fiscal policies, undertake irre-
sponsible monetary policies, fail to regu-
late banks’ behaviors, or engage in cor-
ruption.14  The existence of IMF fund-
ing limits the negative consequences of
being unsuccessful, so a government
may sacrifice more moderate policies for
a small chance of large economic ex-
pansion.
In each of these cases, the same theo-
retical criticism of IMF bailouts emerges:
if a risky venture has a high return, the
business benefits; and if it proves to be
a failure, taxpayers incur the loss through
IMF funding.15  The following sections
will demonstrate that evidence of such
a problem existing is weak.

III.  Increased IMF
Presence Does Not Mean
Increased Moral Hazard

[T]he suffering that a country in cri-
sis endures is already so severe that
risk-prone parties quickly learn their
lesson without lectures about moral
hazard from well-meaning econo-
mists.16

Critics often argue that the in-
creasing size and frequency of IMF
loans is evidence that a moral hazard
problem exists.  Loan numbers and val-

ues have in fact increased since 1995:
in the last few years Mexico was of-
fered the largest ever stand-by loan,
Russia procured a long-term loan, and
South Korea was granted a new record
stand-by loan of $20 billion.17  Constant
IMF action, critics argue, confirms to
lenders and borrowers in other coun-
tries that the IMF will not allow econo-
mies to fail.  As the expectation of being
bailed out rises, akin to an increase in ì
in the model, risky behavior gains ap-
peal.  Realizing this, investors will fail,
for example, to prudently evaluate com-
mercial credit or foreign exchange
risks.18

However, these theorists must
remember that crisis countries do suf-
fer.19  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.20  Just
like that elusive “free lunch,” IMF fund-
ing does not mean economies and their
agents escape financial crises without
paying dearly.  So, while it is true that
agents are aware of the increasing role
of the IMF, it is also true that they know
the suffering that crisis countries and their
players endure.  It is difficult to imagine
that agents are naïve enough to believe
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risky behavior has no consequences.
Recognizing the possibility of failure
would not eliminate, but would certainly
limit, the traps of moral hazard.

In addition, there are a variety
of factors other than moral hazard that
can account for the observed increase
in frequency of IMF funding.  Observ-
ers correlating increased IMF involve-
ment with moral hazard may be under-
estimating the roles of intentional risk-
taking, contagion, political instability, and
economic shocks.  Risk itself necessi-
tates the possibility of failure.21  For ex-
ample, if a bank loans only $1 of its de-
posits, it is still accepting a risk that it
can be illiquid.  Since there is an ele-
ment of risk in emerging markets, some
of them will inevitably suffer from cri-
ses.  This explains why crises have oc-
curred throughout history, long before
the IMF and its potential for moral haz-
ard existed.22  However, why have mul-
tiple economies failed within a few years
of each other?  If there were no moral
hazard, economies would sustain a rela-
tively low probability of failing.  It is
therefore highly unlikely that so many
economies, each with a small probabil-
ity of complete dysfunction, would si-
multaneously be ruined.  This reasoning
is true with one major caveat: the prob-
ability of simultaneous collapses only

becomes infinitesimally small if each cri-
sis is an independent event.

Cline argues that a number of
the crises have been influenced by con-
tagion; therefore, they should not be
evaluated independently.  For example,
Thailand’s currency devaluation forced
Indonesia to also depreciate its ex-
change rate, and it played a decisive role
in Korea’s crisis.  Then, contagion from
the East Asian region contributed to
Russia’s declining equity and government
bond prices.  Subsequently, Russia’s fi-
nancial woes exacerbated an already
precarious situation in Ecuador, and the
crises in East Asia and Russia proved
defeating for Brazil. 23  The recognition
that some of these crises were the re-
sults of a “domino effect,” combined with
the fact that an element of risk invites
the potential for an initial failure, pre-
sents a plausible explanation for the sud-
den splurge in IMF involvement.

Additionally, political climates
can explain, at least in part, many of the
crisis 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 retrieve
their loans because they fear that a tu-
multuous political situation will lead to a
default.24  Investor sentiment in Mexico
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likely suffered from two political assas-
sinations in 1994.  Indonesia also expe-
rienced political volatility as observers
wondered if the Suharto era would end
with a peaceful transition and if region-
alism would cede to unity.  In addition,
Ecuador’s political problems likely af-
fected its economy.  Ecuador lost two
presidents in three years— one was re-
moved by the legislative branch and one
was defeated in a military coup— and
cycled through four finance ministers in
just two years. 25  Surely critics of IMF
funding would not dispute that such ex-
treme political uncertainties have detri-
mental effects on an economy.  Would
they suggest that only moral hazard
could have caused so many simulta-
neous political upheavals?

Exogenous shocks might also
account for the rise in IMF funding.
Shocks would simultaneously affect
more than one country; for example, if
OPEC raised oil prices, all oil-import-
ing countries would be negatively af-
fected.  Calomiris26 argues that there
were no significant oil price hikes, wars,
or autonomous decreases in demand
since the 1980’s.  Although these more
common shocks may not explain the
crises of the 1990’s, the possibility of
other shocks should not be discounted.
Weather damage from El Niño dam-

aged many crop-reliant countries, in-
cluding Ecuador, and oil price changes
hurt Russia’s struggling economy.27  In
general, the existence of risk, contagion,
political instability, and financial shocks
demonstrate that an increased number
of IMF loans is not conclusive evidence
of a moral hazard problem.  It may be a
warning signal, but certainly combina-
tions of other factors have played sig-
nificant roles in recent economic crises.

IV.  IMF Funding is Not
Automatic

It is essential 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 financial support in a
crisis country, is quite high.  Furthermore,
it is asserted that the IMF currently can-
not reduce m, or perhaps more accu-
rately the expectation of m.  This prob-
ability m, critics argue, is immovable be-
cause the Fund has bailed out too many
countries to credibly threaten to stop.28

However,  m should be considered to
be lower both because qualifications to
receive IMF funding are strict and some
countries prefer to avoid IMF loans.

The IMF requires and enforces
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strict conditions on countries that seek
loans.  IMF demands include fiscal,
monetary, and structural adjustments29,
and political reforms.30  These are not
recommendations; they are contractual
obligations, and the Fund withholds
loans if the stipulations are not met.  For
example, promised money to Indonesia
and Romania was delayed because the
IMF was not satisfied with the coun-
tries’ efforts.31  Although funding was
ultimately resumed, the suspension
should have reduced the expectation that
IMF rescues are guaranteed.

Also, it is often ignored that not
all countries accept IMF loans.  Malay-
sia, for example, was in a similar posi-
tion as Thailand in the late 1990’s, but
never reached an agreement with the
IMF.32  This is likely a result of the con-
ditions that the IMF makes debtor coun-
tries accept.  Often, these required poli-
cies necessitate the uprooting of a
country’s government, banks, and cor-
porations, a process policymakers hop-
ing to be reelected would prefer to
avoid.33  Since it is widely known that
the IMF attaches strict demands to its
bail outs, economic agents realize that a
country may reject loans, which further
reduces m.

The conditionality of IMF loans
reduces moral hazard by enforcing con-

tract breaches and making countries re-
luctant to accept IMF loans.34  These
are externalities that complement the
true intention of conditionality, rebuild-
ing a strong economy.  Of course, these
effects only reduce the probability that
creditors and debtors will be bailed out,
they do not eliminate this possibility.
There are additional historical experi-
ences that further reduce the expected
value of future capital in the event of a
crisis.

V.  Creditors are Not Fully
Insured

The model developed previ-
ously for investors derives the future
value of an investment 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
demonstrated that this is not the case:
creditors incur a financial loss if the IMF
needs to bail out the debtor.

A few examples are striking in
terms of the scale of creditor punish-
ment.  Russia and Latin America rec-
ognized only 70% of the present value
of loans.35  More devastatingly, foreign
equity investors in some Asian markets
recouped only 25% of their holdings.36

Also, Ecuadorian policy was particularly
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poignant: bond values were cut 40% in
a process that did not even formally ac-
count for the views of creditors.  Addi-
tionally, Thailand pursued a penal policy
that entitled half of foreign creditors only
to revenues from the auctions of debtor
assets. 37

These instances illustrate the
critical fact that creditors do not escape
crises unscathed.  Critics’ claims that
creditors are protected from loss are
unfounded.  While they only rarely lose
their entire investment, they do incur
costs for their risky behavior.  This “pun-
ishment” lowers the expected value of
an action below its full reimbursement
level.  In the context of this paper’s
model, EV[Ct

actual] < EV[Ct
Funding].  As

a result, investors are discouraged from
being excessively risky.

Critics, however, often charge
that the losses are not substantial enough
to precipitate changes in investor ac-
tions.  The rescue of Mexico, for ex-
ample, would be a prime candidate for
inducing moral hazard because in a rare
agreement the IMF package included
the full repayment of all loans.38  Critics
often argue that investors’ observations
of the 1995 IMF bailout in Mexico
motivated creditors to invest in Asia
risk-free.  However, in spite of the
IMF’s irregular agreement, the bailout

did not encourage Asian investors to
incur more risk.  The two economies
were structurally different: Mexico suf-
fered from a burdensome current ac-
count deficit, political instability, and a
nearly fixed exchange rate, different
problems than those from which Asia
would later suffer. 39  Therefore, invest-
ment in Asia was not a function of credi-
tors taking an extravagant risk because
the IMF would cushion the fall.  Instead,
investment in Asia reflected that credi-
tors learned a lesson in Mexico and in-
vested in a region that did not suffer from
similar maladies.40

The Latin America crisis of the
1980’s provide a more apt comparison
to the Asian crisis because both were
largely results of unsustainable debt.41

A comparison of these events further il-
lustrates that investors learn from past
mistakes.  American creditors, who
were largely involved in the Latin Ameri-
can crises, were more cautious in Asia
than European and Japanese creditors
who were first beginning to invest in
emerging markets.42

Creditor insecurities must exist
because they manifest themselves in
occurrences of contagion.  If moral haz-
ard were a substantial force, bank runs
in one country would not occur, or
would occur infrequently, in response to
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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 agents will be
encouraged to increase risky behaviors.
Instead, experience has shown that cri-
ses, despite responses by the IMF,
cause international panics not interna-
tional pursuits of risk.  For example,
despite IMF agreements with default-
ing banks in East Asia and Russia, Bra-
zilian reserves fell 35% in just three
months.43  Similarly, Korean reserves
dipped below $10 billion.44  These ex-
amples suggest that investors are more
fearful that debtors will default than they
are confident that the IMF will offer
compensations.  Of course, it is plau-
sible that IMF rescues instilled trust in
enough investors to prevent some bank
runs.  Still, contagion offers another situ-
ation that illustrates the limits of moral
hazard.  Creditors do learn lessons.

VI.  Debtors are Not Fully
Insured

The plight of debtors, similar to
that of creditors, is under recognized by
critics of the IMF.  Feldstein45 argues
that past Fund interventions have estab-
lished an expectation that debtors’ loans
will be guaranteed.  Therefore, these
borrowers engage in excessively risky

behavior, such as not properly evaluat-
ing commercial credit risks or foreign
exchange risks.46  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 customers.  In Thai-
land, fifty-six finance companies whose
lending patterns were particularly vola-
tile and risky were closed.47  The Asian
crisis also shut down Indonesian and
Korean banks.48  Even those debtors
that survive an economic crisis intact still
face financial penalties.  Defaulters face
a loss of reliability that compromises their
ability to attract new investors.  To re-
enter the capital markets, they need to
slowly and convincingly regain a repu-
tation of prudence.  Mexico and Brazil
suffered bitterly through this process in
the 1980’s and Indonesia was hampered
by it at the end of the century. 49

Debtors do in fact face a risky
situation with real consequences.  How-
ever, not all defaulting debtors are forced
to end operations and the costs associ-
ated with surviving are axiomatically less
than those related to complete shut
downs.  As a result, the downside of
overly risky behavior is not entirely felt
by those engaging in it.  This may ex-
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plain why Thailand and Korea, among
others, pursued Mexico’s policy of link-
ing debts to foreign currencies despite
knowledge that it failed in Mexico.50  It
is impossible to determine without a
counterfactual, but debtor punishments
likely reduced the magnitude of irrespon-
sible actions.

VII.  Empirical Results
[I]n the vast majority of instances,
events that would plausibly have sent
signals to markets regarding the
availability and magnitude of IMF
financing did not have the effects pre-
dicted under the hypothesis that
moral hazard is important.51

Lane and Phillips conducted
one of the few empirical studies regard-
ing IMF funding and moral hazard.  The
authors examined international interest
rates and their movements with three
categories of IMF-related announce-
ments: IMF agreements with distressed
countries, changes in IMF resources,
and establishment of the 1998 program
with Russia.  This study shows that moral
hazard is not likely a significant force in
international markets. 52

Moral hazard is an inherently
difficult phenomenon to measure be-
cause it is largely a function of expecta-

tions.  This study uniquely accounts for
this by evaluating interest rate spreads,
which by nature reflect creditor and
debtor expectations.  In an open
economy with full capital mobility, the
interest rate is a combination of the world
interest rate and a measure of risk. 53

This risk component includes all factors
that increase the likelihood of debt de-
fault, such as political instability or po-
tential exchange rate depreciation.  If the
expectation of default is high, investors
will demand a higher interest rate to com-
pensate for the increased risk.54

The argument that moral haz-
ard is a large force has specific implica-
tions for interest rate spreads.  These
seem to have been disproved.  First, if
agents perceive that the IMF guaran-
tees debt, all interest rates should be the
same; that is, the risk component will
be zero and all interest rates will equal a
single world interest rate.  However, at
the end of 1998, countries faced widely
variant interest rates on standard US
dollar borrowing.  Israel, Malaysia, and
Uruguay paid spreads of roughly 50
basis points while Ecuador, Indonesia,
Kazakhistan, Russia, and Thailand faced
spreads between 450 and 500 points
and Ukraine’s spreads on the same dollar
were over 800 points.55  It is particu-
larly insightful that Russia and Brazil paid



   42

The Harvard College Economist

high spreads on a 1998 dollar, about
325 and 450 basis points respectively. 56

These countries were viewed as excep-
tionally immune to default— “too big to
fail”— because it was believed that a
large-scale crisis in either country would
reverberate throughout the world
economy and have dire consequences
for the international balance of power.57

Despite the widely held expectation that
the IMF would 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
changes in spreads to build on this pre-
liminary evidence that IMF bailouts do
not assure creditors that their invest-
ments are safe.

If IMF funding were integral to
the risk of assets, then announcements
regarding the commencement of bailout
programs in crisis countries would re-
assure investors worldwide and lower
interest rate spreads.  In this study, the
spreads of the emerging market bond
index (EMBI), normalized to the stan-
dard deviation of historical changes,
contradict such moral hazard arguments.
As discussed previously, critics argue
that the full bailout of Mexico in 1995
incited the crisis in Asia.  However, in
conjunction with IMF announcements

regarding the bailout, interest rate
spreads moved in the opposite direc-
tion that moral hazard would predict.
When rescue negotiations were an-
nounced, EMBI spreads jumped a con-
siderable 199 points, or a normalized
4.0 ratio, and the approval of a plan fur-
ther increased spreads.  Although a rec-
ommendation for increased funding low-
ered EMBI spreads, it sustained itself
only for a day or two as spreads rapidly
increased for two more months.  Simi-
lar results emerged from the study of fi-
nancial arrangements with Thailand, In-
donesia, and Korea in 1997.  The sepa-
rate announcements of IMF negotiations
with each of these countries did not re-
sult in a significant EMBI change.  Al-
though the approval of rescue plans in
Korea depressed bond spreads, the
approval of plans for Thailand did not
affect spreads, and the approval in In-
donesia increased ratio spreads 1.2
points.58  Evaluated collectively, move-
ments in bond spreads around announce-
ments of funding negotiations and ap-
provals conflict with the contention that
moral hazard is a significant factor in
lending decisions.

Similarly, bond spread fluctua-
tions surrounding announcements of in-
creased IMF resources do not support
the existence of a strong moral hazard
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problem.  Creditors would likely inter-
pret IMF actions to increase resources
as signals that the IMF is willing to in-
crease the size and number of rescues;
therefore, if moral hazard is significant,
announcements regarding more re-
sources should decrease EMBI spreads.
In contrast, a 1994 increase in access
limits coincided with a rise in bond
spreads.59  Additionally, the creation of
a Supplemental Reserve Facility, a mea-
sure that makes large, short-term sup-
port more accessible, had almost no ef-
fect on spreads.60  Finally, the 1999 gen-
eral increase in quotas actually raised
ratio spreads 1.4 points.61  Critics ar-
gue that this final correlation is irrelevant
because after US approval of the in-
crease, which was associated with siz-
able spread decreases, the general con-
firmation of the increase was largely an-
ticipated.  This criticism, though, fails to
recognize that a surprise rejection of the
increase by a U.S. Congressional com-
mittee did not have any repercussions
in the bond market.  The spread de-
crease at the time of U.S. approval 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 available in the manner that

moral hazard would predict.62

A study of EMBI spreads with
regards to Russia in 1998 may loosely
support the presence of a moral hazard
problem.  Russia was forced to default
on government debts in August 1998,
and the IMF did not immediately bail
out the country.  This lack of IMF ac-
tion surprised most observers who be-
lieved the IMF would always rescue
Russia to avoid systemic collapses in the
international economy.  As the moral
hazard argument would predict, spreads
increased significantly around the news
of Russia’s default.  However, a signifi-
cant portion of the change is accounted
for by Russia’s inclusion 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.63

The argument in favor of moral
hazard relies on the assumption that IMF
practices cause investors to reduce their
expectations of risk.  Levels and
changes in interest rate spreads seem to
reject the presence of severe moral haz-
ard.64  Investors do not act as if their
loans are fully guaranteed by the IMF.

Does the case of the Russian
default mean that there is a moral haz-
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ard problem with “too big to fail” econo-
mies?  Unfortunately, any definitive study
of moral hazard requires the elimination
of countless confounding variables and
the inclusion of counterfactual evi-
dence.65  Since such a resource will
never be available, it will be fruitful to
now compare the current IMF system
to a hypothetical institution.

VIII.  Alternatives are
Inferior

The IMF was created in part to
stabilize the international economy, and
it still fulfills this worthwhile purpose.
Global markets, like domestic ones, re-
quire a framework to be successful, and
the IMF largely fulfills this essential
role.66  Unfortunately, the IMF has some
undesirable features.  Although it has
been shown that the amount of moral
hazard associated with IMF lending is
likely minimal, it is still a concern and
could potentially become a more seri-
ous problem in the future.  Therefore, it
is relevant to weigh the costs of moral
hazard against the benefits of IMF fund-
ing and to consider alternatives that may
further tip the balance.

IMF funding serves a valuable
function in the world economy, and it
would be reckless to end this practice
just to avoid a minor moral hazard prob-

lem.  Disbanding the IMF would require
debtors and creditors to independently
reach solutions, a process that has his-
torically been lengthy.67  In contrast, IMF
funding facilitates more rapid arrange-
ments and reacceptance of economies
in the international capital markets.6 8

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-
ies.69  Similarly, South Korea and Thai-
land have not had to endure severe re-
strictions.70   In fact, Cline argues that
“[t]here is no doubt that the impressive
economic recoveries in Mexico, Korea,
Brazil, and to a lesser extend Thailand
would not have happened without the
confidence supplied by the official sup-
port programs.”71 The categorical ex-
pulsion of economies from these mar-
kets, assuming they have been rebuilt,
is detrimental to the country’s economy
and inefficient for the world economy.72

Therefore, since the IMF can offer cred-
ibility to economies, the Fund’s efforts
should be supported.

There are serious global con-
sequences for stopping IMF involve-
ment in addition to market inefficiencies.
IMF loans reduce the large variations
and systemic effects of international
capital flows, which helps contain cri-
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ses and curtail global contagion.73  Mod-
erating the extent of contagion is valu-
able: It is hardly worth risking a global
economic downturn to prevent minor
distortions of incentives to be risky.  In
addition, some economic collapses can
have immense political ramifications.
For example, IMF policy has been criti-
cized in Russia because the Fund re-
peatedly lent money despite Russia’s
sluggish efforts to reform.74  However,
the alternative was far scarier than po-
tentially inducing a moral hazard prob-
lem—political and economic confusion,
instability, and collapse in a country with
substantial reserves of nuclear weap-
ons.75

The costs of eliminating IMF
funding, namely extended suffering, in-
ternational market inefficiencies, poten-
tial widespread contagion, and possible
warfare, are incomparably more detri-
mental than the slight costs of moral 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.
IFIAC76 presented a number of recom-
mendations to the U.S. Congress, some
of which have implications for moral
hazard and will be discussed below.

The IFIAC report suggests that
a member country that meets “minimum

prudential standards” should automati-
cally receive IMF funding.  This mea-
sure is intended to prevent the IMF from
jeopardizing government sovereignty by
implementing policy reforms77, but un-
conditional lending would likely intro-
duce a more serious moral hazard prob-
lem.78  There would no longer be the
element of doubt that is essential to re-
ducing moral hazard.  It would be obvi-
ous, a priori, if the IMF will offer cri-
sis-time assistance, and countries would
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 still incur, their behavior will be
riskier.

In addition to restructuring the
requirements for lending, IFIAC recom-
mends that the terms for lending be
changed.  The Commission advises that
IMF loans have a maturity of only 120
days and rates that are greater than those
paid one week before applying for an
IMF loan.79  As Meltzer argued before
Congress in 1998, penalty rates achieve
the sought after end of making IMF fund-
ing undesirable.  Likely, the short dura-
tion would also make IMF loans less
attractive.  The acceptance of these re-
forms would make IMF funding a true
final resort.  In an effort to avoid a pun-
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ishing IMF, moral hazard would be re-
duced and financial responsibility would
be encouraged.80  Birds objects to these
suggestions because penalty rates and
short duration loans ignore longer term
development and poverty problems. 81

IFIAC recognized this and proposed
that such projects be left to the discre-
tion of the World Bank. 82

IFIAC further recommends
greater disclosure by member countries.
This would include the regular publica-
tion of borrowing countries’ “outstand-
ing sovereign and guaranteed debt and
off-balance sheet liabilities.”83  Increas-
ing information will enable creditors to
conduct more detailed and proper
evaluations of economies’ risk levels.84

Also, the resources to observe official
values of losses suffered by other credi-
tors will discourage excessive risk tak-
ing.  Additionally, reports would be used
as factors in determining if the IMF
should extend lending to a country. 8 5

Therefore, there is an incentive for coun-
tries to pursue sound policies so they
can present encouraging reports.

IX.  Conclusion
Despite the dire warnings of

critics, IMF rescue operations are un-
likely to induce a significant moral haz-
ard problem.  The major arguments that

moral hazard is a serious problem in in-
ternational capital markets are based on
theory that dictates that such a problem
should exist.  However, experience has
shown that a number of factors severely
limit the degree of moral hazard.  Inter-
national watchdogs should not adver-
tise problems where they don’t exist.

However, this should not be re-
garded as a reprieve for the IMF.  The
member countries should be wary of
reforms that would increase moral haz-
ard, as it could potentially become a
more legitimate influence.  Similarly, the
Fund could and should adopt a number
of reforms that would further reduce
moral hazard and enhance its effective-
ness.

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

Professional Sports
David Kessler

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 “single entity,” then such a blocked relocation would not be
anticompetitive.  But if the league is, instead, viewed as a loose
combination of unique and distinct business, such a restriction
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 sports leagues fits the legal 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.

Abstract

I. Introduction
In the past twenty years, a small

but lively area of antitrust analysis has
developed around the question of fran-
chise free agency.  Franchise free agency
refers to the ability of sports teams within
a league to move freely from one city to
another.  For instance, the fabled mi-
gration of the Brooklyn Dodgers from
New York City to Los Angeles repre-

sents the relocation referred to by fran-
chise free agency.  The question posed
for scholars of antitrust has been whether
or not a sports league, like Major League
Baseball in the example above, which
attempts to control the relocation of its
teams, is violating antitrust law.  The
Sherman Antitrust Act, section I,  for-
bids every “contract, combination in the
form of trust or otherwise, or con-
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spiracy, in restraint of trade or com-
merce.”1

Whether or not relocation re-
strictions violate the Sherman Act de-
pends largely on how one views a sports
league.  If the league is the combination
of many distinct teams acting together,
then any action taken to control team
relocation would restrict the legitimate
competition between those teams.  If the
league, on the other hand, is a single
entity, an organization functionally dif-
ferent from a simple collection of teams,
then relocation restriction would be ac-
ceptable because the league would sim-
ply be arranging different parts of one
business.

This paper will consider legal,
economic, and social arguments for and
against granting a sports league single
entity status.  It will conclude that, for
the purposes of franchise free agency, a
league should be considered a single
entity because that status best represents
the relationship between member teams
and the league.  Moreover, even when
a league acts more like a group of teams
rather than a single entity, the benefits of
treating the league as a single entity, such
as product quality and fan loyalty, out-
weigh the inefficiencies, such as higher
ticket prices, caused by such a desig-
nation.

II. Definition of the Product
Market and the Geographic

Market
A sports league collectively pro-

duces one product: sports games.2

While the number of teams required to
produce that product varies, there
clearly must be more than several teams
in the league for any reasonable number
of games to be produced.3  No one team
can produce a game, and even two teams
would hardly constitute a league.  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-
vertising sales linked to their games.
More intangibly, they produce entertain-
ment and the desire to compete athleti-
cally.  Even these “services,” however,
are directly linked to the production and
viewing of the games themselves.

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 refers to the amount and type of
competition faced by the league.  The
University of Chicago Legal Forum de-
tails two types of markets used in sports
instance, the market for the NFL (Na-
tional Football League) would be foot-
ball games.  Either of these definitions is
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suitable for the current argument about
sports relocation analysis, and both are
considered below.  The geographic
market refers to the scope of potential
competition or monopoly, whether it be
on a regional or national scale.  Ross
and Dale both give evidence that, when
considering the league’s antitrust action,
the relevant market in question should
be national.5   The court in Oakland
Raiders I,6 however, found the best
market definition to be regional.

Definition of the product mar-
ket as either a single-sport market or
the entertainment market proves diffi-
cult since there are strong arguments on
both sides.  The single-sport market ar-
gument has been advanced by the courts
in Raiders I as well as in NCAA v.
Board of Regents, in which the court
found that the football telecasts in ques-
tion “generate an audience uniquely at-
tractive to advertisers.”7  Fisher, how-
ever, argues that “the national market
for entertainment products” should be
the relevant market.8  The inability of a
sports team to exercise monopoly
power demonstrates that an individual
sports league is only one competitor in
a larger market.   “Monopoly power in
an output market involves the ability to
charge high prices without offering su-
perior products,”9 explains Fisher.

Sports leagues certainly do not have this
power; higher ticket prices come with
increasingly luxurious stadiums, more
sophisticated television coverage, and
bigger, flashier players.  Furthermore,
the substitutability between college and
professional teams as well as between
local and national teams assures that no
team or league can hold its audience
captive.  Without strong empirical evi-
dence, though, choosing between single-
sport and entertainment market defini-
tions is extremely difficult.  The Chicago
Legal Forum explains: a definition of the
single-sport market places a higher bur-
den on those defending relocation re-
strictions; this paper will adopt that defi-
nition.

The market for sports games is
both regional and national.  In any given
city, the majority of fans of a particular
sport will be interested primarily in the
success of their own team; for example,
few New Yorker’s regularly follow the
Kansas City Royals.  Sports teams have
always been rooted in specific locations;
this local base is important for the suc-
cess of their products.  As Fisher ex-
plains, “local knowledge and local con-
tracts are likely to prove very desirable
in dealing with local authorities and lo-
cal media.”10  The product, however,
sports games, cannot be produced ex-
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clusively in one market with any great
success.  The variety of teams and gen-
eral league presence which entice fans
are drawn from across the entire coun-
try.  Thus, it is difficult 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 necessary11 only when analyz-
ing the antitrust implications of one spe-
cific type of relocation, namely when a
team moves to a region in which another
team in the same league already exists.12

This paper will consider both possible
geographic markets although only the
regional market raises antitrust questions
which are discussed in the next section
on the single entity question.

III. Sports Leagues Should
Be Considered Single

Entities
Given that sports league pro-

duce sports games in either the national
or the regional market for those games,
the important question for this analysis
becomes whether the league should be
considered a single entity or an orga-
nized aggregation of independent teams.
If the league is considered a single en-
tity for the purposes of analyzing fran-
chise relocation, its restrictions will be
exempt from antitrust analysis.  Each

franchise would be considered an in-
separable part of the whole and the
league would be free to move that part
as it desired, just as the Staples Corpo-
ration might move Staples office stores
at its discretion.  If the league is not con-
sidered a single entity, then its reloca-
tion restrictions may disrupt legitimate
competition by preventing teams from
moving to more profitable locations or
into markets where they can compete
with other teams in the same league.  This
section will argue that a sports league
should be considered a single entity for
two reasons: First, teams in a league do
not compete economically in the mar-
ket for sports games; second, teams are
incapable of producing sports games
outside of the league context, it is only
the cooperation of teams which creates
the desired product.  After proving that
a league should be considered a single
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 legal scholar Jeffrey
Glick.

A sports league should be con-
sidered a single entity because different
teams in the same league do not com-
pete economically in their national mar-
ket.  The Supreme Court judicially es-
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tablished this concept about competi-
tion in the San Francisco Seals case
by stating that “member teams of the
NHL [National Hockey League] did not
compete in an economic sense.”13  The
San Francisco Seals sued the NHL
when the league blocked the team’s re-
location to Canada, arguing that the
NHL violated the first section of the
Sherman Act by restricting competition
in the hockey market.
Furthermore, leagues should be desig-
nated single entities because an indi-
vidual team is not even capable of func-
tioning as an independent producer be-
cause it can not produce games on its
on.  As Glick points out, “league teams
cannot operate successfully outside the
league structure.”14  A team without a
league is useless because it has no op-
ponents; even if that team could find
suitable opponents, however, the games
produced would still lack many impor-
tant features of league plan: rule stan-
dardization, fair competition, a dedi-
cated fan-base, and even, to some ex-
tent, monetary parity since many leagues
also function as revenue-sharing sources.
These tangible and intangible factors in
conjunction with all the games created
by the league fashioned a product dif-
ferent enough from “pickup games” that
the league becomes the sole producer

of that product.15

If no two teams in the same
league co-existed in the same city, this
argument about the single entity status
of sports leagues would be almost com-
plete.  As demonstrated above, the court
system has for the most part recognized
the right of sports franchises to control
relocation of their teams, endorsing the
single-entity status for such leagues.1 6

Since there are numerous instances,
however, where two teams exist in the
same city or where one team wants to
move into a city already occupied by
another team, the single entity argument
is considerably more complicated.  This
complication arises because teams in the
same region, unlike teams in the national
market, do compete economically, and
thus, preventing a team from moving into
a market with an existing team may re-
strict competition.  The court has ac-
knowledged this difference, arguing that
“rejection of a franchise application in
the New York metropolitan area, for
example, might require a different anti-
trust analysis than” that of a franchise
moving to an area with no current
team.17  As Dale writes, a Sherman Act
violation “has been found only where
one team seeks to move into another’s
territory.”18   The most important ex-
ample of such a situation is represented
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by the set of cases developed around
Al Davis and the NFL’s Oakland Raid-
ers who sought to move from Oakland
to Los Angeles where the Rams already
played but were blocked by the NFL.
In its only strong contravention of a
league’s ability to restrict relocation, the
court struck down the blocking act as
anti-competitive.  Its ruling is instructive
because it provides arguments against
considering the league as a single entity.

In Oakland Raiders I,19  the
court argued that “for the purposes of
antitrust litigation”20 the National Foot-
ball League was a collection of inde-
pendent businesses and not a single en-
tity.   The court’s argument was two-
pronged: First, it argued that teams had
independent value as producers and thus
could not be considered one group; sec-
ond, it concluded that, since two teams
in the same league and in the same mar-
ket do compete, any restriction of team
movement might restrict inter-league
competition between those independent
businesses.  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 single-entity argument

is that league-based sports games are a
unique product and that no one teams is
able to produce that product on its own.
Essentially, the teams have no value out-
side the league, or at least a greatly-re-
duced value.  The court implicitly ad-
vanced an argument against team de-
pendence by finding that, although the
league helped to produce games, its
members acted together as a cartel
rather than a single entity: “although the
business interests of League members
will often coincide with those of the NFL
as an entity in itself, that commonality of
interest exists in every cartel.”21  The
relation between the teams was not
strong enough to find that they produced
separate products.

The court also agreed with the
plaintiffs that the NFL had a monopoly
on the production of football games.
First, the court defined the market for
NFL football narrowly, asserting that
only the local region around and includ-
ing Los Angeles was the valid area un-
der consideration.  Within the definition
of the market, a small region around a
city, the NFL relocation restrictions
seemed to grant each hometown team
a complete monopoly since no other
teams would be allowed into that mar-
ket.  “Exclusive territories insulate each
team from competition within the NFL
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market, in essence allowing them to set
monopoly prices to the detriment of the
consuming public.”22  Because each
NFL team had a monopoly over its ter-
ritory, blocking another team from mov-
ing into that area was an anti-competi-
tive practice.  The purpose of the “relo-
cation guidelines and policies was to
harm consumers by restricting output
and thereby increasing profits”.23  Thus
the court found in the Raiders case that,
the NFL’s blockage of the Raiders’ re-
location was in violation of Section One
of the Sherman Act.

The court’s decision in Raiders,
however, suffers from three flaws which
serve to undermine its determination that
the NFL’s relocation restriction was an
antitrust violation.  The court defined the
market incorrectly, found a monopoly
where none existed, and presented an
argument that contained logical incon-
sistencies.  First, the court’s definition
of the market as regional was unsup-
ported by evidence.  “It offered no in-
dication that either interchangeability of
products or cross-price elasticities were
seriously considered in the delibera-
tion.”24  Such important economic con-
siderations might have prevented the
court from making its second decision,
namely finding that NFL teams had a
monopoly in their given market.  Even if

the market were to be regional, there is
evidence to suggest, at least in the Raid-
ers case, that the NFL’s relocation rules
do not simply grant and protect mo-
nopolies.25

Finally, the court’s finding that
NFL teams were independent organi-
zations was inconsistent with their con-
clusion that the NFL had monopoly
power of its territories.  The court con-
cluded that NFL teams could operate
just as well outside the NFL (perhaps
in another league) as in it because those
teams were each separate business.
There was “no conceptual reason why
any NFL team could not decide to pull
out and join a new league.”26  But if the
NFL had monopoly control of the foot-
ball market, how could the team have
the option to exist outside that league?27

There would be no other option and the
team would be worthless. It has already
been shown that sports leagues do not
monopolize their markets; however, this
is a finding which at least supports the
idea that teams have independent value.

Jeffrey Glick offers another
strong legal argument about why a
sports league should not be considered
a single entity.  Glick first 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 personnel.”28  He further ar-
gues that the relation between a sports
league and its teams is similar to that of
the coalition of mattress manufactures
in the 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 al-
located territory to each manufacturer
and was found guilty of horizontally-re-
straining trade.  Glick, however, errs on
both arguments.  Consider once more
why a team cannot be considered a dis-
tinct economic entity: the product it pro-
duces is based on rules set out by the
league, fans dedicated to the league,
and other teams in the league.  Second,
a sports league does more than “license
teams to produce the league product,”29

as Glick correctly explains the Sealy
manufacturers did.  There is no league
product without the teams and there are
no viable teams without a league.  This
inextricably-linked relationship makes
league-team interactions too compli-
cated to fall under the category of “joint
venture.”

The refutations of the Raiders
case and Glick’s argument do not, how-
ever, address the fact that leagues may
still compete economically to some ex-

tent.  The next section will argue that,
although sports teams from the same
league may compete economically in the
regional market, there are substantial
benefits to consumers from single entity
status.  Section V will then address the
anti-competitive harms which might arise
from granting single entity status and,
therefore, an antitrust exemption for re-
location analysis.

IV. Pro-Competitive Effects
of Single Entity Status

While the league should be con-
sidered a single entity because that des-
ignation best reflects the league’s eco-
nomic structure, there are additional
beneficial effects of single entity status.
A single entity league, empowered to
restrict franchise relocation, will benefit
consumers of sports games, local gov-
ernments, and the general public in four
ways:30  First, the single entity league
will control the location of teams to pre-
serve geographic diversity and franchise
stability; second, such a league will en-
courage teams to invest in themselves,
creating 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 quality.  The single
entity league will take such steps because
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they represent the best ways to promote
interest and support for the league and
its products.

First, a single entity league’s
concerns about the location of its teams
will result in location decisions which
benefit consumers of sports games and
local governments.31 These benefits arise
because the league will seek, out of its
own self-interest, to preserve geographic
diversity and franchise stability.  Geo-
graphic diversity is important for two
reasons.   First, it ensures that the league
can spread teams throughout all the
major metropolitan areas making sure
to saturate important markets.  As a re-
sult of such saturation, the league is ac-
cessible to the most possible fans.  Sec-
ond, a fully-national product is more
appealing to national television net-
works, who vie for the rights to broad-
cast league games,32 than a regional one.
National television networks will broad-
cast more games nationally if the league’s
fan base is larger and national broad-
cast benefit all fans.

Franchise stability is even more
crucial for league success than is geo-
graphic diversity.33  First, franchise sta-
bility cements fan support by preserv-
ing the identification of place with team.
Most sports franchises have deep roots
in their communities and long histories.

 Amoroso explains that a “sense of lo-
cal pride”34 develops from such team
loyalty.  These community connections
and histories add an unquantifiable value
to the franchises: The Boston Red Sox
would certainly not draw the dedication
and fanaticism they do currently if they
relocated to Santa Fe.35  The value 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 Baltimore.36

Second, franchise stability preserves ri-
valry which drives much of the compe-
tition and interest in professional sports.
One way to preserve these intangibly-
beneficial rivalries is to prevent, through
restrictions on franchise relocation,
teams from moving cities simply to in-
crease its individual profit at the expense
of both the fans and the leagues.

Finally, franchise stability pro-
tects the league’s credibility with local
governments.  These governments of-
ten spend huge sums of money to con-
struct stadia and other sports facilities
to entice teams to relocate to their mar-
kets.  In addition to offering physical
facilities, regions may offer large tax in-
centives for sports teams.  After such
an investment, argues the Chicago Le-
gal forum, a relocation will be economi-
cally damaging.37  Weiler explains that
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teams may even engage in bidding wars
over a potentially-relocating franchise in
the hope that the new team will increase
economic prosperity.38  An owner in one
city, drawn to another city with the
promise of a luxurious new stadium and
ridiculously 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 teams in other cities.39  When
the Colts relocated to Indianapolis, ex-
plains Wesker, the move “provoked in-
creased concern among mayors . . . over
how to restore franchise stability.”40  A
sports league’s interest 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, the league restriction of
franchise relocation and preservation of
exclusive territorial controls will improve
the quality of the league games produced
by the teams in those territory. 41  When
there is only one team in a given terri-
tory, that team has a large incentive to
invest heavily in product development
as well as to improve the general league
reputation in its area.  Dale agrees that
such a territorial restriction does improve
team quality as “limiting franchise relo-

cations forces team owners to develop
the market for which such franchises
were awarded.”42  Adding a second
team to the environment may reduce the
incentives of both teams to invest in
product quality since they can each
profit on developments made by the
other.  If one team strongly promotes
the league, the other team benefits from
the increased fan awareness as well.43

This free-riding problem is of great con-
cern to the league and to sports’ fans.

Lehn and Sykuta investigated
the effects of the incentives for product
quality in the Raiders case and found
compelling evidence for the investment-
incentives argument.  They find a 36.5%
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
Angeles region with the Rams to the
twelve-year period after the move (a
twenty-four year time-span).44  Not only
is this finding consistent with the hypoth-
esis that product quality should de-
crease, but the same data also indicated
an increase in the winning percentage
of the San Francisco 49ers as the Raid-
ers moved further away from that team.

This finding is particularly im-
portant because standard
microeconomic theory maintains that
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companies with monopolies will resist
innovation and let their product devel-
opment stall as they enjoy monopoly
rents.  Under this standard assumption,
procedures which strengthen the mo-
nopoly are anti-competitive, hurting the
consumer with lower-quality goods and
higher prices.  In the case of sports
games, however, the data suggest that a
monopoly may lead to higher quality
products, not lower quality ones.  Thus,
allowing the league to restrict franchise
relocation allows a more-improved
product for the consumer.

Third, a single entity league will
maintain a competitive balance among
its teams in order to preserve public
enthusiasm and interest in the sport.
Without such evenly-balanced compe-
tition, fans of certain teams will become
demoralized with their teams and even
the league itself.  “Fans must believe that
their team is a potential champion – i.e.,
that their team has a reasonable oppor-
tunity to win each game and also to com-
pete for the championship” (Fisher,
201).  This loss of revenue and support
can be devastating to the team.  The
league already imposes several restric-
tions, such as a draft, on teams to en-
sure competitive balance.  The most
pro-competitive solution to distributing
new talent would be to allow all teams

to bid on each player to allow the mar-
ket to clear at its efficient price.  Such a
procedure, however, would skew com-
petition to such an extent that league
competition might become untenable.45

The league’s economic interests coin-
cide with producing balanced, fair com-
petition for fans.

Fourth, by restricting franchise
expansion, the league ensures a higher-
quality product for consumers.46  Fran-
chise expansion, a “cousin” of franchise
relocation, refers to the creation of new
franchises in previously unoccupied cit-
ies.  Because each new team might earn
its owner large profits before collapsing
or might succeed enough to justify the
initial investment while reducing the qual-
ity of the league, the league faces a large
free-riding problem when considering
the expansion of teams.  First, the league
will only allow the expansion if the new
market is strong enough to successfully
support a new franchise.  Fisher argues
that “the League must decide whether a
community has the ability and the com-
mitment to support” a team.47  Making
the move without the economic foun-
dation would simply result in the failure
of the team and a tarnishing of the
league’s reputation as producer of a
high-quality 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
all teams.  Such a thinning of the com-
mon pool might even hurt only the
poorer, struggling team, an outcome
which might be even worse.  Fisher
warns that “unlimited expansion might
well cause the quality of the product to
deteriorate.”48  The league must have
the authority to address such problems
to protect the product for the fans from
owners who are pursuing only their own
economic interests.

V. Anti-Competitive Effects
of Single-Entity Status

Although a league with single
entity status for the purposes of reloca-
tion restriction will benefit consumers
and local governments, such a league
will have anti-competitive tendencies as
well.  A single-entity league may reduce
consumer surplus and public utility by
making economically inefficient deci-
sions about team location, raising prices
for consumers, and wielding arbitrary
power.  None of these dangers, how-
ever, outweighs the important benefits
conferred by a single entity, antitrust
exempt league.

First, relocation restrictions are
economically inefficient because profit-
maximizing owners will pick the most

efficient locations for their teams.4 9

Owners should be able to choose any
city they wish, moving freely whenever
a better economic deal occurs.  For in-
stance, a city which offers a team a sta-
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 be in the
best interest of the league.  Furthermore,
a city and its fans would be able to vig-
orously compete for the teams they
wanted.  If a city held a great concen-
tration of baseball fans, those fans could
lobby for the city to steal away a strong
baseball team.  “If the objective is to
protect the broader public welfare,”
explains Weiler, “the ideal market test
asks which city’s fans are willing to pay
the most either to gain or to keep the
current franchise free agent.”50  By re-
moving relocation restrictions, 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 sports teams and,
by extension, sports games.

The problem with leaving relo-
cation decisions up to profit-maximiz-
ing owners arises from the externalities
which occur in a league setting.  Own-
ers benefit immensely from the presence
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of a league; in fact, this paper argues
that the owner’s team is practically use-
less without the league.  The very fact
that league teams generate their revenue
by competing with each other, writes
Wesker, demonstrates that “there is a
unique and indispensable need for eco-
nomic interdependence between mem-
bers of professional sports leagues.”51

The marginal benefit of this interdepen-
dence to an individual owner, however,
is much greater than the marginal cost
of being in a league.  The owner con-
siders only his own team and not the
effects of his actions on others in the
league and itself.  According to Fisher,
“the profit and loss calculus of particu-
lar teams do not fully take into account
the costs and benefits to the league as a
whole.”52  A move by an owner may be
economically beneficial to that team but
it may unbalance competition, destroy
regional diversity, and raise the ire of
dedicated fans.  The move makes sense
to the owner because it increases prof-
its but it adversely effects the league.
The Chicago Legal Forum warns that
“individual member teams may find it
advantageous to vote against the best
interests of the league in order to en-
hance their own welfare.”53  Relocation
restrictions allow the league to compen-
sate for the discrepancy between an in-

dividual team’s marginal benefit and
marginal cost for being in the league.
There are certainly other methods of
forcing marginal cost to equal marginal
benefit; some of these are discussed in
a later section of this paper.

Second, although relocation re-
strictions do increase product quality,
they may also increase product price.
If one team already exists in a city when
another enters that region, stiff compe-
tition may develop over ticket prices as
the new team tries to lure fans from the
established team.  The new team may
try to undercut the old one, and vice
versa, lowering prices for 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 already has and the
importance of product quality.  Teams
already established in a city have long,
deep histories to which their fans are
drawn; generations may have rooted for
the same team.  Another 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.”  The quality of the team itself may
be undercut by such competition as well.
By offering lower ticket prices, teams
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reduce their profit margins and perhaps
even their ability to pay for the best play-
ers.54

Third, relocation restrictions are
arbitrary because leaving relocation de-
cisions in the hands of the league may
result in the capricious use of power
against unpopular owners.  All leagues
require at least a simply majority vote
allowing a relocation but most require
much more. Therefore, a large group of
owners could simply veto any move by
an owner they disliked, even if that move
would be ultimately beneficial.  This ar-
gument is ineffective, however, because
it assumes that the owners as a whole
would act against their own profit-maxi-
mizing interest.  If an unpopular owner
wished to make a league-benefiting
move, it is unlikely that the move would
be blocked.  If the owner’s move was
beneficial to that owner but not the league
as a whole, this paper has already pro-
vided ample arguments as to why that
move should be blocked.

VI. Other Options and
Solutions

Treating sports leagues as single
entities for the purposes of franchise re-
location restrictions makes legal and
economic sense.  By allowing the league
to regulate the relocation of its teams,

the government and courts can best ac-
knowledge the single-entity structure of
the league, as well as the benefits to the
public such an antitrust restriction grants.
But there are also other ways to regu-
late franchise expansion while keeping
the public interest in mind.  Fisher and
Glick propose alternative measures a
league itself can take, while Weiler55 and
Amoroso56 call for stronger governmen-
tal resistance to team relocation.  The
next and final section of this paper will
discuss other solutions to the relocation
problem which, in some cases, would
internalize the costs the league incurs
when a team relocates.  In addition, this
section discusses some measures local
and state governments may take to pre-
serve the teams they already have and
ones they may attract in the future.

What rules can the league adopt
to mitigate the desire of franchises to
relocate?  Fisher proposes a simple so-
lution: relocation fees.  One major dan-
ger of allowing owners to determine their
own locations is the costs of non-league-
sanctioned relocation to the league and
the other teams.  Relocation fees would
internalize this negative externality, forc-
ing a team to consider the extra costs of
such a fee.  “The ability to charge such
a fee, together with the super-majority
rule, is in fact, a crucial feature of solv-
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ing the externality and free-riding prob-
lems.”57  Such a relocation fee was used
in the case of the St. Louis Rams.  The
Rams paid to move from California to
St. Louis, satisfying both the league and
the team owner.

In addition, each league could
create its own relocation commission to
consider the economic and social costs
and benefits of each move.  The rec-
ommendation of this commission might
not be binding on the league commis-
sioner or owners but it would force im-
portant issues which are not always dis-
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’s sports’ tradition.  In addition,
the sports facilities present or offered
should be weighed to fully consider the
advantages and disadvantages of such
a move.58

City and state governments can
also take steps to insure the presence
of quality sports teams for their citizens.
Most importantly, local governments
must create and enforce strong stadium
lease clauses.59  If a team is tied to a
long lease with large attrition clauses for
leaving early, that team may be unable
to relocate even if it had the support of
the league.  Although this method might

prevent relocations which might benefit
the league as a whole and the team, it
would still serve to protect consumers
of sports.  In the end, these consumers
are the same ones whom the antitrust
laws were originally designed to pro-
tect.  Another more powerful and le-
gally-suspect method for governments
to retain their teams is the use of emi-
nent domain laws.  In the long battle over
the Oakland Raiders, the city of Oak-
land won the court’s approval to seize
the Raiders under the “public use” doc-
trine of California’s eminent domain law.
The district court found that “no consti-
tutional restriction, federal or state, pur-
ports to limit the nature of the property
that may be taken by eminent domain.”60

Although it is unlikely that many gov-
ernments will begin seizing teams,
enough precedent exists to make the
threat credible.

Finally, there is room for con-
gressional bills to address relocation is-
sues.  One such bill, the Professional
Sports Community Protection Act,
granted leagues broad antitrust exemp-
tions regarding relocation while requir-
ing a codified, objective procedure for
evaluating relocation attempts.61  These
league and governmental alternatives
should not be considered as replace-
ments to the antitrust exemption which
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is a 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 analysis of fran-

chise free agency is complicated and the
courts have not announced a clear policy
for dealing with the questions of fran-
chise relocation.  Furthermore, the eco-
nomic consequences of such relocations
are both beneficial and harmful to con-
sumers and the public in general.  This
paper has shown, however, that, for the
specific purpose of considering franchise
relocation restrictions, sports leagues
should be treated as single entities.  Such
a designation most closely reflects the
composition of the league as well as rec-
ognizes the great pro-competitive ten-
dencies a league with such a status.
Although such a designation will have
some anti-competitive tendencies, the
great boon granted to the public by a
fully functioning system of competitive,
national sports leagues is invaluable and
such considerations must outweigh any
dangers from market inefficiencies.
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A Dangerous Game: Prostitution and the
HIV Threat in Vietnam

Matt Kozlov

Abstract
The following paper addresses the increasingly impor-

tant issue of prostitution in Vietnam since 1986.  With the rise
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 understand the forces affect-
ing the supply and demand for commercial sex workers.  Given
this discussion, the author recommends policy changes to mini-
mize the ills associated with prostitution.

I. Background
On April 30, 1975, the last US

troops left South Vietnam, marking the
end of a bitter, 30-year conflict.1  The
now reunified Socialist Republic of Viet-
nam, facing large human losses (approxi-
mately one million deaths according to
the Population Council), internal party
corruption, aging leaders, and the with-
drawal of American military consump-
tion, stood on the brink of economic
disaster.  The nation’s invasion of Cam-
bodia in 1978 further alienated it from
the international community, and nearly
every attempt at reform failed.2  By

1986, annual inflation had reached 700
percent, and the State ran a record
budged deficit.

When Vietnam’s prime minister,
Le Duan, died in July 1986, the sixth
party congress enacted far-reaching
economic and social reforms known as
“Doi Moi” (meaning economic renova-
tion).  Press, religion, and arts all began
to enjoy greater freedom as the state
loosened its control.  Similarly, the gov-
ernment encouraged civilians to report
corrupt officials and agencies, and within
a year the state was receiving 600 let-
ters a month criticizing various authori-
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ties.3  More importantly, the state offi-
cially recognized a private sector, en-
couraging profit-maximization, foreign
investment, and foreign trade, in stark
contrast to the isolationist, highly cen-
tralized, socialist system of state-owned
industry employed up to that point.4   By
1989, the growth rate of Vietnam’s out-
put increased by a substantial 4 percent-
age points.5

Along with this transition to a
market economy and less centralized
government, however, came influx of
Western culture, an increase in dispos-
able income, and a greater cultural em-
phasis on material gain.  Practices seen
as undesirable effects of Western influ-
ences such as gambling, pornography,
drug addiction, and prostitution grew
significantly, and in 1996 the State be-
gan a $16 million campaign known as
The Campaign Against Social Evils in
an attempt to control these practices.6

Of these “social evils,” prosti-
tution is perhaps the most important is-
sue currently facing Vietnam.  Prostitu-
tion in Vietnam first became widespread
during America’s military presence in the
South, which consisted of 550,000
troops at its height.7  A service economy
sprang up centered around American
bases, and prostitution became highly
visible.  After reunification, the state

outlawed commercial sex, reducing
prostitution considerably.  Because
prostitution is an underground economic
activity, accurate figures are difficult to
obtain.  Estimates of the actual number
of prostitutes in Vietnam today vary
greatly.  One 1996 estimate places the
number at 70,000, while other estimates
place the number between 200,000 and
500,000.8  The current population of
Vietnam is estimated to be 78.5 million.9

More disturbing is the health of these
prostitutes.  In 1996, 5% of the nation’s
commercial sex workers were thought
to be HIV positive.10   By February
2001, that estimate had risen alarmingly
to 20%.11

Although there is a considerable
amount of sociological literature on
prostitution, there are very few economic
interpretations and even fewer economic
interpretations specific to Vietnam.
Thu-huong Nguyen-vo of the Univer-
sity of California, Irvine, wrote her dis-
sertation on the consumption of sexual
pleasures in a liberalizing Vietnam, but
her paper discusses neither foreign con-
sumption of sexual pleasures (i.e. sex
tourism) nor the AIDS epidemic.
Thanh-dam Truong conducted  a study
of sex tourism in Southeast Asia, 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-
itly.12  While, the International Labor
Office released a detailed analysis of the
economic and social bases of prostitu-
tion in Indonesia, Malaysia, Philippines
and Thailand, it does not consider Viet-
nam.13

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

II.  Demand side
Demand for prostitutes in Viet-

nam comes two sources: tourists and
natives, both of which have increased
since the introduction of Doi Moi re-
forms.  In the newly created market
economy, formerly state-owned work
units now have the autonomy to use re-
sources to maximize profit.  For ex-
ample, many former bureaucratic offices
have been converted into profit-making
hotels and villas.14  Private businessmen,
therefore, rely on state officials for lu-
crative contracts and cultivate these
business relationships by taking them to
locations known as bia om, establish-
ments that serve alcohol, food, and

women who provide sexual favors.1 5

This form of “currency,” as Nguyen-vo
indicates, allows state officials deniability
(they are not committed to the private
entrepreneur since they did not take
money) and is invisible 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” as Nugyen-vo calls it.16

In interviewing one young businessman’s
mother, Nguyen-vo was told, “If you
have money, you have to play. Bia om
is a joy, a touch of class for men now-
a-day.”17  Another stated, “Going for
girls is a fashionable trend.... It’s a rich
man’s fashion.”18

Prostitution 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
visiting the country grew from 669,862
to 2,330,050,19 making tourism a $1
billion industry.  The state is also aggres-
sively pushing to make Vietnam “a des-
tination for the new millennium,” spend-
ing US $18 million to attract 6 to 7 mil-
lion foreigners to the nation by 2010.20

Because of the illegality of prostitution
and the subsequent lack of data, it is
impossible to disaggregate these statis-
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tics to determine what percentage of
tourists frequent prostitutes in Vietnam.
Using available data on neighboring
Thailand (where prostitution is illegal but
generally tolerated) as a rough proxy and
representative of sex tourism in South-
east Asia, in the late 1980s, one sees
that 73% of the total number of interna-
tional tourists were male.21   While
Southeast Asian countries don’t neces-
sarily intend to promote prostitution by
encouraging tourism through macroeco-
nomic policy, by developing an active
entertainment sector to make the coun-
try a more attractive destination, the state
unwittingly aids the development of
prostitution.  One economist writes, “it
cannot be denied that government poli-
cies of support for tourism…spawned
sex tours.”22

Interestingly, though, the intro-
duction of foreign tourists into the Viet-
namese prostitution market has ampli-
fied the domestic demand (Nguyen-vo
11).  Seeking to distinguish themselves
from tourists, native Vietnamese are try-
ing to define “Vietnamese-ness” by em-
bracing rural and folk ways, namely
through the consumption of local cui-
sine and local girls (Nguyen-vo 11).
Restaurants known for “eating and play-
ing,” advertising “hens with red claws”
(a euphemism for prostitutes), are form-

ing on highways connecting rural loca-
tions rarely frequented by tourists (11).
Here, natives can sample local delica-
cies and women, thereby asserting them-
selves as connoisseurs of Vietnamese
society.

The structure of the demand
schedule for Vietnamese prostitutes,
however, remains undetermined.  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 sloping (as price
falls, consumers want more).  Additional
research should be conducted to deter-
mine the price elasticity of demand for
prostitution.  If demand is fairly inelas-
tic, then attempts to reduce the supply
of Vietnamese prostitutes (current Viet-
namese policy) will result in an increase
in price but little change in the actual
amount of prostitution.

It is likely, however, that price
elasticities are different for foreign tour-
ists and natives.  The marginal value of
a dollar to tourists, who generally are
considerably better off than Vietnamese,
is lower, so they are less likely to forego
a transaction due to a price increase of
a few dollars.  Even among wealthy Viet-
namese, the average annual income is



   72

The Harvard College Economist

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.23  Most prostitutes have to
settle for native “johns,” who generally
pay $1.80 to 2.70.24

III. Supply Side
In a survey of prostitutes by the

Vietnamese Center for Family and
Women Studies, 70% cited economic
reasons for entering their profession.25

In another survey, 75.87% of the pros-
titutes interviewed stated that they were
not ashamed of their acts and consid-
ered their decision to become a prosti-
tute an informed choice.26  The supply
of prostitutes in Vietnam is highly re-
sponsive to economic conditions, which,
because of rural poverty, unemploy-
ment, income inequality, gender inequal-
ity and changing values since Doi Moi
reforms, have led to an increase in sup-
ply.

Although poverty levels have
decreased significantly in Vietnam (the
percentage of Vietnamese under the
poverty level fell from 58% in 1993 to
37% in 1998), most of this progress has
been made in urban centers.27  Over
90% of those living in poverty live in rural
settings, and 61% of rural workers are

currently under-employed (working less
than 40 hours a week).28  As a result of
the developing rural-urban income gap,
peasants are flocking to the cities in
droves.  As arable land decreases, and
as population growth increases, many
women find that there is nowhere to go
but to the cities.29  An estimated one
million peasants, for example, crowded
Ho Chi Minh City (formerly Saigon) in
1996.30  Of the prostitutes surveyed in
the VCFWS study, 70% came from
rural locales.31

A woman will choose to be-
come a prostitute if that profession af-
fords her the highest utility (utility being
a function of income and values) rela-
tive to all other professions.  In an eco-
nomic environment where one hour of
work as a prostitute ($1.80 serving do-
mestic consumers) yields roughly the
same as 10 hours of work as a male
laborer, it is not surprising that women
enter the prostitution profession.32  At
times, in fact, prostitutes can earn up to
$400 from tourists for one hour of work,
an amount that exceeds the per capita
GDP of Vietnam, enough to support a
family of 4 for a year.33

The rising cultural value of profit
and consumerism since Doi Moi, com-
bined with the influx of Western culture
has given rise to a loosening of sexual
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mores.  As one prostitute expounds:
While you work, you have motor-
cycles and clothes. When you go down
the street, you see these 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... I think sometimes, I dress
like this, I ride this kind of motor-
cycle, who’d know I’m a working
girl?  (Nguyen-vo 7.)
This woman places considerable em-
phasis on material success, praising
other prostitutes for their jewelry and
consumer goods.  Additionally, while
premarital sex was once a taboo, it has
now become more widely accepted
among Vietnamese youth, particularly
among urban dwellers.34  Prostitutes,
then, while still facing general disap-
proval, face less of an obstacle to mar-
ket entry than they did in pre-Doi Moi
times.

Doi Moi reforms, however,
have also greatly increased the income
inequality gap.  In 1999 the richest 20%
earned 7.3 times more than the poorest
20%, yielding a Gini coefficient (used
to measure country’s income inequal-
ity) of .410 (up from 1995’s .350).35

For reference, Sweden, considered a
fairly egalitarian society, has a Gini co-
efficient of .250.36  As a result, there

are more men in Vietnam desiring luxury
items such as sexual consumption (as
discussed earlier) and more women able
to provide it.

Another significant factor con-
tributing to the increase in willing prosti-
tutes is the considerable amount of gen-
der inequality.  Female physical labor-
ers, for instance, are systematically paid
significantly less than their male coun-
terparts.  In salt mines, for example,
women are paid one-fourth the amount
earned by men (Thanh 184).  In the
North, rural women must work 16 hours
a day during the harvest doing heavy,
dangerous labor; they must then return
to the family and do additional house-
work (185).  One study indicates that
female rural laborers work, on average,
11.5 hours a day for 302-336 days a
year, while men, on average, work seven
hours a day and 250 days a year (185).

Additionally, access to educa-
tion for women is very poor, resulting in
a 16% illiteracy rate (compared to a 7%
illiteracy rate among men).37  Dropout
rates for women are also consistently
higher than those of men.  For instance,
girls represent 48% of the pupils in first-
level education, 37.5% of second-level
education, and only 20.5% of tertiary
education.38   It is difficult, however, to
discern whether the high dropout rates
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of women are causing an increase in
prostitution or are, instead, a result of
the increase.  In other words, are more
women becoming prostitutes because
there are more uneducated women and
a lack of well-paying jobs, or is prosti-
tution becoming an increasingly attrac-
tive profession, resulting in more women
foregoing their education to pursue pros-
titution?  Because not all female drop-
outs are becoming prostitutes, one can
assume that there is another factor caus-
ing women to abandon their education.
Some scholars point to the lack of op-
portunities for Vietnamese women with
higher educations.39

 The opportunity cost, in other
words, of an additional year of educa-
tion is often too large, as women from
an early age are expected to support
the family both by supplementing house-
hold income and by performing house-
hold chores.  For rural, impoverished
women, especially, whose labor is es-
sential to keeping the family fed, staying
in school is an unaffordable luxury.  As
a result, some women drop out and be-
come prostitutes to supplement family
(and personal) income while some
women drop out and become laborers.

IV.  HIV
Unfortunately, prostitution car-

ries with it a fatal externality: the spread
of HIV and AIDS.   Over the past 5
years, as noted, the incidence of HIV
among prostitutes 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.40  Although 65 percent
of these infections are currently estimated
to be drug related (a discussion beyond
the scope of this paper), a thriving sex
industry with diseased sex workers
would cause the virus to spread signifi-
cantly faster.

One of the obstacles to AIDS
prevention among prostitutes is the gen-
eral ambivalence towards the disease.
As one social worker in Vietnam
presses, “They think it’s a disease God
will send to you if you’re unlucky. They
think if they get HIV, they can live nine
or 10 more years, but if they stop work-
ing, they and their families will die of
hunger.” 41 Others take a more fatalistic
view towards their lives and occupation.
One woman states that “Because I’ve
got no future I’m not afraid of catching
AIDS and, anyway, all my clients pre-
fer intercourse without contraception.”42

For many prostitutes financial
concerns trump health concerns.  Be-
cause many customers prefer sex with-
out condoms, they are often willing to
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pay more, and prostitutes are generally
willing to accept the few extra dollars.43

Similarly, many sex workers report re-
quiring condoms with first-time custom-
ers while not requiring them of repeat
customers.44  One reason for Vietnam-
ese prostitutes’ lack of condom insis-
tence is that they heavily discount the
future, considering the few extra dollars
now to be worth the risk of disease in
future periods.  Another reason is that
many prostitutes are not fully informed
as to the risks of unprotected sex.

Another problem facilitating the
spread of HIV is that many prostitutes
refuse to be tested.  Some prostitutes
fear the knowledge that such a test would
bring, because it means both an early
death and a moral responsibility to drop
out of the industry - which most prosti-
tutes refuse to do, as they are unwilling
to sacrifice their income for a significantly
lower paying unskilled job, the only kind
for which most prostitutes are qualified.45

Others refuse to take the test for finan-
cial reasons, as it would cost a woman
approximately ten dollars.46

V.  Coping
Prostitution, a form of crime

under Vietnam’s current legal code, can
be modeled as an economic, rational
choice using standard microeconomic

theory.  For this model, however, we
must swap or conception of “supply”
and “demand,” redefining demand for
prostitution as prostitutes’ demand for
“johns.”  When “turning a trick,” econo-
mists theorize, a rational woman (we
define rational as acting to maximize util-
ity or welfare) analyzes the benefits and
costs that trick carries, and she proceeds
if the benefits outweigh the costs.  The
benefits include the income she receives
from the transaction as well as any sexual
gratification she may confer (to date, the
author is aware of no studies indicating
to what extent Vietnamese prostitutes
derive pleasure from their occupation,
but studies such as Peter Whittaker’s
The American Way of Sex indicate that
many American middle class women
who join the profession are simply “quite
comfortable with their own sexuality and
are pleased and amused to have par-
layed their already liberated life-styles
into absurdly high-paying jobs.”47

The costs include the money
spent on clothes, jewelry, condoms
(when applicable) as well as the oppor-
tunity cost of time spent (i.e., additional
education, the next highest paying job,
or leisure time), the potential loss of dig-
nity, and the “expected punishment” of
the crime.  Punishment of prostitutes,
according to Cooter and Ulen, is proba-
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bilistic.48  A woman knows when turn-
ing a trick that, because of imperfect law
enforcement she may not be caught, and,
if caught, she may not be punished.
Much as microeconomists calculate the
expected value of various actions, pros-
titutes can calculate the “expected pun-
ishment” by weighting the potential pun-
ishment more heavily if the probability
of capture is higher.

If we aggregate these individu-
als, we have a model for the prostitu-
tion rate, which, economists argue, can
be used to decrease prostitution by in-
creasing its cost (shifting the supply
curve to the left, thereby reducing the
equilibrium quantity of tricks).   By in-
creasing expected punishment, either by
increasing the probability of capture or
by increasing punishment (seeking to
deter crime), the state can increase the
cost of prostitution, which would result
in a decrease in the rate of prostitution.49

This is precisely what the state has done
in its Campaign Against Social Evils.

Prior to the Campaign, enforce-
ment of anti-prostitution laws was gen-
erally lax, but local police now have the
authority to sentence prostitutes to a
yearlong term at one of 53 mandatory
rehabilitation/re-education centers with-
out giving suspects due process.50  While
many officials are not above being

bribed,51 large numbers of prostitutes
are sent to these camps annually.  In the
year 2000 approximately 1,000 prosti-
tutes were sent to such camps from Ho
Chi Minh City alone.52  At these camps,
women are given classes on “dignity”53

and AIDS education, they are given
training in a skill of their choice (farm-
ing, sewing, making incense, raising silk-
worms, or hairdressing), and they are
subjected to physical labor.54  By rais-
ing the punishment and likelihood of cap-
ture, the government attempted to shift
the supply curve inward but with only
marginal success.  According to one
massage parlor owner, the prostitution
market has just become more hidden,
stating that “I’ve had to completely re-
do the whole place… people making
real money now are the people who
make screens and curtains.”55

These reeducation camps, while
considered punishment by prostitutes,
are nevertheless well intentioned.  Rec-
ognizing poverty as the primary reason
women enter the prostitution market, the
State, by giving women skills, is attempt-
ing to increase the opportunity cost of
turning tricks.  If the state can raise the
value of prostitutes’ next-best alterna-
tive, they reason, the cost of prostitu-
tion rises, the supply curve shifts inward,
and prostitution rates decrease.  Unfor-
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tunately, however, the camps seem to
have a marginal impact. Most women
upon leaving these camps simply return
to the street, as the potential earnings of
streetwalking far surpass those of the
jobs taught in the camps.56

The Campaign’s most significant
effect, regrettably, is that prostitutes are
now forced further underground, mak-
ing condom access and AIDS educa-
tion considerably more difficult.  Fear-
ing capture and the loss of a year’s in-
come, prostitutes are less likely to seek
medical aid, AIDS education, and free
condoms offered by international hu-
manitarian groups such as FHI and
UNAIDS.  Similarly, establishments that
support prostitution, such as restaurants,
hotels, and disco bars refuse to accept
condom donations, as that would be
tantamount to officially admitting the
presence of prostitution, a punishable
offense under the Campaign.

The Campaign, by approach-
ing prostitution as a “social evil,” a moral
aberration, and a Western pox respon-
sible for the HIV epidemic,57 conflates
two problems.  Although HIV is spread
through unprotected commercial sex,
the two problems are not, per se, di-
rectly linked.  In Nevada, where many
counties have legalized brothels, man-
dating condom use and health checks,

100% of prostitutes strictly require their
customers to use protection, and there
is zero incidence of HIV. 58

Were Vietnam to legalize pros-
titution, requiring all prostitutes to regis-
ter and submit to regular health checks,
issuing “licenses” to uninfected women,
diseased prostitutes would be driven out
of the business.  In addition, this would
then create an additional source of tax-
able revenue, which could then be used
to fund AIDS education, HIV testing,
and condom distribution.  This policy
would improve the market, as informa-
tion flow would advance.  Brothels, in
an effort to demonstrate the health of
their prostitutes and attract customers,
will have an incentive to provide AIDS
education, HIV testing, and condoms.
In Indonesia, for example, where pros-
titution is legal, two women in a Dolly
brothel were found to be HIV positive.59

Soon after, 785 women in the brothel
volunteered to have their blood tested
(385 more than the Health Department
had planned to collect), announcing pub-
licly that if the WHO was not willing to
pay for the tests, they would do so per-
sonally.60  This brothel, desiring to at-
tract (or win back) business, had an in-
centive to prove that AIDS was not an
issue.  Were Vietnam to legalize prosti-
tution and improve information flow,
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market forces would ensure that dis-
eased prostitutes (akin to “lemons”)
would receive no business.

Another approach Vietnam
should consider, especially if further re-
search shows demand for prostitutes to
be inelastic, would be policies that shift
the demand curve inward.  If demand is
inelastic and supply elastic, as posited,
then changes in supply will have little
effect on the amount of prostitution.
Changes in demand, however, will have
a significant effect on the quantity of
prostitution (see Appendix).  One policy
affecting demand would be propaganda
campaigns announcing the high HIV rate
among prostitutes and the danger of
AIDS.  This essentially raises the “ex-
pected punishment” of the consumer, as
this campaign would raise both his per-
ceived probability of being medically
punished and the severity of the punish-
ment, decreasing demand.

Similarly, one could raise the
customer’s expected legal punishment.
Currently, if a customer is caught in the
act, he must pay fines.  If he is a State
official, his office is notified, he is often
demoted, and his misdeed is often made
public.61  If he is a common citizen, how-
ever, “he shall be handed back to the
local administration, and he shall be
made to pledge not to commit again.”62

In other words, he is slapped on the
hand.  Tourists, however, are largely
exempt from punishment.  Continuing the
State’s firm anti-prostitution status, were
the State to raise the punishment for
customers, demand would decrease sig-
nificantly.  Because the opportunity cost
of a year in prison is higher for a well off
consumer (which “johns” tend to be in
Vietnam) than for a prostitute with little
to lose, such a policy would have a sig-
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 prostitu-
tion.

VI. Conclusion
While current prostitution policy

in Vietnam recognizes the socio-eco-
nomic factors that cause prostitution, it
does little to address them.  The effects
of education camps are dubious at best,
as the individual rewards from job train-
ing pale in comparison to the financial
rewards gained from prostitution.  As
long as there are men willing to pay for
sex, and as long as poverty encourages
young women to provide sex for money,
there will be a market for prostitution.
By forcing the industry underground,
however, participants are more prone
to diseases such as HIV, as they are less
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likely to seek medical aid, education,
and protection.  Legalizing the industry,
however, would allow medical monitor-
ing (which, through newly taxable in-
come, could pay for itself).  Overcom-
ing the State’s socialist, strongly anti-
prostitution stance, however, is in all
likelihood, an insurmountable obstacle.
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