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THE ORGANIZATION OF SPORTSLEAGUES

by Roger G. Nall

Abstract: Sports leagues have been organized in many different ways. This essay examinesthe
incentive sructure and efficiency of different forms of league organization, including the methods for
scheduling games, admitting new members, and making operationd decisons. Thisartidle dso
compares operations and outcomes in Europe and North America, and concludes that the European
system of promotion and relegation is superior to the closed structure of American leagues, and that the
American system of multiple pardle leagues to determine quaifications and seeding in a post-season
tournament is efficiency enhancing. The article aso discusses the optimd size and number of leagues,
and concludes that both the European and American systems produce too few mgjor league teams,

largely because they have permitted mgor leagues to be monopolies.
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THE ORGANIZATION OF SPORTSLEAGUES

by Roger G. Noll*

Team sports require coordination amnong contesting teams because the main product, agame,
involves a least two digtinct entities. Teams must agree on the rules of the game, the time and venue a
which it will be played, the identity of the officids who will enforce the rules and keep the score, the
responsbility for marketing the contest if one objectiveisto collect revenue, and the procedures for
dividing the revenues and costs of the contest. These decisions sometimes are made between
contesting teams on agame-by-game basis. But if severd teams regularly play each other, this
goproach is highly inefficient, and provides an incentive to create aleague — a group of teams that
schedule games and develop other palicies and rules for the purpose of determining a champion (which
among them is strongest).

Team sports dmost dways are organized into leagues. Despite the smplicity of the concept of
aleague, the Structure of sports leagues varies enormoudy. Teamsin a port must make a least five
types of decisons about league structure:

* format — the method for scheduling matches to determine the champion;

* hierarchy — the relationships between leagues of lesser and greater quality;

* multiplicity — the number of leagues & the same leve of the hierarchy;

* membership — the conditions under which ateam enters and exitsaleague; and
* governance — the methods for deciding and enforcing league rules and policies.

A league ds0 normaly makes other decisions, such as developing playing rules and controlling aspects



of the economic behavior of its members,

This article explores the economics of the organizationd form of leagues. The choice of
organizationd form affects the demand for a sport, the cost of scheduling games, and the extent of
competition among teams for fans and thelr most important inputs, players, coaches and sadiums. The
organization of leaguesisinteresting for two reasons. Firg, the incentive effects of league rules, and
hence the efficiency of league operations, are subtle, and frequently misunderstood by fans, journdigts
and even team owners. Second, the most prestigious professond leagues, caled mgor, premier, or
firgt divison leagues, are dmogt dways monopoalies. Thus, teams have a Srong incentive to organize
leagues in afashion that reduces the extent of horizonta competition among them in both input and
output markets. An important issue in the organization of team sportsisto distinguish between rules
and palicies that improve efficiency from those that reduce efficiency by reducing competition among
teams.

A monopoly mgor league controls the entry of teamsinto the top echelon of the sport. One
must then ask whether a monopoly leagu€e' s procedures for admitting new members produce the
optima number and geographica distribution of teams. Two dements of this anadlyss are the optimal
number of teamsin acity and mgor leaguesin asport. Specificdly, areteamsin aloca market and
leagues a a given qudity level “naturd monopolies’ in that competition islikely to be ungtable or
otherwise to reduce the net socid benefits of a sport? An additiond issueis how leagues change the
citiesin which teams play. Some leagues have permanent, fixed membership and change the citiesin
the league through expansion and team relocation, while other leagues regularly change thelr

membership by replacing the weakest teams with the best teamsin lesser leagues, asiscommon in



European team sports. Which is more efficient?

The purpose of thisarticleisto andyze these issues. The article begins by discussing the
choices avallable for structuring leagues. The discussion then focuses on the optima size of leagues,
and whether teams and leagues are naturd monopolies. A mgor theme throughout this article isthe
comparison between “American” of “European” organizationa forms. The former refers to leagues
with fixed membership and territorid exclusvity, and the latter refers to the “promotion and relegation”

system.

VARIETIES OF ORGANIZATIONAL FORMS

A team sport can choose amnong avariety of organizationd forms. Thefirst decison isto creste
aleague. Teamsform leaguesin part because players, coaches and owners enjoy contesting for a
championship, but the primary factor determining the form of professond leaguesisitsfinancid
consequence. Leagues create the opportunity to market a game as both the contest itself and one of a
series that leads to a championship. Because the quest for a championship generates fan interest,
league matches leading to a championship are covered more extensvely by the media, which thereby
provide free promotion. Leagues aso reduce transactions costs by enabling teams to coordinate
scheduling, rather than relying on aseries of bilaterd agreements.

Studies of the demand for team sports, such asthe article in thisissue by Jeffrey Borland and
Robert Macdonad, show that attendance depends, among other things, on the significance of the
contest with respect to a championship.? A team that has dropped out of contention for a

championship generdly will draw poorly, but it islikely to sell moreticketsif it is playing ateam that is



a or near the top of the sandings than if it is playing another week team, even though the outcome of
the latter game is more uncertain.

Once teams decide to adopt a league structure, the members face additiona decisions about
how the league will be organized and governed. Leagues are not completely free to determine their
dructure. Teams and leagues are dso constrained by government policies, such as antitrust and labor
laws, and by non-governmenta governing bodies in each sport. The role of palicy is discussed
throughout this article, and the role of governing bodiesis discussed in the section on governance. The
andysisto follow focuses on autonomous leagues as the unit of andys's, dthough it gpplies to governing
bodies when they organize leagues. For example, the Internationa Federation of Footbal Associations
(FIFA) organizes soccer’ s World Cup, which is contested by nationa All-Star teams, and the Union of
European Footbal Associations (UEFA), a subordinate body to FIFA, organizes the European
Champions League, involving the top professond teams during the previous season from the mgor
nationa leagues in Europe.

Format

A league can adopt two types of schedules: around-robin or an eimination tournament.

In around-robin, the league creates a schedule of games for a championship season for each
team, and every team plays a predetermined number of games againg other league members. The
champion is determined by aggregating the results of al matches. The schedule can be “baanced” (dl
teams play dl others an equa number of matches) or “unbalanced” (each team plays some teams more
than others), and an unbalanced schedule can be “even” (every team plays the same number of league

games) or “uneven.” Baanced schedules are the norm in Europe, but not in North America, and while
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most unbaanced league schedules are even, afew are not.

Sports purists regard a bal anced schedule as superior because it produces afind league
ganding that is mogt likely to rfeflect the actua rank-ordering of teams by quality. Regardless of the
aesthetic demerits of an unbalanced schedule, it can enhance demand. Unbaanced schedules increase
the uncertainty of match outcomes because the prior records of the contesting teams are less
comparable. To the extent that outcome uncertainty enhances demand, unba anced schedules increase
revenues from both the round-robin schedule and the playoffs.

In an eimination tournament, teams are dropped from the schedule after losaing a certain number
of games, usudly one (Sngle eimination) or two (double imination). Soccer frequently uses avariant
of the sngle-dimination tournament in which two teams play a game in each home stadium with the
winner determined by aggregate score. Tournaments can be “ seeded” (stronger teams play weaker
ones early on, thereby maximizing the likelihood thet the strongest teams will survive to the end of the
tournament) or “drawn” (matches are determined by random draw, in which case two of the best teams
can meet in an early round). A tournament is unbaanced if some teams must play more games than
others to reach the find match. In England, the Football Association (FA) cup, which now has over
500 entrants, is seeded and unba anced in that weaker teams play several gamesto determine which
among them is alowed to compete againgt teams from the Football League.®

Many leagues schedule both a tournament and around-robin. In al North American
professond leagues, some European basketbd | leagues and the French Rugby Union, a round-robin
determines which teams qudify for a post-season tournament and the seeding in asingle-dimination

playoff. In England, the two mgor tournaments, the FA Cup (open to dl teamsin FA sanctioned



leagues) and the Football League (FL) Cup, open to teamsin the four professiona leagues, and severd
minor tournaments with more restricted digibility, are carried on smultaneoudy with league schedules.
Likewise, the European Champions League runsin pardld with leegue schedules. The Champions
League and World Cup are organized in the American style: four-team round-robins determine
qudifications and seeding in an dimination tournament.

The economic advantage of tournaments over round-robinsis that tournaments substantialy
increase the importance of each match, and thereby create more intense demand for each game. The
disadvantage of tournaments is that eimination leads to few games for most teams, which sacrifices
capitalizing on the demand for matches that may not maiter in determining a championship. Asa
practical metter, virtudly dl leagues organize both round-robin and dimination schedules, implying that
they can capture the benefits of both systems from dua championships, however, theoreticdly,
operating both formats, either smultaneoudy as in England or sequentidly asin North America, hasan
ambiguous financid effect. The benefit isthat it creates two different championships that can enhance
demand, especidly if the luck of outcomes causes at least some different teams to contend for each
championship. The cogt isthat a second championship can detract from the vaue of thefirdt, thereby
leading to lower demand for each than would be the case if either were to be the only format in place.

Another problem with multiple formatsis that wesk teams in strong leagues are likely to prefer
around-robin. Because an elimination tournament reduces the number of games that could be
scheduled in around robin, awesk team that has a high probability of early imination expectsto
experience adouble loss. less demand because the round-robin championship isless important, and

less revenue because it plays fewer games. This effect is unlikely to be important for minor-league



teams that engage in dl-sport tournaments such as the FA or FL cups, for their leagues expect that all
of their teamswill be diminated early and so schedule more games in the round-robin. For example,
lower leagues in England, indigible for European championships and unlikely to survive long in mgor
cups, have more members and schedule more games than the Premier League and Divison One.
Hierarchy

Most team sports are organized in ahierarchy of leagues. The top of the hierarchy contains the
maor league, premier league, or firgt divison, followed by minor leagues or lower divisons. In English
footbdl, the hierarchy is extremely deep, with ten leves of the Footbal Association (including the upper
and lower divisons of some lower minor leagues). In the United States, universities function as an
important subgtitute for lower minor leagues, so that the hierarchy of professond teamsis shalower
than in European footbdl. American basebd| has the most levels, with five dassfications of
professiond leagues (Mgjor, AAA, AA, A, Rookie).* American soccer and hockey have two minor
levels, and basketball and football have one.

American intercollegiate sports are organized hierarchicaly as divisons of the Nationd
Collegiate Athletic Association (NCAA), which has four divisons for American football and three for
other sports. The Nationd Association for Intercollegiate Athletics provides another divison below
NCAA Divison |11, except in basketbdl where the NAIA hastwo divisons. If one includes college
leagues, the number of levelsin Americaare Smilar to those in England.

Sports became organized into hierarchies of leagues is response to the nature of demand. In
America, but dmost nowhere ese, identification with local universties crestes a distinct demand for

college sports that has relatively little competitive overlgp with professiond sports. For professona



gports, demand in some locditiesis not sufficient to support ateam that would attempt to compete with
teams that enjoy much greater intringc demand. For example, suppose that dl 92 teamsin the English
Footbal League joined the Premier League. Current lower divison squads would be forced either to
gpend much more on players and coaches, or to have no hope of being in contention for the
championship, or even of winning more than a handful of games. Because the chance of winning a 92-
team championship is 0 low, most teams would not try, and so would be over-matched in many
games. Whereas home games againgt Premier League powerhouses might draw well, the size of the
league would preclude scheduling more than afew such games®  For other matches, demand would
suffer because the games would not be consequentia in determining the championship. Thus, teams
that would have contested for a Divison 2 or 3 championship would suffer agenera decline in support.
Likewise, home games of powerhouses againgt weak squads would be less well attended than the
games that they replaced because fans would have less interest in mismatches. The number of vigble
teams likely would be larger in a hierarchy as some teams that could not survive in ahigher leegue
would survive in alower league with its demand-enhancing championships and lower costs.
Consequently, the sport as awhole would do better financidly by organizing into a hierarchy of leagues.
Hierarchies of leagues provide other benefits to weaker teams. A hierarchica structure can
provide the benefits of occasiona matches againg top teams by organizing exhibitions (“friendlies’) and
tournaments, such asthe FA Cup and FL Cup. In addition, teamsin alower leagues can serve as
training grounds for young players who are not yet skilled enough to compete a the highest leve. If
these teams identify promising players and sign them to long-term contracts, after the player develops

they can sl their contracts to teamsin a higher league. These transfers are in the interests of both



teamns because a skilled player isworth morein ahigher league, S0 that a player not only derives
persond satisfaction from playing in a better league, but earns higher wages, especidly after the initid
contract expires.

Multiplicity

Sports vary in the extent to which each leve in the hierarchy is divided into multiple leagues or
divigons. Theterm “multiplicity” is better than “competition” snce multiple leagues a the same
hierarchicd level may or may not compete, depending on the leagues membership rules and other
operaing procedures. Multiple leagues at the same hierarchicd level frequently are jointly managed,
being primarily amarketing device that is used to enhance demand by cresting multiple championships
and increasing uncertainty in qudifications for a post-season tournament.

In Europe, each nation has a single league at the top professond level. American professiona
sports have multiple leagues or divisons at the top of the hierarchy. In basebdl, both North America
(American, Nationa) and Japan (Centrd, Pacific) have two mgor leagues. The American basebdl
leagues are each divided into three divisons. In North America basketbdl, football and hockey have a
sngle mgor league, but each has two distinct conferences and then divisons within each. Even Mgor
League Soccer inthe U.S. isdivided into two divisons. In dl North American leagues, including
soccer, divisond standings determine qudifications and seeding for a post-season tournament. Teams
have some inter-league or inter-conference matches that count in the standings, but the schedules are
unbalanced.

For lower leagues, the pattern is mixed. In England, one must descend to the sixth leved of the

footbdl hierarchy — below the Footbal Conference— to find multiple leagues & the same level. In



North American basebdl, dl levesin the hierarchy have at least two leagues, starting with the Nationa
and American a the mgor league level and descending to severd leagues a the A levd and two at the
rookie levdl.

In American footbdl, the second leve of the hierarchy has three unusud leagues. The
Canadian Footbal League (CFL) is the only independent minor professiond footbal league in North
America The CFL plays on alarger fidd and has other rule differences that cause differencesin
drategy and the optima mix of player skills, much like the differences between Rugby League and
Rugby Union. Neverthdess, despite these differences many CFL players, after proving their skills,
move on to the NFL. Although historically having only Canadian members, in the 1990s the CFL
attempted to enter the United States, but the experiment failed and the CFL is again a purely Canadian
league. The other two minor football leagues are owned by the NFL. The Arena Footbal League
playsindoors on asmdl fidd and uses fewer players, making it less than ided as atraining ground for
the NFL, and the World League playsin Europe. Both play during the late winter and spring, whereas
the NFL seasons runs from the late summer to early winter, and some players who are back-ups in the
NFL aso play in one of these leagues.

Basketbd| has severd minor leagues, and no forma mechanism for dassfying them. Five
leagues operated in 2003.° In hockey, the number of leaguesis shrinking. 1n 2000, hockey had two
leagues below the mgjor National Hockey League, and five leagues at the next level.” At the end of the
2002-3 season, the field shrank to one at the second level and three at the third level.® Most teams
from the defunct leagues remain, having been merged into the other leagues, so the contraction was

more a reduction in leagues than teams.
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American intercollegiate teams are organized into many leaguesin each level of the hierarchy.
The top footbal category, Divison IA, currently has 114 teams divided into eleven leagues (plus afew
independents). The six conferences that dominate the sport sponsor the “Bowl Championship Series,”
or four post-season gamesinvolving their league champions plus two other highly rated teams. One
BCS game matches the two most highly rated teams to determine the nationa champion.® The lower
footbdl divisons and other intercollegiate team sportsin dl divisons have nationd championship post-
Season tournaments involving league champions plus other highly-rated teams.

Sports differ in the extent to which teams can belong to multiple leagues. Whereas exclusvity —
ateam can belong to only one league — is common, some multiple memberships are permitted. The
most important example of multiple membershipsis the European Champions League. In 2003, three
Itdlian teams Smultaneoudy were battling for the Serie A championship while playing in the semi-finds
of the European Champions League.

Multiple memberships, like multiple championships from different formats, have an ambiguous
effect on economic welfare. Aswith multiple formats, multiple memberships can reduce the vaue of
each championship. Moreover, Smultaneous participation in severd leagues could lead a team that,
through bad luck, had dropped out of contention in one league to focus dl of its energies on another,
thereby reducing the qudity of play in (and hence the demand for) its matches in the firs. For example,
as the season nears an end, ateam may rest its star playersin gamesin one league in order to make
them fresher for matches in the other. Findly, the opportunities for multiple memberships are not likely
to be the same for dl teams, which can cause problems for the more inclusive league. For example,

only afew teams are granted the opportunity to play in the European Champions League; the
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remaining teams in the top European nationd |eagues have much lower revenues because they have no
comparable opportunities. This opportunity gap leadsto alarger gap in team quality, reducing the
comptitiveness of (and hence the demand for) league matches. Asaresult, the risng popularity of the
Champions League eventudly could undermine the viability of nationd leagues (Hoehn and Szymanski,
1999).

For these reasons, multiple memberships are less common and more controversd than multiple
formats, and explain why, for awhile, England prohibited its teams from participating in the European
Championships. Leagues normdly require exclusive membership. Acquiescence by leagues and
nationa governing bodies to the European Champions League is a response to the strong incentives
acting upon the best professona clubs and televison broadcagters to form an internationd league that
features the perennial powerhouses of the national leagues’® The dternative to acquiescence plausibly
is not to ban the Champions League, but for the best teams to withdraw from their nationa leagues to
form a European super-league that, in turn, would undermine the national governing bodies of soccer.
Membership

An important e ement of league organization is the procedure for determining its members. All
leagues can expd ateam if it falls to attend matches, does not field a team of appropriate qudity,
violates leagues rules in acquiring and paying players, playsin a substandard facility, or brings dishonor
to the sport. While expulsions are rare, they are not unknown.

Contraction and Expanson
In recent years, severa leagues have debated contraction, whereby aleague shrinks by

expelling members that do not want to withdraw and that have not violated any leaguerules. Three
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examplesare: (1) the shrinkage of the Premier League from 22 to 20 members; (2) the announcement
by ten of the twelve members of the Scottish Premier League to resign and then to form anew Scottish
first divison that would exclude the “Old Firm,” Celtics and Rangers, because the latter were too
dominant; and (3) the decison, now postponed until at least 2007, by Mgor League Basebd | to
contract two of the financially weakest teams.

All leagues dso have changed their Sze through expansion (adding teams). For example,
English professond footbdl grew from twelve to eighty-eight teams in the three decades &fter the
founding of Divison One through a process of adding teams and lower leagues. Nevertheless, inthe
past few decades, subgtantidly changing the number of mgor league teams has been common only in
North America

Since 1951 the four divisons of the English Footbal League have had the same number of
members, 92. In 1953 in the United States, major league baseball had sixteen teams, football had
twelve, basketbal had eight, and hockey had six. (Soccer had none because there was no mgjor
league) By 2003, mgor league membership had grown to 32 in football, 30 in both basebal and
hockey, and 29 in basketball, with teams being added at an average rate of more than one per year.
Mog of this growth came through expangion, dthough al sports except basebdl dso grew by merging
with competing leagues (accounting for thirteen teamsin football and four each in basketball and
hockey).t
Relocation

Leagues dso have procedures for governing the movement of the home location of teams. In

2002 the Charlotte Hornets of the Nationa Basketball Association moved to New Orleans, and in
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2003 the British footbd| team in Wimbledon moved to Milton Keynes. 1n 1996 the Houston Qilers of
the U.S. Nationa Footbal League announced their move to Nashville to become the Tennessee Titans,
stopping in Memphisfor afew years while their new stadium was under congruction. These movesdl
required league approval. Although approval was granted in al cases, sometimes proposed moves are
highly controversid, and occasondly gpprovd is denied.

Wimbledon's move was hotly contested, despite Wimbledon’ s decades of low attendance.
Despite over adecade in the Premier league, Wimbledon's attendance frequently was exceeded by
many Divison | clubs. For example, in 1999-2000, Wimbledon finished 18th in the Premier League,
but 34" in attendance, being outdrawn by 14 Division 1 teams and one Division 2 club. After being
relegated to Division 1, Wimbledon's rank in attendance fell to 45 in 2000-01 and 56™ in 2001-2,
despite above average finishesin Divison 1. In 2001-02, Wimbledon's attendance was next to last in
Divison 1, and bested by ten clubsin Divison 2 and threein Divison 3. Clearly the Wimbledon district
of London has proven to be a poor location for a high-quaity English football squad, so that the heated
opposition to Wimbledon' s relocation represents the triumph of tradition over rationdity. Fortunately
for the team and for footbadl fansin Milton Keynes, rationdity eventudly triumphed.

The United States has far more experience with team relocation, and severd proposed
movements have been rgjected. In the early 1990s, the San Francisco Giants sought approval to move
to Tampa, but Mgor League Baseball rgjected the proposd. Connie Mack, the grandson of one of the
greatest basebal executives in history and also Senator from Forida, objected strongly to basebal’s
decisgon, and submitted legidation to remove basebdl’ s antitrust exemption. Basebd | responded by

expanding to both Miami and Tampa, but both teams have drawn poorly and were mentioned as
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candidates for contraction in 2002. Meanwhile, the Giants have become one of the most successful
teams, financidly and athietically.

Likewise, the NFL’ s Oakland Raiders sought and were denied approva to moveto Los
Angdesin the early 1980s, but responded by suing the NFL for violating antitrust law and moving
anyway in 1982. The Raiders won the suit, but in 1995 moved back to Oakland as Los Angeles
broken its promise to build a new stadium. The outcome of the Raiders' lawsuit set an important
precedent, for it requires leagues to set forth clear standards for denying ateam’ s request to move and
to adopt procedures for reviewing a proposed relocation that avoid the temptation other teams might
have to wesaken a competitor financidly by denying it a more lucrative market. Asaresult, team
relocation in the U.S. has become more difficult to block since the Raiders case.

Closed Versus Open Leagues

The most important choice regarding league membership is whether to adopt promotion and
relegation. Since cregting alower professona leaguein 1892, English footbal has had open leagues.
that is, the best teams from alower league are promoted to the next highest league, while the weskest
teams in the latter are demoted to the former. Most European leagues follow the same practice, but in
the United States mgjor leagues are closed, having a fixed membership that can only be changed by
formdly voting to expand. Moreover, American professond leagues set extremdy high expanson fees
—in the hundreds of millions of dollars—for entering teams. These fees are monopoly prices, reflecting
an underlying scarcity in teams that is maintained by monopoly leagues to maximize their income from
expangon and the market vaue of existing teams when they are sold.

Asthe English Football League added divisons, it continued promotion and relegation between
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lower minor leagues, however, regular promotion and regulation involving Divison 3 and the Football
Conference is arecent phenomenon. Origindly, teams outside the Football League petitioned for
admission to Divison 3, and League members then voted whether to admit them and to demote others.
In most years, teams were neither relegated from the Football League nor promoted from the Football
Conference, s0 that collectively the four divisons of the FL were de facto a closed league.

Beginning in the late 1980s, promotion and relegation between Divison 3 and the Football
Conference occurred in most years, and recently it was made autométic if the qualifying Footbal
Conference team satisfies Football League requirements for a playing venue. Beginning in 2003, the
number of teams promoted and relegated between Divison 3 and the Conference was increased from
one to two.

An important difference between fixed-membership and promotion-relegation leagues is that
only the former can effectively prevent loca competition among teamsin aleague by creeting exclusve
territorid rights. In the United States, each team has a wedl-defined “home territory,” which usudly is
an entire metropolitan area. No team can stage matches or even broadcast games within another
team’ s home area without first obtaining permisson. This rule protects teams againgt local competition.

In afew cases, gpprova has been given, but only after substantial compensation. For example,
the New Y ork Mets baseball team paid the New Y ork Y ankees $10,000,000 for the right to share
New York City. Smilar deds were arranged to enable the Cdifornia Anglesto play in Los Angdes
and the Oakland A’sto play in the San Francisco-Oakland metropolitan area. An interesting festure of
territorid rightsis manifest in San Francisco. The largest city in the metropolitan arealis San Jose,

which is part of Santa Clara County and its Silicon Vdley, one of the wedthiest communitiesin the
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United States. When the Raiders moved back to Oakland in 1995, the stadium that the A’s and
Raiders shared was renovated to make it better for footbal, but much worse for baseball. Santa Clara
County officids then sought to induce the A’ sto relocate, but ran up againgt basebd |’ sterritoria rights.
Santa Clara County isin the Giants' territory, despite the fact that the proposed site for the new
bassbal stadium was forty miles south of the Giants stadium in San Francisco.

Territorid rights are not congstent with the principle under promotion and relegeation thet a
lowly amateur squad, with luck and money, can ascend the hierarchy of leaguesto reach the
Premiership — as once did Wimbledon, despite the presence of FL teamsin nearby Brentford, Chelsea
and Fulham. Amateur teams are organized by neighborhood, and even smdl cities have many. Only
by excluding even the lowliest teams from sharing ametro area or blocking these teams from promotion
could a Premier League team be sure that it would never face competition from another squad in an
adjacent neighborhood. One can not imagine the Giants-A’ s-San Jose circumstance arising in Europe,
whereit is unimaginable that ateam forty miles away could block another team from playingina
community as populous and wedthy as San Jose.

If the Football League had adopted territorid rights like those enjoyed by U.S. teams, most
likely the FL would have far fewer teams. During the 1990s, 14 teams from the London metro area
(11 within the London city limits) were members of the FL. In addition, Birmingham, Brigal,
Liverpool, Manchester, Nottingham, Sheffield and Stoke dl had two FL teamsin the same city, and
severd of these metro areas contain still more teams. With exclusive territoria rights, the Football
League could have reached its current size only if fifteen to twenty smdl cities and towns that now lack

FL clubs nevertheless could support one. This outcome seems highly unlikely, given the meager
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support for many Divison 3 teamsin smal communities, and the even wesker support for nearly dl
teams in the Football Conference and lesser leagues. For example, in 2002-03, only nine of the 92
Football League teams averaged fewer than 3,500 fans per game, but only three Footbal Conference
teams averaged more than 2,110, the average attendance for the poorest-drawing Divison 3 team,
Macclesfidd. Indeed, only 21 teamsin dl lower leagues averaged more than 1,000 fans per game.
Thus, there are few plausible candidates in the Football Conference to replace the multiple teamsin the
same cities.

Optimd League Size

The permanence of multiple teamsin many English cities, compared to the scarcity of multi-
team citiesin the U.S,, raises the question of the optima size of agportsleague. This question clearly is
closgly connected to the issues of format, multiplicity and hierarchy as wdl as the mechanism for
determining membership. Theissue has four distinct components.

Thefirg iswhether ateam in alocdlity isanaura monopoly. If teams are naturd monopolies,
then regardless of the excess profits generated by the first team, multiple teamsin one locdlity can not
be successful. Thisissueis explored in the next section. Of course, even if only one team can survive
in amarket, entry regrictions il are not economicaly desrable. In dl industries busnessesfail
because they are not efficient in satisfying demand. Entry retrictions protect an inefficient businesses
from replacement by a more efficient firm. Even in anaturd monopoly, competition for the market,
while not as sgnificant aforce for efficiency as competition in the market, can improve consumer
welfare.

American basebdl higtory provides a useful example. 1n 1899, the American League entered
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to compete againgt the Nationd League, and located teamsin direct competition with the Nationa
League in Boston, Chicago, New Y ork, Philadelphiaand St. Louis. Infour cities (Boston, Chicago,
New Y ork and Philadelphia), the entrants became the more successful team, and the Yankeesand A’s
jointly dominated baseball during the 1920s and 1930s. In Boston, the Nationd League team
eventudly fared so poorly thet it was driven from the city in the 1950s, while two more teams left New
Y ork because the city would not provide stadiums that would put them on equa footing with the
Yankees. Although New Y ork, Boston and Philadelphia are not likely to be locd naturd monopoalies,
even if they were, competition from the American League was vauable to consumers because it
enabled better managed teamsto prevall.

The second issue is the welfare economics of a sports team: whether its socid benefits exceed
itssocid costs. Thisissue addresses whether ateam makes anet contribution to socid welfare. Team
sports have two features that assure that the socidly optima number of teamsislikdy to be far larger
than the number of teamsthat are financidly viable: externd benefits and player rents.

A team creates externd benefits (see Noll and Zimbaist, Chapter Two, for a more complete
discusson). Print and broadcast firms derive profits and readers derive consumer surplus from media
coverage of team sports, yet they do not pay teamsfor this coverage. Likewise, some benefits of a
team are manifest as conversations among fans about sports. As with media coverage, fanswho
assemble around the water cooler to discuss yesterday’ s match and speculate about the outcome of the
next pay no roydties to the teams for discussng them.

The welfare of ateam and its fans can be enhanced by the presence of a nearby team. Teams

in adjacent aress frequently form anaturd rivary, whereby the demand for games with each other is
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greater, dl ese equd, than for games with other teams. But adding teams also creates an externd cost.
Adding a team reduces the probability that each team will win or be in contention for a championship.
Because the demand for ateam is affected by its position in the championship race, dl dseequd a
greater number of teams causes alower average demand per team. Thisfactor islikely to cause
exiding teamsto resst expansion even if expangon teams are profitable (Szymanski, forthcoming).

Teams a0 generae large socia benefits because player sdaries are mostly economic rents,
not true socid costs. Professond athletes at the highest level typicaly are paid wages that exceed the
earnings that they could command in their next best occupation. Thus, part of the socid surplus of
sportsis captured by athletes in the form of earnings that exceed the pay that would be necessary to
induce their participation in sports. A welfare andysis of American basebd| reveds that even the
weakest basebd | teams generate tens of millions of dollars of net surplus annudly, while the best teams
generate surplus in the hundreds of millions (Nall, forthcoming). Thisfinding is virtualy certain to be
quditatively smilar in other team sports.

The third issue in ascertaining the optimal Sze of aleague is to determine how many teams are
financidly viable, which means determining the number of markets that can support & least one team.
The answer to this question depends on the rules of the league and government policies. If teamsin
financidly weaker markets receive extraincome from revenue sharing, subsdies and monopolized
output markets, and enjoy lower costs from monopsonized input markets, the number of vigble teamsis
greater. Asargued above, an open league (no territorid restrictions) can have multiple teamsin the
best markets, so that dl else equd, one would expect promotion and rel egation leagues to have more

potentidly viable teams than closed leagues.
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Unfortunatdly, promation and relegation systems aso reduce the incentive of existing leaguesto
add members. Since the 1950s, an important factor motivating expansion in the U.S. has been the
threat that new leagues would emerge (Quirk and Fort, 1992). New leagues have an incentive to enter
because American closed leagues place too few teams in the best markets, and leave other citieswith
unoccupied viable markets due to the desire to set monopoly entry feesfor expandon teams. By
contrast, the process of promotion and relegation alows the location of teamsto follow demand without
the painful and controversid process of relocation. This process dlows the composition of league
membership to adjust to occupy the best markets, thereby leaving only less attractive potentid locations
for an entering league. Hence, aleague that practices promotion and relegation, because it islesslikey
to be threatened by entry of a new league, will be less inclined to expand.

The fourth issue that determines the optima scale of ateam sport is the supply eadticity of high-
qudity players. A common view among fans and sports journdigsis that the number of high-quaity
ahletesis the binding congraint on the number of teams, but this conventional wisdom is dmost
certanly fdse. Indl mgor sports, the number of teams has expanded less rapidly than population
growth for decades, so that the fraction of prime-age adults who are professiona team sport athletesis
dedlining. Unless human beings are suffering declining athletic ability, the number of athletes who could
play adequately at the professond leve islarger than the number of positions available.

In addition, the extent to which the supply of players limits the number of teams depends on
league rules about roster size. In North America, al team sports have roster limits that severely bind a
team’ sflexibility in making subgtitutions or replacing an injured player. 1n English soceer, teams
higoricaly have not had rogter limits and so have employed more playersin rdation to the number who
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actualy see action in agame. Adopting roster limits spreads qudity athletes more evenly among teams,
and increases the number of vigble teams.

Findly, for one nation the supply of professond ahletesis essentidly unlimited in sports that
are played in many countries. Indeed, only American football is so geographicdly limited thet the
supply of athletes as seen by the NFL is roughly the worldwide supply of players. In soccer,
basketball, basebal, hockey, cricket and rugby, many nations produce qudity athletes, so the supply
for asngle nationd league islikdly to be highly dadtic.

The upshot of this section is that the number of teams at the top of the professiond hierarchy
amog certainly istoo smal. In cosed leagues, the number istoo smdl primarily because big cities
have too few teams and because leagues monopolize franchises to maximize their vadue. In open
leagues, the number istoo small because existing teams have a strong incentive to stop expanding long
before the number of viable membersis exhausted and because leagues face no serious threet of entry.
Governance

The two fundamenta issues concerning governance of sports leagues pertain to the ownership
dructure of leagues and teams, and the extent to which an independent authority plays somerolein the
operations of the league. This section discusses these issues.

Joint Ventures and Single Entities.

Mog professond leagues are organized in roughly the same fashion. Member teams are
independently owned and managed, and collectively cregte the league as ajoint venture for
coordinating their leegue activities. A commissoner or presdent is the chief operating officer of the

league, while team owners condtitute the board of directors. The chief executive may have
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consderable expressed authority in the league' s rules and policies, but true power isin the hands of
team owners. Typicaly the chief executive serves a the pleasure of amgority of the teams, and can be
removed without cause if amgority o desre. Asareault, the league chief executive can exercise
consderable authority in disciplining the bad behavior of one owner or player, but is not likely to
survive in office if adecigon is made that harms most teams.

A few leagues have been organized as* single entities” with true power centralized in the league
office. In these leagues, teams are not independent organizations, but are operating divisons of the
league. These leagues dso have a chief executive and aboard of directors, with the latter being the
mgor investorsin the league. In its pure form, team operators in Sngle-entity leagues serve a the
pleasure of the league, and can be removed by ether the chief executive or the board, depending on the
league' srules. Thus, team operators are roughly equivaent to generd managers, not owners, in joint-
venture leagues.

The most important distinction between joint-venture and single-entity leagues isthe degree to
which they centrdize decisions about resource dlocation and league membership. In theory, asngle-
entity league can achieve an optimd dlocation of players and other inputs among teams by Smply
alocating inputs (assgning players, coaches and managers, and arranging for stadiums, for each team),
or by exercisng firm budget controls and manipulating the incentives of managers. Thisfeeture of a
sangle entity is apracticd advantage only under three circumstances. First, fans must accept the
legitimacy of centraized resource dlocation, especidly of players. Second, centraized managers must
not suffer from asymmetric information in relation to team managers. If day-to-day experiencein

operdaing ateam gives team managers information about production and demand thet is not easily made
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avallable to the league manager, centralized resource dlocation will be sub-optima. Third, mord
hazard problems associated with the lower-powered incentives of line employees as team operators,
compared with the higher-powered incentives of team owner-managers, must not be so large that they
offset the advantages of centralized resource acquisition and alocation.

Other than efficiency effects, competition law provides another motivation for Sngle-entity
leagues. Competition policy makes colluson among horizonta competitorsillegd, but does not prohibit
cooperation among divisions of acompany. Many activities of sports leagues are collusive, such as
restricting competition for players and joint marketing of broadcast rights and product licenses. Joint-
venture leagues risk successful antitrust attacks if their teams collude to monopolize a product market or
monopsonize an input market. One response is to obtain an antitrust exemption, either in a statute or
through collective bargaining, since labor unions typicdly are exempt from competition lavs. A single
entity avoids exposure to antitrust problems without the need to seek cooperation from politicians or
unions.

Higtorica experience indicates that the joint-venture structure is substantidly more efficient than
the sngle-entity structure. Indeed, no Single-entity league has ever been successful in any sport in
North Americaor Europe. Mgor League Soccer (MLYS) inthe U. S. isan especidly interesting case.
MLS did not emerge from a group of existing teams, but was created by Alan Rothenberg, who
successfully organized the 1994 World Cup in the United States. Because American teams and players
wanted to be digible for internationad competition, a necessary condition for a successful mgor league
in U.S. soccer was to obtain gpprova from the nationa sanctioning body, the U. S. Soccer Federation

(USSF). Two groups applied to USSF for gpproval to start aleague: agroup of professonal teams
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that were members of ajoint-venture second divison league, and a group of individuasled by
Rothenberg who proposed a single entity. The USSF accepted Rothenberg' s proposa and rejected
the other group’s proposd to enter as either the sole first divison league or a competitor to MLS.

The origina plan for MLS was a pure single entity. The board of directors wasto be investors
in the league, including corporate sponsors and broadcasters. The teams were to be centraly
managed, with team operators being league employees. Unfortunately, ML S was unsuccessful in sdlling
these ownership shares. Potentid investors wanted to own teams, not a share of aleague.

MLS then changed its structure to dlow “owner-operators’ of teams. These individuas buy an
ownership share in the league and become members of the league’ s board of directors, as before, but
a0 acquire theright to operate ateam. The league retains the authority to decide precisdy what
authority was delegated to owner-operators, to negotiate player contracts, to assign playersto teams,
to sdl or trade players to teams in other leagues (notably, to teams in first divison European leagues),
to el nationd broadcasting rights and product licenses, and to negotiate sadium leases, however, the
owner-operators hold all but two positions on the board, and so control these decisons. Owner-
operators dso are given limited rights to find talented young players who are sgned by the league but
alocated to their team, to hire coaches, to sdll local broadcast rights and product licenses, and to
handle team marketing. MLS paysthe costs of players and stadiums, and in return teams give the
league hdf of thelr revenues.

This structure is nothing if not innovative. The courts subsequently ruled that it passesthe
gngle-entity test, treating the independent owner-operator entities as aform of franchise rather than a

group of horizontal competitors. Thus, MLS hasiits cherished antitrust exemption for monopsonizing
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the player and stadium markets.

Unfortunately, MLSis not a successful sportsleague. Success in monopsonizing the player
market has little value because the best American players can and do obtain competitive sdary offersto
play in Europe. The U.S. nationa team now ranks as among the top dozen or so soccer powers, but
most of the best players on the nationa team play for European professond teams. Thus, America’s
gars mainly play in Europe, and ML S is regarded as a minor league, comparable to the bottom of
Divison 1 or thetop of Divison 2 in England.

The centrdization of most cost responsbility and revenues in the league creates low-powered
incentives for team owner-operators. Asaresult, MLS teams have not engaged in much marketing and
community relaions, snce most of the benefits of those actions would accrue to the league, not the
team. This problem has been solved in a peculiar way: by concentrating team ownership. Two
individuas, Philip Anschutz and Lamar Hunt, are the owner-operators of nine of the ten teamsin the
league.

Concentration of ownership exacerbates another problem — the percelved unfairness and
manipulation in centraized control of teams, especidly player assgnments. A common owner cregtes
the perception, regardiess of the management detalls, that teams do not redly compete. Player
alocations, trades and decisions whether to retain players or to dlow them to transfer to Europe are
likely to be perceived as manipulations of relative team strengths for some grander corporate purpose,
rather than the outcome of a competitive quest for aleague championship.

MLS may be struggling because the market for soccer iswesk in the U.S. But this explanation

seemsimplausible, given the number of youth who play soccer, the interest of Americansin the World
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Cup and other international competitions, and the presencein the U.S. of avery large immigrant
population from nations where soccer isthe nationa sport. A better explanation isthat MLS s poorly
organized, garting with its sngle-entity structure.

External Governance

Regardless of the details of ownership structure, sports leagues can be subjected to varying
degrees of supervison and control by externd organizations. An important part of the discussion of
gports palicy is whether externd organizations ought to have a stronger governancerole. The
motivation behind proposals to expand externa supervision isto increase the degree to which league
operations reflect the interests of society in generd, not just team owners.

Three possible sources of externd control are possble. Governing bodies of a sport, normally
non-governmenta organizations, dready exercise some authority at dl levels of play, including both
amateur and professona competitions. In addition, two other forms of external control have been
proposed: aleague chief executive that isindependent of member teams, and a government regulatory
authority to oversee sports leagues.

Mogt teams sports have strong non-governmenta governing bodies that encompass both
professond and amateur athletes, teams and leagues. Governing bodies normally assert some
jurisdiction over league operations. Although sports differ subgtantidly in the division of authority
between leagues and governing bodies, most governing bodies set rules of play, rulesfor player
eigibility and conduct (including drug use), and organizationa rules for teams and leagues, thereby
playing arolein league decisions about format, hierarchy, multiplicity and membership.

Professond sports leagues often modify the rules of play, digibility and behavior of governing
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bodies. For example, in North Americathe National Basketbal Association (NBA) has dightly
different rules than the International Federation of Basketball Associations (FIBA) with respect to the
sze of the three-second area and the time on the shot clock, and negotiates its own behaviora rules for
players with the National Basketbdl Association Players Association; however, in internationd play,
American players and teams must abide by FIBA’srules,

The extent to which aleague or other organization of teamsis likely to adopt very different rules
from other leagues depends on two factors. One isthe extent to which teamsfind vaue in ether
scheduling contests across leagues or engaging in extensive exchange of players. If the rules of two
organizations are radicaly different, cross-organization matches and player exchanges are less
attractive.

The authority of governing bodies aso depends on the importance of the international matches
and championships thet they control, including their power to determine the digibility of teams and
playersin these events. Governing bodies can exercise more authority if teams and players place ahigh
vaue on internationa competition and so would experience a subgtantia lossif they were disqudified
from these events for disobeying the rules of the governing body. Thus, FIFA isamuch stronger
organization than FIBA because one professiona basketbal league, the NBA,, dominates basketball
and placesrelatively little vadue on FIBA’sinternationa events, whereas to top soccer teams and
players, participation in internationd eventsis at least as vauable as participating in nationa leagues.

The historica record of strong governing bodies, such as FIFA and the Internationd Olympic
Committee, revedsthar limitations as regulators of professond sports. The gods and incentives of

these bodies differ from those of mgor professond leagues, but not as radicaly as one might suppose.
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Governing bodies typicaly have a broader congtituency, including many more organized participantsin
asort, so they are likely to be more baanced in resolving disputes among mgor, minor and amateur
leagues. But their Structure gives them a motivation to suppress competition in even a broader way than
might be sought by a professona league. For example, governing bodiesin team sports generdly favor
redtrictive player market rules, collective sde of broadcagting rights, and limitations on the number and
Sze of top professona leagues (to protect lower leagues againgt competition).

The strongest governing bodies are those that control valuable events, such as the Olympics
and the World Cup, and they are likely to be very protective of these events because their ability to
carry on their broader missions depends on maximizing income from them. It is not redigtic to expect
that these bodies will take any action that undermines the value of these important sources of income.
An exampleis the atack of the International Olympic Committee on other organizations that use the
word “Olympics.” Another example isthe oppostion of governing bodies in nationd and internationa
football to the formation of international mgor professional soccer leagues, such as the requests of
Wimbledon to move to Dublin and the Old Firm, Cdtics and Rangers, to transfer from the Scottish
Premier League to ether the English Premier League or the Dutch firgt divison. Permanent internationa
leagues would undermine the financid vaue of existing competitions and hence the authority of
governing organizations.

Because governing bodies are unlikely to regulate professiona |eagues according to a broader
public interest, some have proposed either a strong, independent commissioner or a government
regulatory authority. Aswith stronger governing bodies, the likely effects of these proposals depend on

the gods and incentives of the authority. The fundamenta problem with both proposdsisthat
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inditutiondizing an authority that reasonably balances dl interests, including those of fans and even
citizenswho are not fans, is extremdy difficult. Regarding an independent non-governmental
commissioner, the crucid issue is the selection process. who hires and, if necessary, firesthe
commissioner? Whereas one can imagine inditutiondizing a process whereby some externd group that
includes players, mgjor-league teams, minor-league teams, and amateur teams picks the chief executive
of professond leagues, going much beyond thislist of interested partiesis likely to make the process
very cumbersome, yet excluding fans, broadcasters and other customers and suppliers of professond
sports creates a strong likelihood that the chief executive will take actions that disadvantage
unrepresented groups. For example, the chief executive would have an incentive to establish
anticompetitive policies amed at unrepresented groups in order to benefit the represented
congtituencies.

Government regulation presumes that a combination of political appointees and civil servants
will oversee the operation of leagues. The main problem with this goproach is the inefficiencies ariang
from the subgtitution of adminigtrative rules for market incentives. Regulation requires that society
devote resources to setting and enforcing rules. Moreover, because regulatory rules can have a
ggnificant effect on the income of regulated entities, it requires cumbersome procedures to ensure the
farness of rulesthat are costly to obey. Asaresult, regulation has a tendency to dow down decision
making and to make regulated entities less flexible in responding to new circumstances.

Because regulaion is codtly, imposing it islikely to be socidly beneficid only if an inefficiency
aisesin amarket that can not be dedlt with by restructuring the market or creating appropriate financia

incentives. Rule-making regulation is intended to congrain the extent to which regulated entities pursue
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financid incentives. Mogt of the problems associated with the operation of sports leagues arise from
the fact that leagues are monopolies. The one source of inefficiency that is not a manifestation of
market power is the externdity arigng from the presence of ateam, but the most effective remedy for
inadequate provison of a public good is asubsidy, not aregulation that demands expansion of a sport
beyond the level a which sports enterprises are financidly unviable. Thus, a necessary condition for
regulation of gports leagues to improve welfare is that competition is not feesble. Once again, an issue
of sports palicy turns on whether leagues and teams are natural monopolies, o that using the market

incentives arisng under competition is not feasible.

NATURAL MONOPOLY

In America, mgor league team sports are organized into separate leagues or divisons, but
amog dl metropolitan areas have only one team. In Europe, mgjor league team sports tend to have
only one undivided league. The exceptions are the European Champions League and Scotland' s two-
tiered Premier League. But large citiestend to have severd professond teams. While this pattern cdls
into question whether either teamsin acity or mgor leaguesin asport are natural monopolies, owners
and journdidgs often clam otherwise. This section examines whether teams or leagues are naturd
monopolies, and the implications for the membership rules of leagues that emerge from this andyss.
Teams

Leagues that practices promotion and relegation generdly do not give their members exclusve
territorid rights. Thus, teamsin closed leagues have an important advantage over teams in leagues that

practice promotion and relegation. Not only are the former assured that they will continue to play in the
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highest league after a string of woeful seasons, they aso are assured that regardless of how badly they
perform, they will face no competition from entrants into their local market that might field a stronger
team and win ther fans.

In the United States, sports leagues and journdists have defended territorid rights by arguing
that local teams are natura monopolies. Therationdeisthat local competition leads to two undesrable
outcomes. Firg, because fans prefer better teams, teams in the same market will engage in an “arms
race,” each trying to attract better players than the others in order to capture the interests of loca fans.
Second, one team will succeed — perhaps through luck —in being the best, and will attract many fans;
however, the other teams, despite participating in the player amsrace, will suffer a the gate because
they are not the best locally. This argument amounts to the claim that sportsis atype of “winner-take-
al” product in loca markets (Frank and Cook, 1995). The aso-rans, therefore, will suffer high costs
and low revenues, and be driven from the market.

Congderable evidence shows that these arguments are fase. 1n leagues without territorial
rights, markets with more than one successful team have proven to be stable. In Italy, two teams from
Milan played in the 2003 semi-finds for the European Cup and aso finished second and third in Itdian
Serie A. Although less successful, Lazio and Roma from Rome have had an enduring rivary. In 2000
the four teams in Milan and Rome were among the top five in attendance for the league.

In England, between one-fourth and one-hdf of the Premier League typicaly is comprised of
teams from London. Three of these, Arsend, Chelsea and Tottenham Hotspur, have been more or less
permanent members of the league, and seven others, Charlton, Crysta Pdace, Fulham, Queen’'s Park

Rangers, Watford, West Ham and Wimbledon, al spent timein the Premier League between 1995 and
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2003. During the 1990s, fourteen London area teams played in the Football League, dthough one,
Barnet, was demoted to the Football Conferencein 2001. The six largest English metropolitan areas all
contain two or more Footbdl League clubs, and &t least two in every city have been regular Premier
League or Divison 1 members for decades. Teamsin these cities have accounted for 60 percent or
more of top Premier League finishes in every decade since the 1930s (Dobson and Goddard, 2001).
And, the Old Firm teams in Glasgow, Celtic and Rangers, have dominated the Scottish First Divison
for decades.

The fixed leagues of the United States also have had successful multi-team cities. From the
formation of the American League in 1899 through 1957, New Y ork City had three baseball teams —
the Dodgers, Giants and Y ankees — before the first two fled to Cdifornia to become temporary
monopoliesin the nation’s second and sixth largest markets. In both cases, the cause of the departures
was not that New Y ork could only support one team, but that New Y ork refused to subsidize new
gadiums. Basebdl put a new team, the Mets, in New Y ork five years later, added second teamsin
both Los Angdes and San Francisco, and maintained two teams in Chicago. In the ensuing decades,
teams from Los Angeles, New Y ork and the Bay Area have persistently won more than their share of
league championships, athough not the Chicago teams.

This higtory shows that multiple mgor league teams can co-exist in the same city. The
underlying economic reason isthat an “amsrace’ or “winner-take-al” theory is not an accurate
conceptua modd of fansand teams. In large cities, teams locate in different nelghborhoods and apped
to somewhat non-overlgpping groups of fans, taking advantage of intercity and inter-ethnic rivaries

within a metropolitan area. Fan support is sendtive to travel distance to amatch. Most fans attending a
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game trave less than a hdf-hour to the stadium. In alarge metropolitan area, strategic positioning of
team venues, following Hotdling's mode of spatid competition, gives each a separate locd areaiin
which fans will be inclined to support the nearby team. The demand for each team will till be
respongive to team qudity, but not primarily because its fans will switch loydties in response to swings
in reldive team qudity. Thus, in large dities, teams compete for fans, but the main determinant of their
successis how wdl they do against the league in generd, not in comparison to cross-town rivas.
Table 1 illustrates this point by comparing the attendance of the Oakland Athletics and San
Francisco Giants from 1995 through 2002. 1n 1995 and 1996, attendance in American baseball was
down because of fan reaction to the 1994 labor lock-out that forced cancellation of the World Series.
In these seasons, both teams played poorly, being out of the pennant races in the middle of the season,
and both finished near the bottom in attendance. 1n 1997 and 1998, the A’ s continued to play poorly,
but the Giants blossomed into pennant contenders. A’s atendance increased dightly as fansforgave
the lock-out, while the Giants attendance increased by nearly 40 percent over two years. Since 1999,
both teams have been pennant contenders. 1n 1999, the Giants experienced another increasein
attendance, while A’ s attendance jumped 20 percent. In 2000, the Giants moved to a new stadium,
continued to be pennant contenders, and reached the World Seriesin 2002. The new stadium caused
ahuge jump in attendance, averaging more than one million fans per year more than their teams of equd
qudity inthe old venue. Meanwhile, the A’s attendance in the 2000-2002 period has averaged 50
percent higher than in 1995-1998. 1n 2002, both teams experienced lower attendance, despite having
their best yearsin over a decade, due to the recession in the information technology sector, which hit

the Bay Areavery hard.



Table 2 shows asmilar comparison, thistime for Sheffidld United and Sheffield Wednesday
during the 1990s. The table compares both average attendance at |eague games and total season gross
revenue, which includes matches in various cup competitions. Average attendance is used because the
number of games played per season varied during the time period shown. Asthe table shows,
attendance and revenue for these teams each move in the same direction in al but one year. When
United was demoted to Divison | for the 1994-5 season, its attendance and revenue fell by more than
twenty percent. If ever United fans would be motivated to switch loyalty to Wednesday, the 1994-5
and 1995-6 seasons would have been thetime. Y et Wednesday' s attendance and revenues fell over
the same period. The lost fans and revenue for United were lost from the league, not to its city riva.

Asis apparent from these examples, success by one team does not necessarily harm the other.
The success of ateam is driven primarily by its performance, loca economic conditions, and the
public’s generd attitudes about the sport. Cross-town competition exidts, but it is dominated by other
factors. Hence, demand does not exhibit the “tipping” phenomenon of winner-take-al markets, and
teams do not have an incentive to engage in an amsrace.

Teevisgonisnow amgor source of income in ports. Broadcasting increases the potentid for
direct competition among teams; however, whether it actudly increases competition depends on league
policies and comptition law, as discussed in the article by Tom Hoehn and David Lancefeld.
Broadcasts cover a least an entire metropolitan area, and can encompass nations and even mullti-
nationd regions. If each team markets its own broadcasting rights, teams within a metropolitan areawill
compete for local rights, but many more teams compete for broader rights. Aswith attendance, fans

prefer to watch their nearby locd team, but disanceislesslikdy to inhibit the crestion of fan
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attachments to teams through broadcasts, so a strong team can attract audiences dmost anywhere.

In an American closed league with territorid rights, teamsin the largest cities have an
attendance advantage over teamsin smdler markets, and o, if well managed, are likely to be persstent
winners. If theseteams aso sdll their own TV rights and pocket the proceeds, the revenue gap
between teamsin big and small marketsislarger. In a promotion-relegation league, teamsin the same
city may compete for the sale of rights, which limits the extent to which televison increases the revenue
gap — and hence the quality gap — between teamsin large and smdl cities. If leagues are dlowed to
centrdize TV rights sales, they can close the revenue gep entirdy by sharing broadcast revenues
equdly.

The conclusion to be drawn from the preceding discussion is that teams are not naturd
monopolies, and so European Leagues have the more efficient policy regarding territorid rights.
Market-driven decisions by individua teams about whether to enter the sport, and if o, whereto
locate and whét leve of the hierarchy to seek to atain, are amore efficient system for alocating teams
among cities. In both systems, teams from larger cities tend to dominate; however, in a promotion-
relegation system, league championships tend to be spread among multiple teams within large markets,
whereas in closed leagues they are more likely to be concentrated in a smdler number of teams with
exclusve or near-exclusve rights in those markets. The fact that American leagues tend to have only
one or two teams in even the largest markets is the consequence of inefficient league rules, not naturd
monopoaly.

Leagues

Like teams, leagues sometimes clam that they are naturd monopolies. The basisfor thisclam
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is the poor surviva record of competition between riva mgor leagues. In Europe, nationd sponsoring
organizations have not permitted competing mgor leagues. Inthe U. S, leagues have entered
frequently, but only two — the American League in baseba | (1899) and the American Football League
(1960) survived, and both of these merged with the incumbent.

In the past sixty years, the CFL and five other new leagues have entered American football in
the U.S.: the All-American Conference (1946-9), the American Football League (1960-9), the World
Football League (1974-5), the United States Football League (1983-5) and the Xtreme Football
League (2001). In basketbal, three leagues competed in 1946-7: the Basketball Association of
America, the Nationd Basketbal League, and the American Basketbal League. Over the next two
years, these leagues merged into the current Nationa Basketbal Association. Later the American
Basketball League (1962-4) and the American Basketball Association (1968-76) also entered.
Hockey had one entrant: the World Hockey Association (1972-9). Baseball has had no entry since
the Federal League (1914-5).

No entrant has survived as an independent entity. All ten AFL teams merged into the
incumbent Nationd Football League in 1970. Three AAFC teams (Bdtimore, Cleveland and San
Francisco) joined the NFL. The merger of the three basketball leagues left primarily teams from the
BAA; nearly dl of the other teams were dishanded. Later, the ABA placed four teamsin the NBA
and four WHA teamsjoined the NHL. No league that was formed since 1972 has succeeded in
placing even one team in the incumbent league. Thus, the evidence is consstent with the hypothess that
amgor league isanaturd monopoly.

At the top level of the ports hierarchy is anaturd monopoly in that only one annua nationa
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champion can be crowned. To stake avdid clam, the championship must be open to dl mgor league
teams. Sports fans express demand for championships, and this demand can be satidfied only if some
ingtitution has the authority to organize such an event. The championship organizer must have another
al-encompassing authority: the right to set the rules of the contest and to schedule the events that will
crown the champion.

These requirements do not support the conclusion that the top league in a sports hierarchy must
be amonopoaly. Internationa championships are not organized by asingle league, but use the results of
numerous leagues to determine qudifications for the championship. Likewise, intercollegiate sportsin
the United States feature nationd championships, but the six leagues whose champions automaticaly
qudify are independently operated. Thus, once leagues agree to the same playing and dligibility rules
and to collaborate on a“champion of champions’ event, no further business cooperation is required.

The vaue of separate leaguesis born out by the decisons by adl mgor American sportsto
organize the monopoly mgor league organization into separate playing divisons. As explained above,
severd different mini-leagues enhance fan interest by creating more championships and, if schedules are
unbaanced, more uncertainty about the actud relative srengths of theteams. A single balanced league
makes abundantly clear early on which few teams have any serious chance to win the championship,
whereas a series of divisons with unbalanced schedules stretches out the portion of the season in which
many teams gppear to be in contention. In sports lessinformation is a good thing in that it increases
perceived uncertainty of outcomes, and hence demand. The American NFL has mastered the art of
manufacturing uncertainty by adopting a schedule in which wesk teams from the previous season play

each other in the unbaanced part of the schedule, thereby bloating the record of the best among them,
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while the strong teams are matched against each other to bring their records closer to the rest of the
pack.

If multiplicity in leaguesis financidly attractive, why do leagues merge to monopoly? The
answer isthat monopoly leagues enjoy market power in both input and output markets. Inthe U.S. and
U.K., monopoly leagues take advantage of permissive competition policy to bargain as a unit for
nationd televison contracts. A monopoly league dso may be dlowed to enforce restrictions on
compstition for players among teams. Monopoly leagues adso can create scarcity in league
memberships, which drives up the vaue of franchises.

In the United States, for fifty years teams have made use of relocation as away to escape cities
that would not subsidize a stadium. A necessary condition for relocation to be feasible isthat amgor
league must leave some attractive markets without a mgjor league team. Thus, to enable teamsto
increase their vaue by moving or threatening to move, aleague must create an opportunity for anew
league to enter.

A few years before the Dodgers and Giants moved to Cdifornia, the AAA Pacific Coast
League, which fielded strong teams and was very successful at the gate, declared its classfication as
“open” and threatened to clam mgor league satus. Had basebal practiced promotion and relegation,
the Los Angeles Angds and San Francisco Sedls would have been in the major leagues decades
earlier, the relocation of the Dodgers and Giants would never have occurred, and the PCL would never
have been a credible threat to become athird mgor league. By relocating the Giants and the Dodgers,
basebal removed the threet of athird mgor league by carving out the heart of the PCL.

A promotion and relegation system aso discourages the formation of competitive leagues
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without using team relocation. Europeans argue that “ culturd differences’ explain why European
football squads do not move, but American teams do. But the culture shock of losing ateam is every
bit as harsh in the United States. 1n 2003, still another best-sdlling book was written on the 1957
departure of the Dodgers from Brooklyn, aong with an argument about who was to blame*2 Thus, the
economicdly most plausible interpretation of the differences between Europe and the U.S. is that the
promotion and relegation system provides aless disruptive way for leagues to reorganize their
membership in response to geographic shiftsin population and wedth than the relocation mechanism
that is subgtantialy more common in leagues of fixed membership.

In both types of leagues, the primary danger is that the top league will restrict membership so
severdy that anew top league is commercidly viable. Like the PCL in the 1950s, the English Dividon |
could withdraw from the promotion and relegation arrangement with the Premier League and declare
itsdlf to have equa status— except that the governing bodies of the sport would never permit it.
Moreover, its strongest members probably would oppose the change because they anticipate earning

Premier satusin the near future.

TEAM INCENTIVES UNDER PROMOTION AND RELEGATION

In addition to effects on entry, league size and team locations, the promotion and relegation
system has other important effects that arise from the incentives it creates for teams.

The essay by Stefan Kesenne discusses competitive balance: the extent to which teams are
aufficiently closaly matched that game outcomes are uncertain. Promotion and relegeation affects the

digtribution of team quality (Ross and Szymanski, 2001, and Noll, 2002). If ateam recelves anet
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financid benefit from promotion, and experiences afinancid loss from reegation, teams at the bottom
of aleague have a greeter incentive to improve team quaity than would be the case in aleague of fixed
membership. The reason is that an improvement in team quality today not only increases revenuesin
the current season, but increases the probability of enjoying greater profits in the next season. For
teams a the top of the best league, there is no opportunity for promotion, so there incentives are
unaffected by the fact that some weak teams will be relegated. Thus, the net effect is to reduce the
quality gap between the best and worst teams.

For lower leagues, the effect on relative baance is theoreticaly ambiguous. Unlike the top
league, the best teams in alower league can be promoted, which provides an extraincentive to improve
their quaity because of its effect on the probability of future profitsin ahigher leegue. Thus,
quditatively the same effect operates on teams at the top and bottom of alower league. Whether
balance isimproved depends on the rlative size of the profit incentives to obtain promotion versusto
avoid demotion. Plausibly, the incentive to achieve the Premiership is gregter than the incentive to avoid
relegation to Divison 2, and if o, promotion and relegation increase the spread in team qudlity in
Divison 1.

Promotion and relegation aso affect demand. For teams at the top of alesser league, the
prospect of gaining promotion may enhance interest in end-of-season games. While this effect may not
be very greet for the teams a the very top of the sandings that are fighting for the championship, for
teams that are near the top but out of contention the prospect for promotion increases the stakes of
late-season games. 1n addition, the modern format that cals for a playoff for the last promotion spot

provides another opportunity for increased revenue.

41



End-of-season games between teams at the bottom of the league standings do not affect the
championship race, which ordinarily would reduce demand. But if these teams are fighting to avoid
relegation, these games become consequentia, and teams seeking to avoid demotion have an incentive
to put forth best effortsin trying to win. Both effects are likely to enhance demand.

Promotion gpparently has a beneficiad long-run effect on the demand for teams that are
subsequently relegated. Studies of the demand for sport find that attendance in the previous season has
afairly srong carry-over effect into the next season. Although the focus of most of this research has
been the carry-over effect of championships, the same effect gpparently is present after promotion and
relegation. Demand studies show that the battle for obtaining promotion increases ateam’ s attendance,
and then the act of being promoted increases it fill more. Interestingly, dthough subsequent relegation
depresses attendance, the magnitude of this effect is smaller than the magnitude of the effect of
promotion. Consequently, in Year 3, ateam that was promoted after Year 1 and relegated after Y ear
2 will have higher revenues than a team that had exactly the same record in Year 3, but was never
promoted or relegated (for examples, see Noll, 2002). The Premier League adds to this benefit by
providing “parachute’ revenues to teams for two years after they are relegated.

The long-term revenue effect from promotion explains what in England have been cdled “yo-yo
teams’ — squads that regularly bounce back and forth between two leagues. 1n some cases, bouncing
between leagues gpparently is planned, in that some teams soend more on players in the year that they
arefighting for promotion than in the next year in the stronger league.

The sgnificance of these demand effects is that indtituting promotion and relegation increases

fan interest and hence team revenues, compared to the interest and revenues that would be expected in
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aleague of fixed membership. Thus, leaguesthat practice promotion and relegation generate more
economic wdfare than fixed membership leagues.

Nevertheless, the promotion and relegation system probably reduces profits, especidly among
the best teams in the top league. Promotion and relegation increases the vaue of the best playersto
teams that are in battles for either promotion or relegation. If the supply of high-qudity playersis not
perfectly eadtic, thisincrease in demand will cause player wagesto be higher. Whereasteamsin
battles for promotion or relegation receive some additiond revenues, the teams at the top of the best
league do not -- promotion and relegation does not affect there demand, so they end up paying more

for talent without a compensating benefit.

CONCLUSIONS

The organizationd dructure of leaguesis a fundamentaly economic decison that affectsthe
extent of competition in sports, the distribution of teams in a nation, the reative playing strengths of
teams, and, most importantly, the amount of economic benefits that a sport ddliversto its customers.
The andyssin this article leads to three main conclusions.

Firg, promotion and relegation systems are superior to fixed membership leagues as a means of
ddivering economic benefitsto fans. Promotion and relegation improves competitive baance a the
top, and has severd other demand-enhancing effects. Moreover, it facilitates distributing teams across
locations in a manner that ddlivers greater consumer benefits than does a system of fixed memberships.

Second, competition is desirable in sports, despite the pleas of sports enterprises and the
pliancy of governmentsin granting sports pecia status in competition policy. Neither teams not
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leagues are natural monopoalies. stable competition among teamsin a city and among leaguesin anation
isfeasble and desirable, and serves to equdize revenues among teams in the absence of entry
redrictions. Government acquiescence in the decisions by governing bodies to form monopoly leagues
and antitrust exemptions for these leagues are policy mistakes.

Third, dl exigting organizationa forms produce two few teams a the top leve. All nations
alow the top leagues to be monopoalies, and monopolies leagues contrive scarcity in teamsto increase
the wedth of incumbents. Leagues achieve this objective by effectively erecting barriers to entry against
new leagues and by redtricting their own size for the purpose of maximizing the profitability of exising
members. The incentive to redirict membership is especidly strong if leegues engage in Sgnificant
revenue sharing.

Fourth, multiple pathways to championships and nonexclusive league membership ddiver
benefits to consumers by increasing the number of successful teams and the importance of each match.
Here both Europe and North America have something useful to learn from each other.

For Europe, the lesson is to fragment leagues and introduce post-season playoffs, expanding on
the current practice of using playoffs to determine the last spot for promotion. One can imagine afour-
divison Premiership with five (or more) teams in each divison and an unbaanced schedule anong
divisons, followed by a championship tournament of the divisond winners. This format would reduce
the number of League contests by severd games, freeing space for the post-season tournament and
perhaps for other match formats.

For the United States, the lessons are two. Oneis to adopt the promotion and relegation

system, freeing minor league teams from perpetua secondary status. The other is to introduce season-
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long nationd tournaments, like the FA Cup and FL Cup, as subgtitutes for some regular season games
in the excessvely long seasons in basebd |, basketbal and hockey. Certainly sacrificing eight gamesto
return to a 154 game schedule in baseball to make room for a summer tournament would enhance
revenues, especidly from broadcasting.

Perhaps the grestest lesson to be learned from the study of comparative leaguesis the amazing
variety across sports and countries in how basicdly the same types of businesses have attempted to
solve the same basic puzzles. Comparative study of sports leaguesisauseful exercise. It tendsto
explode cherished myths born from narrow experience with on€e s favorite sport, and it provides
subgtantia ingghtsinto the incentives that lie behind both the good and bad features of professond

team sportsin every nation.
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Table1l: Attendance and Winning Records of Oakland and San Francisco

Oakland A’'s San Francisco Giants
Year Fraction Won Attendance  Fraction Won  Attendance
1995 465 1.17 465 1.24
1996 481 1.15 420 141
1997 401 1.26 .556 1.69
1998 457 1.23 .546 1.93
1999 537 1.43 531 2.08
2000 565 1.73 579 3.34
2001 .650 2.13 .556 3.31
2002 .636 1.89 .590 2.89

Note atendanceisin millions.

Table 2: Attendance, Revenues and Winning Recordsin Sheffield

United Wednesday
Year Finish  Attendance Revenue Finish  Attendance Revenue
1992 P-9 21,805 E 4,265 P-3 29,578 L 7,516
1993 P-14 18,801 6,060 pP-7 27,263 12,806
1994 P-20 19,562 5,431 P-7 27,191 11,914
1995 -8 14,462 4,325 P-13 26,572 10,995
1996 -9 12,901 4,311 P-15 24,877 10,078
1997 -5 16,638 5,133 P-7 25,693 14,335
1998 -6 17,942 8,536 P-16 28,709 16,303
1999 -8 16,243 6,421 P-12 26,745 19,124

Note: postion indicates league (Premier - P, Divison 1 - 1) and finishing place in standings, attendance
is per league game, and revenue is thousands of pounds.
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FOOTNOTES
* Morris M. Doyle Professor of Public Policy, Department of Economics, and Director, Stanford
Center for Internationd Development, Stanford University. The author grateful acknowledgesthe
useful comments on an earlier draft from Ken Mayhew, Stefan Szymanski, Andrew Zimbalist, and two
anonymous referees.
1. Thetwo dternativesto league organization are “independents’ and “barnstormers” An independent
isateam that does not belong to aleague but creates an annud schedule of matches with other teams
(some of which may be league members). Most team sports began in thisway, but few true
independents now exist anywhere. A notable independent is Notre Dame Univeristy in American
intercollegiate footbdl, which usudly is among the best college teams and dways ranks at or near the
top in revenues because of its very lucrative long-term televison contract. Barnstormer isthe name
given to teams that have no regular home field, and that travel the country playing exhibitions. The
opponent is sometimes another barnstormer that travels with them, with the leading example being the
Harlem Globetrotters basketbal team and their perennid patsies, the Washington Generds. For other
barnstormers, the opponent isateam of locd dl-gars from the community in which the game is played.
In both cases, the games are usudly mis-matches, with the barnstormers vastly superior to their
opponents. The fundamenta reason that nearly dl teams play in leaguesis economic: the demand for
games that are part of achampionship schedule vastly exceeds the demand for exhibitions, or games

that determine nothing more than the identity of the winner of a particular game.

2. For surveys of research on the demand for team sports, see Cairns (1990) and Dobson and
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Goddard (2001), Chapter 7.

3. Although the Premier League is now separate from the Football League, to avoid repetitious
explanation this article will refer to dl four top English leagues as the Footbal League. In addition, the
new designations — Premier League and Divisons 1, 2 and 3 will be used to identify the four leaguesin

the period when they were known as Divisons 1, 2, 3 and 4, respectively.

4. For much of the 20th century, baseball had three further classifications -- B, C and D, but no
Rookie classfication; however, these were diminated in the 1960s after televison eroded the demand
for minor league basebdl. The new Rookie classification applies to leagues with a much shorter season
in which players who have signed their firg professona contract are given ingtruction prior to playing

thelr firgt full professonad season, usudly at the A leve.

5. Obvioudy, such a mega-league could not schedule every team to play every other, and so would be
organized as severd divisons. The andys's here assumes that each divison would have roughly equa
representation from each of the four existing leagues — five Premier members and six each from the
other three divisons. In this arrangement, ateam that currently playsin Divison 3 would have two or
three home games per season againg ateam that isin contention for the divison and league
championships, and dl the other games, especidly once the season iswell enough dong for the
contending teams to become clear, would have no sgnificance in terms of the championship race. In
many of these games, the team would be grossly over-matched, even though the opponent is not a

championship contender.
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6. Thefiveleagues are: the Continental Basketbal Association (which has operated since 1947 except
for 2001), the National Basketbal Development League (which is owned by the Nationa Basketball
Association), the United States Basketball League, the United Professona Basketbdl League and the
Eastern Basketball Alliance. Two others, the American Basketball Association and the Xtreme

Basketball League, folded during the 2002-3 season.

7. The AAA leagues were the American Hockey League and the Internationa Hockey League (IHL).
The AA leagues were the Central (CHL), East Coast (ECHL ), United, West Coast (WCHL) and

Western Professional Hockey (WPHL) Leagues.

8. ThelHL folded, the WPHL merged with the CHL,, and the WCHL merged with the ECHL.

9. Whether the system actudly determines a clear nationa champion is sometimes a matter of
controversy. Some undefeated teams from lesser conferences have been excluded from the BCS, and
in when two teamstie for aleague championship the team that proceeds to the BCS has been decided

by acoin flip or an arbitrary rule, such aswhich team went to a mgjor bowl most recently.

10. For an andlysis of why the top teams nevertheless may withdraw from nationd leegues and form a

European Superleague, see Hoehn and Szymanski (1999).

11. TheNFL isunique of the 32 teams presently competing, thirteen came from mergers. In the past

fifty years, the NFL has added only seven teams by expansion.

12. Shapiro (2003). The villain in this book is Robert Moses, who controlled New York City’s
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redevel opment funds and refused to subsidize sports facilities as part of urban renewd.
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